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FINAL REPORT
 

VOLUME 1 OF 4: DELIVERABLES A.1.a. - A.2.
 

CONTENTS
 

Deliverab!e: A.1.a-Credit Guarantee Fund. 

* 	 "Issues Concerning the Credit Guarantee Program" (V. Morabito and I. Asmon, 11/9/92) 

* 	 "Designing the Operating Procedures of the Credit Guarantee Program" (V. Morabito 

and I. Asmon, 11/14/92) 

* 	 "Technical Assistance to the Hungarian Credit Guarantee Corporation - Scope of Work" 
(V. Morabito and I. Asmon, 11/30/92) 

Deliverable: A.1.b-ESOP Resources. 

• 	 "Hungarian ESOP Resources" (I. Asmon, 8/3/92) 

* 	 "Economic, Legal and Financial Aspects of the Employee Share Ownership Law" (J. 
Szantai and K. Lovasz, 7/29/92) 

0 	 "The Privatization of State-Owned Companies, Employee Share Ownership and 
Efficiency" (J. Szantai and K. Lovasz, 7/29/92) 

o 	 "Main Features of the Legal Regulations of Privatization" (J.Szantai, J. Luukacs, I. 

Asmon and V. Morabito, 10/14/92) 

Deliverable: 	 A. .c-ESOP experiences in other countries. 

S 'The ESOP Exp.erience in the United States and Internationally" (I. Asmon, 6/5/92) 

Deliverabj : A.1.d-Strategies for Financing Employee Ownership in Hungary. 

* 	 "New Equity Finance Instruments for Privatization in Hungary - Concept Paper" (V. 
Morabito and I. Asmon, 10/5/92) 

• 	 "Issues Relevant to the Financing of ESOPs in Hungary" (I. Asmon and V. Morabito, 
12/5/92) 

• 	 "Economic, Legal and Financial Aspects of the Employee Share Ownership Law" (J. 
Szantai and K. Lovasz, 7/29/92) - See Deliverable A.1.b. 

• 	 "The Privatization of State-Owned Companies, Employee Share Ownership and 
Efficiency" (J. Szantai and K. Lovasz, 7/29/92) - See.Deliverable A.1.b. 



Deliverable: A.2-ESOP institutional framework. 

* 	 "ESOPs in Hungarian Privatization - The Role of Employee Education and 
Communications" (R. Schott, 10/29/92) 
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VOLUME 2 OF 4: DELIVERABLES B.1.a. - B.I.e. 

CONTENTS 

Deliverable: B. 1.a-OtheA ESOP Regulations. 

* 	 "Deed (f incorporation of the Company Employee Shareholders' 
Association" (I. Asmon, 6/30/92) 

* 	 "Statutes of the Company Employee Shareholders' Association - Part I: 
Governance of the Employee Share Ownership Plan" (I. Asmon, 6/30/92) 

* 	 "Bylaws of the Company Employee Shareholders' Association- Part II: 
Bylaws of the Organization" (. Asmon, 6/30/92) 

0 	 "Authorization for the Organizing Committee to do the Preparatory Work for the ESOP 
at the Compa. !" (J. Szantai, undated) 

* "Statutes of the ESOP of the Aranypok Trading Rt." (J. Szantai, 10/26/92)
 

0 "Model Draft Statutes" (J. Szantai, 11/5/92)
 

0 "Draft Statutes of the Herend Porcelain Works Rt." (J. Szantai, 11/15/92)
 

0 "Feasibility Studies for Hungarian ESOPs" (C. Ruggeri, 11/30/92)
 

• 	 "New Equity Finance Instruments for Privatization in Hungary - Concept Paper" (V. 
Morabito and I. Asmon, 10/5/92) - See Deliverable A. .d. 

• 	 "Issues Relevant to the Financing of ESOPs in Hungary" (I. Asmon and V. Morabito, 
12/5/92) - See Deliverable A.l.d. 

Deliverable: B. 1.b-Proposals regarding amendments of the ESOP law. 

* 	 "Proposed Amendments to the ESOP Law" (I. Asmon, 8/6/92) 

* "Analysis of Hungarian ESOP Law and Suggested Amendments" (J. Gates, 3/5/93)
 

Deliverable: B. 1.c-Proposed policies to encourage Employee Ownership.
 

* 
 "The Potential Use of Company Pension Funds in Parallel with ESOP Organizations as 
Mechanisms for Financing Employee Ownership" (I. Asmon, 8/13/92) 

* 	 "New Equity Finance Instruments for Privatization in Hungary - Concept Paper" (V. 
Morabito and I. Asmon, 10/5/92) - See Deliverable A. .d. 



"Valuation Issues Related to the Formation of Employee Shareholders' Associations" (C. 
Ruggeri, 8/13/92) 

"Issues Relevant to the Financing of ESOPs in Hungary" (I. Asmon, 12/15/92) - See 
Deliverable A.I.d. 

"Analysis of Hungarian ESOP Law and Suggested Amendments" (J.Gates, 3/5/93) - See 
Deliverable B.Lb. 



VOLUME 3 OF 4: DELIVERABLES B.2.a. - B.2.c. 

CONTENTS
 

Deliverable: B.2.a-Strategy and action plan for ESOP training. 

"ESOPs in Hungarian Privatization - Training, Education and Promotion Strategy" (R. 
Schott, 9/14/92) 

Deliverable: B.2.b-Standard ESOP explanatory materials (in Hungarian) for firms interested in 
establishing employee ownership plans, regarding the operation of such firms, the legal aspects,
the financing possibilities, and other relevant subjects. The materials will include an explanation
of the program and employees' rights and responsibilities in language understandable by the 
average employee." 

* 	 "A Practical Guide to Hungarian ESOPs" (C. Ruggeri, 8/18/92) 

* "Training Hungarian ESOP Trainers" (R. Schott, 9/5/92) 

* The following materials were prepared by R. Schott for the ESOP Training Conference, 
12/18/92: 

-	 "ESOP Training Program -- Topic Rating Sheet" 

-	 "Model Trainers Program" 

-	 "Round Table Discussion" 

-	 "Training, Education and Promotion Strategy" 

-	 "Round Table Discussion Notes" (presented in Hungarian Galy) 

-	 "Round Table Assessment" 

-	 "Train the Trainers Program: Synopsis (Preliminary)" 

* 	 The following material, available in English, was adapted and translated to Hungarian 
for ESOP training and promotion: 

- "What Role Should Employee Ownership Play in Russian and Eastern European 
Privatization? Some Lessons from the U.S. Experience" (Joseph Blasi, Rutgers 
University, The Journal of Employee Ownership Law and Finance, Vol. VI No. 
4, Fall 1992. translated 1/11/93) 



Deliverable: B.2.c-Training of Hungarian ESOP trainers. 

A "train-the-trainers roundtable" was organized on 12/18/92, with 17 trainees. This 
training event was opened by USAID representatives. 

"List II: About the Conferences which... Serve the Purpose of Introducing the ESOP 
Law and its Ways of Implementation" (G. Lajtai 10/14/92) 



VOLUME 4 OF 4: DELIVERABLES B.3.a. - B.3.c. 

CONTENTS
 

Deliverable: B.3.a-A standard system for ESOP administration. 

* 	 "Options for an ESOP Administration/Accounting System" (Andre Iha, 1/8/93). 

ESOP Administration System 

Deliverable: B.3.c-Employee communication strategy. 

* 	 "ESOPs in Hungarian Privatization - The Role of Employee Education and 
Communications" (R. Schott, 10/29/92) - See Deliverable A.2. 



March 5, 1993 

ESOP DELIVERY ORDER
 
FINAL REPORT
 

EXECUTIVE SUMMARY 

Employee ownership has become a dynamic sector of the Hungary 
privatizationscene. Since the enactment of the HungarianESOP law on 6/9/92, 
between 20 and 40 ESOPs (Employee Stock Ownership Plans) have been 
established (the number is increasingweekly, and the system to monitor it is not 
yet in place), about 50 ESOPs are in the process of registration, and about 100 
are in the stages offeasibility study and securing thefinancing. Over the period, 
the policy environment has become morefavorable to ESOPs. 

The ESOP movement became institutionalizedthrough strengthening the 
Hungarian ESOP foundation and creation of a trade association qf ESOP 
companies and an ESOP consulting group. 

The ESOP technical assistanceprovided through this PIOIT has been 
essential in realizing these achievements. All deliverables of the technical 
assistance have been completed. On several deliverables there has been 
significant over-delivery, notably regarding ESOP statutes, ESOP promotion, 
ESOP institutionalization,creditguaranteefund, andproposalsforfuture ESOP 
legislation. 

A. Introduction. 

The ESOP movement has registered considerable advances in Hungary since the 
enactment of the ESOP Law on 6/9/92. Between 20 and 40 ESOPs have been legally
established.' About 50 ESOPs are in the registration stage, and about 100 other 
companies have initiated ESOP feasibility studies and the securing of financing, have 
established ESOP organizing committees, or have otherwise expressed serious interest. The 

This number is increasingweekly. The Share ParticipationFoundation, which is the 
HungarianESOPfoundation, is installinga system to monitor the number of ESOPs, but 
budget constraintslimit accurate monitoring in this rapidly growingfield. The SPA (State

Property Agency) boardhas approved over 20 ESOPs, and it is estimated that about 20 more
 
have been establishedthrough the self-privatization method which does not require SPA
 
approval. Some of the better-known Hungariancompanies which have establishedESOPs
 
are:
 

Herend (hand-madeporcelain, 1600 employees, 75% ESOP)
 
Aranyp6k (clothing stores, 300 employees, 54% ESOP)
 
MASPED (internationallogistics services, 350 employees, 51 %ESOP + 28% MBO)
 
PEMU (plasticprocessing, 1800 employees, 65% ESOP)
 
PERION (carbatteriesmanufacturer,300 employees, 51 %ESOP)
 



privatization policy environment has become considerably more favorable to ESOPs over this 
period. The ESOP movement has been institutionalized over the same period through the 
strengthening of the "Share Participation Foundation" (a non-profit ESOP promotion
organization) and the creation of the "Association of Employee Owners" (a trade association 
of ESOP companies) and the "MRP Kft." ("ESOP Ltd."), a for-profit consulting company
offering ESOP feasibility studies and other ESOP services. 

B. 	 Accomplishments of the Delivery._Qr~d. 

The ESOP Delivery Order (DO), which entered into force on 5/25/92, has furnished 
essential technical assistance (TA) to these achievements. This TA terminated on 3/5/93.
The deliverables specified in the DO and the corresponding outputs of the TA are as 
follows2: 

Deliverable: A. l.a--Credit Guarantee Fund. 

Required Outputs: "A feasibility study of a guarantee fund and other risk-sharing 
arrangements which could assist the flow of credit to employee share purchase. The study
will (1) outline the available options; (2) discuss worldwide experience with similar 
mechanisms; (3) evaluate the different options in terms of probable cost, availability of 
financing, effectiveness, financial viability, and permanence; and (4) recommend the 
appropriate option for detailed review and design." 

Products: The TA team held extensive meetings with personnel of the Credit 
Guarantee Corporation (established un 12/7/1992) and of the Ministry of Finance, and 
produced the following documents: 

* 	 "Issues Concerning the Credit Guarantee Program" (V. Morabito and I. Asmon,
 
11/9/92)
 

* 	 "Designing the Operating Procedures of the Credit Guarantee Program" (V. Morabito 
and I. Asmon, 11/14/92) 

* "Technical Assistance to the Hungarian Credit Guarantee Corporation--Scope of 
Work" 	(V. Morabito and I. Asmon, 11/30/92) 

In addition, the regulations of a US credit guarantee fund were translated and adapted 
to the Hungarian situation. 

These materials were gratefully accepted by Mrs. Kl~tra Apitini, director-general of 
the Credit Guarantee Corporation. 

2 Note that one product may answer the requirements ofmore than one deliverable. 
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Status: Completed. There was a significant over-delivery on this aspect of the DO 
regarding both the effort invested and the product (not only the feasibility was determined,
but the design of the operating procedures). 

Deliverable: A.1.b--ESGP Resources. 

Ruired Outputs: "A report which will list all existing resources in Hungary, such 
as existing laws, programs and capital market situations which can be used for financing
employee ownership, and evaluate their potential usefulness." 

Products: 

• 	 "Hungarian ESOP Resources" (I. Asmon, 8/3/92) 

* 	 "Economic, Legal and Financial Aspects of the Employee Share Ownership Law" (J. 
Sz,'ntai and K. Lovdsz, 7/29/92) 

Status: Completed. 

Deliverable: A.1.c--ESOP experiences in other countries. 

Required Outputs: "A report evaluating experiences in financing employee ownership 
in other countries, including an analysis of their potential applicability to Hungary." 

Products: "The ESOP Experience in the United States and Internationally" (I. 
Asmon, 6/5/92) 

Status: Completed. 

Deliverable: A.1.d--Strategies for Financing Employee ownership in Hungary. 

Required Outputs: "A statement of one or several strategies for financing in Hungary a 
significant program of employee ownership, including options for such financing, and a 
preliminary assessment of implementation steps." 

Products: 

* "New 	Equity Finance Instruments for Privatization in Hungary--Concept Paper" (V. 
Morabito and I. Asmon, 10/5/92) 

* 	 "Issues Relevant to the Financing of ESOPs in Hungary" (I. Asmon, 12/5/92) 

Satus: Completed. 
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Deliverable: A.2--ESOP institutional framework. 

Required Outputs: "An organizational design for supporting the expansion of 
ownership in Hungary, outlining the entities which should be involved, the proposed
rezponsibilities of each, and the areas in which different entities should assume leadership at 
different times." 

Products: "ESOPs in Hungarian Privatization--The Role of Employee Education and 
Communications" (R. Schott, 10/29/92) 

Status: Completed. 

In addition, experts of the TA team have undertaken the following ESOP
institutionalization activities not reouired under the TOR which represent an over-delivery: 

* 	 The TA established the "Association of Employee Owners"--a trade association of
 
ESOP companies--and arranged monthly meetings of this association 
on 11/5/92,
12/3/92, 1/14/93, 2/4/93 and 3/4/93. The number of participants at these meetings
has been constantly increasing, from about 50 initially to about 150. 

* 	 The TA established the "MRP Kft." ("ESOP Ltd."), a consulting company 
specializing in providing ESOP training and ESOP feasibility studies. 

Deliverable: B. l.a--Other ESOP regulations. 

Required Outputs: "Proposals for provisions which could be included in model 
statutes for a generic employee shareholding organization." 

Products: 

" "Deed of Incorporation of the Company Employee Shareholders' 
Association (I. Asmon, 6/30/92) 

* 	 "Statutes of the Company Employee Shareholders' Association--
Part I: Governance of the Employee Share Ownership Plan" (I. Asmon, 6/30/92) 

* 	 "Bylaws of the Company Employee Shareholders' 
Association--Part II: Bylaws of the Organization (I. Asmon, 6/30/92) 

* 	 "Authorization for the Organizing Committee to do the Preparatory Work for the 
ESOP at the Company" (J. SzAntai, undated) 

" "Statutes of the ESOP of the Aranyp6k Trading Rt." (J. SzAntai, 10/26/92) 

* 	 "Model Draft Statutes" (J. SzAntai, 11/5/92) 

* 	 "Draft Statutes of the Herend Porcelain Works Rt." (J. Szntai--11/15i92) 
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* "Feasibility Studies for Hungarian ESOPs" (C. Ruggeri, 11/30/92) 

Status: Completed. On this aspect there was a significant over-delivery since the TA 
completed not only the required "proposals for provisions which could be included in model 
statutes", but complete model statutes plus two pilot applications (Herend and Aranyp6k). 

Deliverable: B. I.b--Proposals regarding amendments of the ESOP law. 

Required Outputs: "Position papers related to other regulations which may be
 
necessary to support employee ownership, made upon request of the competent authorities
 
and in colla oration with them."
 

Products: 

* "Proposed Amendments to the ESOP Law" (I. Asmon, 8/6/92) 

o "Analysis of Hungari"an ESOP Law and Suggested Amendments" (J. Gates, 3/5/93) 

Status: Completed. On this aspect there was a significant over-delivery since Mr. 
Gates not only produced the required position paper, but furnished detailed legal drafts of the 
recommended provisions, and conferred with leading Members of Parliament regarding a 
legislative initiative to enact these provisions. 

Deliverable: B.i.c--Proposed policies to encourage Employee Ownership. 

Required Outputs: "Proposals regarding tax and credit policies as well as other 
policies (pertaining to the use of severance pay, pension funds, etc.) to encourage employee
ownership, formulated in collaboration with, and in support of, the competent authorities." 

Products: 

* "The Potential Use of Company Pension Funds in Parallel with ESOP Organizations 
as Mechanisms for Financing Employee Ownership" (I. Asmon, 8/13/92) 

* "New Equity Finance Instruments for Privatization in Hungary--Concept Paper" (V. 
Morabito and I. Asmon, 10/5/92) 

* "Valuation Issues Related to the Formation of Employee Shareholders' Associations" 
(C. Ruggeri, 8/13/92) 

* "Issues Relevant to the Financing of ESOPs in Hungary" (I. Asmon, 12/5/92) 

11"Analysis of Hungarian ESOP Law and Suggested Amendments" (J. Gates, 3/5/93) 

Status: Completed. 
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Deliverable: B.2.a--Strategy and action plan for ESOP training. 

Required Outpni: "Astrategy and action plan for explaining the new ESOP law to 
the public and implementing training in employee ownership subjects to government officials, 
management and employee leaders." 

Pioducts: "ESOPs in Hungarian Privatization--Training, Education and Promotion 
Strategy" (R. Schott, 9/14/92) 

Status: Completed. 

Deliverable: B.2.b--Standard ESOP explanatory materials (in Hungarian). 

Required Outputs: "Standard explanatory materials (in Hungarian) for firms 
interested in establishing employee ownership plans, regarding the operation of such plans, 
the legal aspects, the financing possibilities, and other relevant subjects. The materials will 
include an explanation of the program aid employees' rights and responsibilities in language 
understandable by the average employee." 

Products: 

* "A Practical Guide to Hungarian ESOPs" (C. Ruggeri, 8/18/92) 

* "Training Hangarian ESOP Trainers" (R. Schott, 9/5/92) 

* The following materials were prepared by R. Schott for the ESOP Training 
Conference, 12/18/92: 

- "ESOP Training Program--Topic Rating Sheet" 

- "Model Trainers Program" 

- "Round Tab!e Discussion" 

- "Training, Education and Promotion Strategy" 

- "Round Table Discussion Notes" 

- "Round Table Assessment" 

- "Train the Trainers Program: Synopsis (Preliminary)" 

a The following materials, available in English, were adapted and translated to 
Hungarian for ESOP training and promotion: 

-	 "ESOP Financing" (Robert W. Smiley, Jr., Benefit Capital, Inc., The Journal of 
Em!oyee Ownership Law and Finance, Vol. IV No. 4, Fall 1992, translated 11/4/92) 
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"Etaployee Trust Deed, Water Research Center (1989) PLC" (Philip Evans & Co.,translated 1/11/93) 

"What Role Should Employee Ownership Play in Russian and Eastern European
Privatization? Some Lessons from the U.S. Experience" (Joseph Blasi, Rutgers
University, The Journal of Employee Ownership Law and Finance, Vol. VI No. 4, 
Fall 1992, translated 1/11/93) 

"A View of Employee-Owned Companies from the Perspective of the Inder and 
Investor" (Alan Prosswinner, Peter A. Wuebel, and Kenneth Winslow, &nefit 
Capital Southwest Inc., The Journal of Employee Ownership Law and Finance, Vol. 
VI No. 4, Fall 1992, translated 2/28/93) 

"The ESOP's Role in Financial Restructuring Transactions" (Michael A. Kramer, 
Houlihan Lokey Howard & Zukin, The Journal of Employee Ownership Law and 
Finance, Vol. VI No. 4, Fall 1992, translated 3/5/93) 

"Considerations for Initial Public Offerings Involving Employee Stock Ownership
Plans" (Ronald J. Gilbert, ESOP Services Inc., The Journal of Employee Ownership 
Law and Finance, Vol. VI No. 4, Fall 1992, translated 1/13/93) 

"Looking for Trouble" (newspaper aticle--Weirton Steel Corporation, translated 
11/2/92) 

"Now when You Rent from Avis Inc., You Can Deal Directly with the Owners" 

(newspaper article--Avis, 11/2/92) 

- "Think like an Owner", Jay Bee News, Vol. XII No. 4, July/August 1985 

"Model Report to Employee Owners -- Third Quarter Report" (translated 11/2!1992) 

"The Administration of Employee Share Ownership Schemes in Employee Owned 
Companies in the UK" (Leon Boros and Nigel Mason, 2/26/92) 

Status: Completed. 

Deliverable: B.2.c--Training of Hungarian ESOP trainers. 

Required Outputs: "Training of Hungarian trainers in subjects regarding employee 
ownership." 

Products: A "train-the-trainers roundtable" was organized on 12/18/92, with 17 
trainees. A "train-the-trainers workshop" took place on 2/25/93-2/26/93, with 27 
participants. The trainees included professionals from trade associations, labor unions, 
government ministries, universities, and private consulting practice. The training prepared 
these persons to act as promoters/organizers of ESOPs for companies which desire to 
establish ESOPs. Both training events were opened by USAID representatives. 
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Status: Completed. 

Deliverable: B.2.d--ESOP training for professionals. 

Required Qutputs: "Assistance in arranging technical training seminars held for 
personnel of the relevant ministries, Courts of Registration and other officials involved in 
implementation of Hungary's employee ownership program, as well as general information 
seminars for management and employee representatives to explain the new ESOP law." 

Products: 

1. 	 Technical Training Seminars: 

" ESOP banker training workshop on 2/18/93 on the premises of Postabank (about 50 
bank officers representing several leading Hungarian banks) 

* 	 5-day training (3/1/93-3/5/93) by two TA experts in ESOP accountirg/administratior. 
systems to several professionals of the Hungarian NEXT computer software company
plus several accountants of ESOP leading companies (total about 10 participants) 

2. 	 General Information Seminars: 

The TA helped to organize and/or participated in the followi 1g activities: 

* 	 National ESOP conference on 6/19/92 at the National Conference Center, Budapest, 
hosted by the Minister for Privatization (about 1700 participants). 

" 	 ESOP conference on 9/18/92 with workers' councils in Budapest (about 200 
participants). 

* 	 ESOP conference on 10/26/92 with local units of the National League of Hungarian 
Trade Unions in Gy6r. 

* 	 ESOP conference on 10/28/92 with local units of the National League of Hungarian 
Trade Unions in Veszpr6ri. 

* 	 ESOP conference on 1/21/93 for managers and union officials of state farms in 
Budapest (about 200 participants). 

* 	 The TA generated and distributed ESOP guides to the above conferences to orient the 
participants. 

* 	 The TA generated and distributed questionnaires to the above conferences, and 
analyzed the results to help define the ESOP promoti.i and communication strategy. 

Status: Completed. 
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In addition, experts of the TA team have undertaken the following ESOP promotion 

activities which were not required under the TOR and represent an over-delivery: 

• 	 The TA organized and participated in press confer-.nces on 6/12/92 and 9/18/92. 

* 	 On 10/25/92, 11/1/92, 11/892, 11/15/92, 11/22/92 and 11/29/92, the entire 20
minute national TV Sunday prime time talk show titled "Privatization and 
Compensation" was devoted to interviews with members of the TA team to explain 
and promote the ESOP. 

Deliverable: B.3.a--A standard system for ESOP administration. 

Required Outputs: "A brief guide which describes an example of a standard system 
for internal administration of the employee accounts in a typical company." 

Products: 

• 	 "Options for an ESOP Administration/Accounting System" (Andre Iha, 1/8/93) 

" 	 "Hungarian Employee Stock Ownership Plan--Accounting/Administration Manual" 
(Andre Iha, 3/5/93) 

Status: Completed. 

Deliverable: 	 B.3.b--An employee information system. 

Reauirt uQ.iit'upu: "A brief guide of a system for creating an internal market for 
employee shares, including a methodology for projecting the share repurchase liability." 

Products: This output is integrated in Section 3 of the "Accounting/Administration 
Manual" (Deliverable B.3.a--An,4re Iha, 3/5/93). 

Status: Completed. 

Deliverable: B.3.c--Employee communication strategy. 

Required Outputs: "A Guide which outlines a system for distributing pertinent 
information to employees regarding a standard employee ownership scheme." 

Products: "ESOPs in Privatization--Training, Education and Promotion Strategy--
Employee Communication Strategy" (R. Schott, 8/6/92). 

Statu: Completed. 
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C. 	 Overall Description of the Activities under the Delivery Order, including Locations
 
and In ividua!s.
 

All activities took place in Budapest excep! two regional seminars and some Stateside 
work by certain expatriate experts in their offices in New York, Washington DC, Dallas, Tx. 
and Atlanta, Ga. The following individuals were involved: 

- Mr. Barry Cosloy, C&L--project supervisor. In Hungary on 5/24/92-5/28/92. 

- Ms. Chris Ruggeri, C&L--project coordinator. In Hungary on 5/24/92-5/28/92,
 
11/11/92-11/18/92 and .........
 

- Mr. Jeff Gates, C&L consultant--ESOP legal expert. In Hungary on 1/31/93-2/7/93 
and 2/28/93-3/4/93. 

- Dr. Itil Asmon, Chemonics International--ESOP financing expert and project field 
coordinator. In Hungary for duration of assignment. 

-	 Mr. Vincent Morabito, Chemonics International--ESOP and guarantee fund financial 

expert. In Hungary for duration of assignment. 

-	 Mr. Robert Schott--ESOP training export. In Hungary on ...................
 

- Ms. Andre Iha, C&L--ESOP accounting/administration expert. In Hungary on 
........... and 2/28/93-3/5/93. 

-	 Mr. Tom Kimble, C&L--ESOP computer expert. In Hungary on 2i28/93-3/5/93. 

- Mr. J~nos LukAcs, the Hungarian Share Participation Foundation--ESOP organization 
(labor/management) expert. In Hungary for duration of assignment.3 

- Dr. JAnos Szintai, the Hungarian Share Paricipation Foundation--ESOP legal expert. 
In Hungary for duration of assignment. 3 

- Dr. George Lajtai, the Hungarian Share Porticipation Foundation--FSOP training 
expert. In Hungary for duration of assign."ient.3 

- Mr. Istvin Bajtai, the Hungaian Share Participation Foundation--ESOP training 
expert. In Hungary for duration of assignment.3 

3 Due to problems in employing Hungariannationals on the IQC contract, these experts 
were paid out of C&L overhead. They participatedhowever asfull members of the expert 
team, and their contributionswere essential to the success of the project. 
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D. 	 Methods of Work Used. 

The work was accomplished through consultations with government officials, 
management and employee representatives of ESOP companies, local experts, and other 
relevant persons; writing and distribution of papers; representations to parliamentary leaders 
and to the media; training workshops for local professionals; and seminars to government, 
company and employee representatives. 

E. 	 Location. Number and Nationality of Trainees--Type, Duration and Purpose of 
Training. 

All trainees were Hungarian. For details of the training, see Deliverables B.2.c and 
B.2.d above. 

F. 	 Comments and Recommendations Regarding Unfinished Work and/or Project 
Continuation. 

The DO has satisfied most of the requirements for expatriate technical assistance for 
the Hungarian ESOP movement, which is now proceeding on its own. Only the following 
residual tasks by expatriate TA are necessary to firmly establish ESOPs in Hungary: 

1. 	 Development of a computerized ESOP administration/accounting system, including a 

functioning prototype. 

2. 	 Use of new methodologies (eg. private pension funds) to finance ESOPs. 

3. 	 Draft measures to be included in future ESOP legislation. 

4. 	 Provision of US ESOP training and reference materials to build a Hungarian ESOP 
library. 

Of these tasks, the first (a computerized ESOP administration/accounting system, of 
which Deliverable B.3.a was the first step) is at present by far the most important. The 
above tasks form part of the scope of work of the IMPACT Delivery Order, which is 
currently being processed by USAID/Washington. 

Beyond these immediate tasks, there is a need for TA to Hungarian ESOPs in the 
whole field of participative management ("shop-floor d .mocracy") and total quality control 
(TQM). Numerous research results have proved that ESOPs produce significant increases in 
productivity and profitability only when they are combined with participative 
managementlTQM. The sense of ownership provided by ESOPs give employees the 
motiati: io enhance performance, while participative management/TQM give employees 
the methods for enhancing performance. As the US is leader in participative 
management/TQM, it is uniquely qualified to provide technical assistance in this field to the 
Hungarian ESOP movement. 
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November 9, 1992 

ISSUES CONCERNING THE CREDIT GUARANTEE PROGRAM 

A. Introduction 

The objectives of the credit guarantee program are (1) to increase the flow of
 
credit to Hungarian small and medium enterprises, and (2) to increase the demand fDr
 
state properties, thus accelerating the privatization process.
 

The Credit Guarantee Rt. is currently being established to meet these objectives.
The Credit Guarantee Rt. will obtain its founding capital partly from the Treasury and 
partly from participating commercial banks. It will guarantee up to 80% of the amount of 
loans which qualify for the program. In turn, 70% of the Credit Guarantee Rt. portfolio
of guaranteed leans will be counter-insured by the Treasury. Thus 80% * 70% = 56% 
of the risk will be borne by the Treasury, 20% by the lending bank and the remaining
24% by the Credit Guarantee Rt. out of its own resources. In consequence, the Tresury
is directly the major risk-taker of the credit guarantee program, both through the counter
insurance scheme and through its participation in the Rt.'s equity. 

In our review of the design of the credit guarantee program, taken upon request of 
the Hungarian authorities, we have identified a number of issues which. unless remedied. 
will severely limit the ability of the program to survive financially and to meet its above
stated objectives. These issues concern both the philosophy of the program, and the 
proposed characteristics of its operation. While a much more detailed report will be 
forthcoming, we can at present state the following issues. 

B. Issues Concerning the Credit Guarantee Program 

1. De-Capitalization of the Rt. and Losses to the Treasury 

In Western economies, a loan loss ratio (the ratio of non-recoverable loans to total 
outstanding loans) of over 0.5 %annuzily may indicate problems, and a loss ratio of over 
2.5% would place the bank in the financially high-risk category. Clearly, if the 
prevailing loss ratios are for example in the range of 10% to 30% and the user fees which 
the credit guarantee scheme charges are in the range of 2% to 4%, there is no way to 
aQid the rapid de-pitalization of the Rt.. as well as significant losses being borne by
the Treasury through the counter-guarantee scheme. 

2. Loan Management by the Participating Banks 

The world-wide experience of credit guarantee funds categorically indicates that 
their success depends upon the existence of a properly functioning commercial banking 
system. In Hungary, high loss ratios are reported currently for many banks. While many
of Lhese losses are attributable to old loans, it is reported that high losses occur also in 
loans made in the last few years. The origin and effect of high loan losses must be 
analyzed before a bank which reports losses significantly higher than 2.5% could even bc 
considered for participation in the credit guarantee program. 
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3. Powers of the Rt. 

Worldwide, the ownership and management of successful credit guarantee 
programs is in practice almost always in the hands of the government, which exercises 
strict regulatory control of the risks associated with guarantees. 

In contrast, only limited amount of regulations concerning the operation of the 
Credit 	Guarantee Rt. Furthermore, its proposed mode of operation gives considerable 
powers to the participating banks. This is especially evident in the decree issued during
early project design, which in essence states that the Credit Guarantee Rt. will be obliged 
to pay 	claims immediately upon submission by the bank. Ibis decree curtails-the abilit 
of the Rt. to determine that the bank has made loans only to eligibie borrowers, managed
these loans according to good management principles, and is riot itself in default of its 
responsibilities as the lender. 

4. 	 Risk Management 

All successful guarantee funds manage their own risk in two ways: 

a. 	 through a review of the loan to be guaranteed, to ascertain that it meets the 
established criteria; 

b. 	 more importantly, through the guarantee contract with the participating 
bank. 

At the heart of the contract is the claim review procedure, which must contain the 
responsibilities of the bank vis-A-vis the loan. This i; the QnIy way that the guarantee 
fund can assure itself that it taking only commercial risks related to the loan itself, not 
subsidizing a bank which is incurring losses due to poor loan management practices. 

In addition, the guarantee institution must have the power to approve or dny...th
participation of any particular bank in the program, based on its own risk analysis of the 
bank--to assure itself as much as possible that it is insuring only the commercial risk of 
the loan, not risk associated with management of the bank. To this end, theguarante& 
institution must have thepower to require full disclosure by the participating banks of 
financial information, characteristics of the loan portfolio, credit analysis proejdure,, and 
other factors which the guarantee institution must evaluate to determine whether the bank 
is qualified to participate in the guarantee program. 

5. 	 Trnsfer of Bzd Loans by the Banks to the Guarantee Program 

The temptation will exist for the banks to transfer to the guarantee program non
performing loans made in the past. The current design of the program calls for it to 
accept only loans made after its initiation. However, if new loans are made to replace
old ones, and passed through several banks, such malpractice is almost impossible to 
detect. 

6. 	 Ratio of Guaranteed Loans to the Capital of the Credit Guarantee Rt. 
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The design of the guarantee program states that the ratio of total amount of loans 
guaranteed to the capital of the Credit Guarantee Rt. will increase to 12:1 over time. 
Achieving such a ratio without exposing the Credit Guarantee Rt. and the Treasury to 
unacceptable risks demands a very comprehensive and realistic risk management strategy.
Without a risk management stratey. the potential ists for catastrophic losses to ,cur 
gickly. Consequently, several years of experience would be necessary to reach a ratio 
of loans guaranteed to own resources anywhere near 12:1. The management of the Credit 
Guarantee Rt. must possess the technical capabilities and the authority to manage the 
capital of the Rt. in a financially responsible manner. For this, they need the ability to 
supervise the financial performance of the banks participating in the program, as well as 
the performance of :.1e guaranteed loans themselves. 

7. Effect of the Program on Increasing Credit Flow to the Target Sector 

Worldwide experience indicates that a substantial amount of guaranteed loans
 
would have been made by commercial banks even in the absence of a guarantee. The
 
credit guarantee program is effective if the loans which would not have been made
 
without the program constitute a percentage as close as possible to 100% of the total
 
loans guaranteed by the program. For this ratio to be high, the Credit Guarantee Rt.
 
must be able to direct the process through whicn the banks select he loans tobe
 

A related issue of guarantee funds in the West is that government-guaranteed loans 
in the portfolio of a commercial bank are exempt from the Central Bank reserve 
requirement. As a result, the bank transferred to the guarantee portfolio some loans it 
would make in any case, and thus obtained additional resources to lend to its preferred 
customers. To the extent that this happened, the bank and those preferred customers 
became the real beneficiaries of the credit guarantee program. 

C. Conclusions 

1. The management of the Credit Guarantee Rt., in order to carry out the social and 
economic goals of the program while minimizing the risk to the Treasury, must have the 
necessary powers to manage the program effectively. Specifically, the Rt. must have th 
pQwrLtQ: 

a. Receive full financial disclosures from banks which wish to participate in 
the credit guarantee program.

I 

b. Disaualify banks which do not meetits minimum reuirements concerning 
loan loss ratio, credit policy and credit management practices. 

c. Require from participating banks timely reports of the performance of 
individual loans, in sufficient detail to assess both the borrowers' performance and the 
quality of the bank's loan management. This will enable the Rt. to correct any problems
at both the borrower and the bank levels before substantial losses occur. 

d. Reuire from banks proof that they followed the conditions of the guarantee 
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agrEmCmi inorder to have their claims reimbursed. 

2. Since the government incurs at least 70% of the risk associated with the operation
of the credit guarantee program, the appropriate Hungarian government authority must 
have majority control of the board of the Credit Guarantee R. in order to effectively 
manage this risk. 

3. Comprehensive training and technical assistance should be provided both to
 
managers of the Rt. and to loan officers of the participating banks.
 

.4. The raio of loan gduito the Rt.'s own resources should incre ie.wl* 
g&1dallY, in proportion to the groxth of experience of the Rt. managers and of the bank 
officials who manage the individual loans. 

a~stscrpt 

Because of the shortness of this preliminary paper, we are unable to deal here 
comprehensively with the approaches to stipulating the operating regulations, the risk 
management procedures and the criteria for accepting loans to the program. 

A well-managed loan guarantee program could make a positive contribution to 
facilitating the growth of small and medium enterprises in Hungary and to increasing the 
demand for privatization. However, it should be kept in mind that the availability of 
commercial credit isonly one factor for achieving these objectives. A more important
factor is the availability of equity capital. In another paper we discuss measures which 
the government could take to increase the availability of equity capital for accelerating 
privatization. 
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November-16, 1992 

DESIGNING THE OPERATING PROCEDURES
 
OF THE CREDIT GUARANTEE CORPORATION
 

A. Intioduction 

The Government of Hungary is in the process of creating a credit guarantee
 
program. The objective of the program are (1) to increased the flow of credit to
 
Hungarian small and medium enterprises, and (2) to increase the demand for state
 
properties, thus accelerating the privatization process.
 

The main features of the program are: 

1. A Credit Guarantee Corporation (CGC) is currently being established. The CGC 
will obtain its founding capital partly from the Treasury and partly from participating 
commercial banks. It will guarantee up to 80% of the amount of loans which qualify for 
the program. 

2. In turn, 70% of the CGC portfolio of guarantecd loans will be counter-insured by 
the Treasury. 

World-wide experience with credit guarantee programs indicates that such 
programs often fail to achieve their objectives. The main reasons for failure are: 

1. the funds lose their capital through inadequate evaluation and manlagement of risk, 
and cease to operate; 

2. the funds are remain unutilized, because their conditions or their procedures do not 
motivate bankers or borrowers to use them; 

3. the funds are used only to guarantee loans which would have been made even 
without their existence, and thus do not achieve their objective of expanding the flow of 
credit to the target sectors. 

Our review of the credit guarantee program' concluded that there are a number of 
issues which, unless remedied, will severely limit the ability of the program to survive 
financially and meet its objectives. Supposing that these basic issues are resolved so that 
the program could theoretically operate successfully and achieve its objectives, the next 
stage would be to design the operating procedures of the Credit Guarantee Corp. 

"Issues Concerning the Credit GuaranteeProgram", Nov. 9, 1992. 
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B. Basic Operating Principles and Procedures of the Credit Guarantee Program 

World-wide experience indicates that there a number of principles of operation
(e.g. a system for management of risk) which must be present for a credit guarantee
 
program to be successful. These principles are discussed in the following.
 

These principles have been distilled from the experience of guarantee funds in 
many countries. However, the actual risk probabilities of other countries are as irrelevant 
to the situation of Hungary as the weather reports of those countries. The Hungarian
credit guarantee system will start functioning without any real experience of risk
 
probabilities. Therefore the system must:
 

* 	 start out with reasonable assumptions regarding the risks associated with different 
sectors, banks and individual loans; 

* 	 be designed to accept information from experience in order to become more
 
accurate as time goes on.
 

Because the system starts with no actual experience in the risks associated with
 
guaranteeing loans, its management should initially be conservative. As experience is
 
gathered over time so that the uncc:.-tainty caused by lack of information diminishes, the
 
credit 	guarantee system could accept more risks, i.e. insure more loans which are in the 
high-risk category. (< translator: risk and uncertainty are different concepts and must be 
translated by different words in Hungarian) 

1. 	 Risk Management Strategy 

At the heart of any successful credit guarantee program is a risk management

strategy. This risk management strategy can be conceived as a risk matrix with three
 
dimensions:
 

* 	 risks associated with the economic sector 
* 	 risks associated with the participating bank 
* 	 risks associated with the transaction itself 

a. 	 Risks associated with the economic sector 

A risk (probability of failure of loan repayment) should be assigned for 
every sector targeted for lending. For example, if light industry is considered to present
to be a lower risk than agribusiness, a lower risk rating should be attached to guarantees
of light industry loans than to guarantees of agribusiness loans. 

b. Risks associated with the participating bank: Each participating financial
institution will be given a risk rating based on its past performance and on its level of 
skill in managing its loan portfolio. 

c. Risks associated with the transaction itself: Each borrower and each loan 
must have its own risk rating. For example, loans which have low collateral coverage 
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will initially be given higher risk rating than those with high collateral coverage.-

Each of the risk ratings (of the sector, the bank and the loan) is itself composed of 
various factors. For example, the risk rating of the bank will take irto consideration its 
loan recuperation ratios, ratio of loans to equity capital, its credit management 
procedures, the level of training of its loan officers, etc. 

To be operational, the risk matrix must be in the form of a computer risk 
management model. The model will contain the risk factors associated with the sector, 
the bank and the transaction. In this model it will be possible to introduce different 
assumptions regarding the level of each risk factor, and check the effect of each 
assumption on the overall risk of the credit guarantee program. The model will then 
calculate the characteristics of the portfolio of guaranteed loans which the guarantee fund 
must hold, in order to keep its losses to an acceptable level. 

Most important, the compute: model will be dynamic--it will be po.sible to insert 
into the model the experience of each sector, each bank and each loan, and the model will 
adjust their risk ratings accordingly. For example: if a borrower has been meeting its 
payments punctua!ly, the model will reduce his risk rating. With this model, the Credit 
Guarantee Corp. could manage the risk by increasing or decreasing its exposure to certain 
sectors, certain banks or certain individual loans so that its overall risk is kept within 
acceptable limits. 

Consequently, among the priority tasks of the CGC must be: 

" develop a computer model for risk management 
* train its managers in the use of the model 
* specify the initial values (best estimates) of the risk factors 
• adjust the risk factors continually as experience is acquired 

2. Schedule of Guarantee Fees 

Based on the computer model for risk management described above, the Credit 
Guarantee Corp. should establish a schedule of fees which realistically reflects the risks 
associated with each sector, bank and individual loan. The schedule should result in 
guarantee fees which are affordable to the borrowers but sufficient to keep the overall 
losses of the fund at an acceptable level. 

3. Criteria for Admitting Banks to the Credit Guarantee System 

The CGC should establish objective criteria to decide whether the initial risk rating 
of a bank permits the. CGC to admit it to the credit guarantee program, at least in its 
initial phase. These criteria could include the bank's ratio of loans to equity, its loan loss 
ratio, the compos-tion of its loan portfolio, etc. The criteria for admitting a bank should 
include, among others: 

the bank's ratio of loans to equity 
• its loan loss ratio 
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* 	 the composition of its loan portfolio 
• 	 the quality of the bank's loan reporting system 
" 	 the bank's past performance with the type of loans guaranteed (loans to small and 

medium private-sector borrowers). 

An expert with bank regulating experience should assist the CGC to analyze thf-. 
causes 	of losses for each bank which applies, establish the initial risk rating, and decide 
whether this rating permits the CGC to admit thza bank to the guarantee program at the 
present time. 

4. 	 Criteria for Accepting Loans to the Guarantee Program 

The Credit Guarantee Corp. should develop, in collaboration with the participating 
banks, criteria for accepting loans to the guarantee program. These criteria should 
include not only financial factors (e.g. amount of collateral in relation to loan), but also 
social and economic goals, that is, priorities for certain sectors or borrowers (e.g. to 
small businesses, ESOPs, or women). Such criteria for admitting a borro ,%r to the 
program could be, for example: 

* 	 ratio of borrower's equity to his loans 
* 	 previous performance of the borrower's management team 
* 	 existence of a cost accounting system 
* 	 ratio of collateral to loan 

These criteria will change over time as the CGC gains experience and adjust the 
overall risk profile of its portfolio of guaranteed loans. 

5. 	 Loan Performance Reporting System 

The Credit Guarantee Corp. should develop an information system which will 
continually report to it the performance of individual loans and of the participating banks 
themselves. The reporting system should provide the CGC with sufficient and timely 
information for the CGC to identify problems at the level of the loan and of the bank. 
This information could include, for examp!e: 

* 	 whether the borrower is up to date on loan repayments 
* 	 the borrower's quarterly cash flow projections 
* 	 ihe borrower's annual or semi-annual financial statements 

The CGC should receive loan performance reports every three months. The 
computerized risk management model discussed in section B.1 above will use the new 
information to update the risk factors associated with each sector, bank and loan. This 
will enable the CGC to take remedial action at either level and to protect its rights before 
the situation deteriorates out of control. 

Design of the reporting system should begin by a review of the bank's existing 
reporting systems, in order to design a reporting system which will make maximum use 
of information already generated by the bank and minimum additional demands on bank 
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officials' time. 

6. 	 Claims Procedure 

The Credit Guarantee Corp. should develop a systematic and comprehensive
procedure for presenting claims. This procedure must be followed by the participating
banks in case of loan failure. The procedure must detail the responsibilities of the banks
in making and managing the loans". This will help to ensure that the CGC is exposed
only to the commercial risks3 , not to risks due to poor banking practices, including
mismanagement and fraud. In addition, the claims procedure must include provisions
regarding the rights of the CGC concerning the collateral of loans which fail. 

This claims procedure is the heart_of the contract document between the CGC and
the participating bank (see section 10 below). It is through the claims procedure specified
in the contract that the CGC can manage the individual loan guarantees in order to
 
safeguard its overall risk level.
 

Most guarantee funds specify a minimum time period (30-120 days) between the
date that the bank declares that a particular loan is in default, and the date it is entitled to 
receive a reimbursement. During that period: 

* the guarantee fund must make a determination that all loan reporting and 
management procedures have been performed according to the terms and 
conditions of the contract, and 

a 	 the bank must seize the borrower's liquid assets (cash, accounts receivable and
inventory), liquidate the loan collateral, sell them and calculate the acual loss for 
which the guarantee should be paid. 

7. 	 Conditions for Termination of Guarantee 

The Credit Guarantee Corp. should establish conditions which clearly specify in
what situations the CGC will have the right to cancel the guarantee t-) a particular bank or 
a particular loan. Without a well-thought-out termination strategy, the CGC will not be
able to manage its risk after the guarantee has been given. At any time during the life of 
a loan the CGC may discover that either the bank or the borrower have not respected the
 
terms of the guarantee agreement, thus placing the CGC at substantial added risk.

Termination conditions are essential for enabling the CGC to prevent unacceptable losses
 
in such dsituation.
 

This does not mean, for the most part, that changes in commercial risk will be a 
cause of termination. Typical causes of termination are: 

2 We provide separately a sample of a loan guaranteecontract of anotherguarantee 
fund,which containsall of thee terms and conditions. 

3 Risk,"inherentin the commercial activityfor which the loan is made. 
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* 	 failure of a participating bank to pay its fees on schedule; 

* failure of the bank to provide adequate loan supervision; 

* 	 non-authorized changes in the borrowers' business plan (e.g. selling of assets 
essential to the business activity); 

* 	 evidently fraudulent activities by the borrower or by the bank. 

8. 	 Payment Procedure 

Concurrently with the claims procedure, the Credit Guarantee Corp. should
develop a procedure for the processing and payment of claims. Such a procedure shouldinclude payment dates, conditions for renewal of guarantee, form and place of payment. 

9. 	 An Income, Risk and Loss Model 

The Credit Guarantee Corp. should develop a computerized financial model based 
on income estimates, risk levels and actual losses. This computer model will use the
results of the computer risk management model, and include also the income from
guarantee fees and from interest earned on 
the CGC's capital. The model will enable the
CGC to develop a strategy for realistically increasing the total amount it guarantees, as a 
function of the projected risks and revenues. 

10. 	 Development of Contract Documents 

The Credit Guarantee Corp. should develop all the necessary documents for the
contracts between the CGC, the participating bank and the borrower. 
 These 	documents
should state all the terms, conditions and covenants necessary for the CGC to manage itsfunds in a financially responsible manner while achieving its goals of increasing the flow
of credit to small and medium enterprises and accelerating privatization. 

At the core of the contract document lies the claims procedure (section 6) and theloan reporting system (section 5). In addition, the contract document should include anyspecial terms and conditions relevant to the particular loan guarantee (e.g. description of 
the loan collateral). 

11. 	 Manual of CGC Procedures and Operations 

The Credit Guarantee Corp. should develop a manual of procedures and operations
which clearly defines the roles, activities and responsibilities for all of its departments and
levels of management. The manual should clearly state: 

• 	 the tasks of every employee
" the policies concerning all aspects of the loan guarantee process
* the criteria for approval of guarantees for specific loans
" the decision-making mechanisms (e.g. a guarantee approval committee) 
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12. Traininy the Loan Officers of Participating Banks 

To protect its loan guarantees, the Credit Guarantee Corp. should have a policy of 
requiring the participating banks to demonstrate that the bank officials who make these 
loans have had specific training which meets CGC's criteria. 
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November 30, 1992 

TECHNICAL ASSISTANCE TO THE HUNGARIAN
 
CREDIT GUARANTEE CORPORATION
 

SCOPE OF WORK
 

The Government of Hungary is in the process of creating a Credit Guarantee 
Corporation (CGC). The objective of the CGC are (1) to increased the flow of credit to 
Hungarian small and medium enterprises, and (2) to increase the demand for state 
properties, thus accelerating the privatization process. 

This Scope of Work is based upon discussions with the principal decision-makers 
regarding the CGC, analysis of the existing documents for the creation of the CGC, and 
our knowledge of the banking sector in Hungary. It outlines the areas where, in our 
opinion, the experience of senior consultants who have had hands-on experience with 
designing, managing and evaluating credit guarantee funds will make the greatest 
contribution to the success of the CGC. The proposed areas for technical assistance are: 

1. Risk Management Strategy 

The technical assistance will help the Ciedit Guarantee Rt. to develop a risk 
management strategy. This risk management strategy can be conceived as a risk matrix 
with-three dimensions: 

0 risks associated with the economic sector 
• risks associated with the participating bank 
* risks associated with the transaction itself 

To be operational, the risk matrix must be in the form of a computer risk 
management model. The model will contain the risk factors associated with the sector, 
the bank and the transaction. In this model it will be possible to introduce different 
assumptions regarding the level of each risk factor, and check the effect of each 
assumption on the overall risk of the credit guarantee program. The model will then 
calculate the characteristics of the portfolio of guaranteed loans which the guarantee fund 
must hold, in order to keep its losses to an acceptable level. 

Most important, the computer model will be dynamic--it will be possible to insert 
into the model the experience of each sector, each bank and each loan, and the model will 
adjust their risk ratings accordingly. For example, if a borrower has been meeting its 
payments punctually, the model will reduce his risk rating. With this model, the Credit 
Guarantee Corp. could manage the ris by increasing or decreasing its exposure to certain 
sectors, certain banks or certain individual loans S* that its overall risk is kept within 
acceptable limits. 



Consequently, the technical assistance will help the Credit Guarantee Rt. to: 

* 	 develop a computer model for risk management 
* train its managers in the use of the model
 
" specify the initial values (best estimates) of the risk factors
 
• 	 adjust the risk factors continually as experience is acquired 

2. 	 Schedule of Guarantee Fees 

Based 	on the computer model for risk management described above, the technical 
assistance will help the Credit Guarantee Corp. to establish a schedule of fees which 
realistically reflects the risks associated with each sector, bank and individual loan. The 
schedule should result in guarantee fees which are affoidable to the borrowers but 
sufficient to keep the overall losses of the fund at an acceptable level. 

3. 	 Criteria for Admitting Banks to the Credit Guarantee System 

The technical assistance will help the CGC to establish objective criteria to decide 
whether the initial risk rating of a bank permits the CGC to admit it to the credit 
guarantee program, at least in its initial phase. These criteria could include the bank's 
ratio of loans to equity, its loan loss ratio, the composition of its loan portfolio, etc. The 
criteria for admitting a bank should include, among others: 

" 	 the bank's ratio of loans to equity 
* 	 its loan loss ratio 
* 	 the composition of its loan portfolio 
* 	 the quality of the bank's loan reporting system
* 	 the bank's past performance with the type of loans guaranteed (loans to small-and 

medium private-sector borrowers). 

The technical assistance will help the CGC to analyze the causes of losses for each 
bank which applies, establish the initial risk rating, and decide whether this rating permits
the CGC to admit that bank to the guarantee program at the present time. 

4. 	 Criteria for Accepting Loans to the Guarantee Program 

The technical assistance will help the Credit Guarantee Corp. to develop, in 
collaboration with the participating banks, criteria for accepting loans to the guarantee 
program. These criteria should include not only financial factors (e.g. amount of 
collateral in relation to loan), but also social and economic goals, that is, priorities for 
certain sectors or borrowers (e.g. to small businesses, ESOPs, or women). Such criteria 
for admitting a borrower to the program could be, for example: 

• ratio of borrower's equity to his loans 
" previous performance of the borrower's management team 
• existence of a cost accounting system 
" ratio of collateral to loan 
" ratio of collateral 
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These criteria will change over time as the CGC gains experience and adjust the
 

overall risk profile of its portfolio of guaranteed loans. 

5. Loan Performance Reporting System 

The technical assistance will help the Credit Guarantee Corp. to develop an 
information system which will continually report to it the performance of individual loans 
and of the participating banks themselves. The reporting system should provide the CGC 
with sufficient and timely information for the CGC to identify problems ,: the level of the 
loan and of the bank. This information could include, for example: 

* whether the borrower is up to date on loan repayments 
• the borrower's quarterly cash flow projections
* the borrower's annual or semi-annual financial statements 

The CGC should receive loan performance reports every three months. The 
computerized risk management model discussed in section B.1 above will use the new 
information to update the risk factors associated with each sector, bank and loan. This 
will enable the CGC to take remedial action at either level and to protect its rights before 
the situation deteriorates out of control. 

Design of the reporting system should begin by a review of the bank's existing

existing reporting systems, in order to design a reporting system which will make
 
maximum use of information already generated by the bank and minimum additional
 
demands on bank officials' time.
 

6. Claims Procedure 

The technical assistance will help the Credit Guarantee Corp. to develop a 
systematic and comprehensive procedure for presenting claims. This procedure must be 
followed by the participating banks in case of loan failure. The procedure must detail the 
responsibilities of the banks in making and managing the loans. This will help to ensure 
that the CGC is exposed only to the commercial risks', not to risks due to poor banking
practices, including mismanagement and fraud. Inaddition, the claims procedure must 
include provisions regarding the fights of the CGC concerning the collateral of loans 
which fail. 

This claims procedure is the heart of the contract document between the CGC 2nd 
the participating bank (see section 10 below). It is through the claims procedure specified
in the contract that the CGC can manage the individual loan guarantees in order to 
safeguard its overall risk level. 

Most guarantee funds specify a minimum time period (30-120 days) between the 
date that the bank declares that a particular loan is in default, and the date it is entitled to 
receive a reimbursement. During that period: 

Risks inherent in the commercial activityfor which the loan is made. 
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0 	 the guarantee fund must make a determination that all loan reporting and
 
management procedures have been performed according to the terms and
 
conditions of the contract, and
 

0 	 the bank must seize the borrower's liquid assets (cash, accounts receivable and 
inventory), liquidate the loan collateral, sell them and calculate the atual loss for 
which the guarantee should be paid. 

7. 	 Conditions for Termination of Guarantee 

The technical assistance will help the Credit Guarantee Corp. to establish 
conditions which clearly specify in what situations the CGC will have the ight to cancel 
the guarantee to a particular bank or a particular loan. Without a well-thought-out
termination strategy, the CGC will not be able to manage its risk after the guarantee has 
been given. At any time during the life of a loan the CGC may discover that either the 
bank or the borrower have not respected the terms of the guarantee agreement, thus 
placing the CGC at substantial added risk. Termination conditions are essential for 
enabling the CGC to pr !vent unacceptable losses in such a situation. 

This does not mean, for the most part, that changes in commercial risk will be a 
cause of termination. Typical causes of termination are: 

*  failure 	of a participating bank to pay its fees on schedule; 

* 	 failure of the bank to provide adequate loan supervision; 

• 	 non-authorized changes in the borrowers' business plan (e.g. selling of assets
 
essential to the business activity);
 

* 	 evidently fraudulent activities by the borrower or by the bank. 

8. 	 Payment Procedure 

Concurrently with the claims procedure, the technical assistance will help the 
Credit Guarantee Corp. to develop a procedure for the processing and payment of claims. 
Such a procedure should include payment dates, conditions for renewal of guarantee, 
form and place of payment. 

9. 	 An Income. Risk and Loss Model 

The technical assistance will help the Credit Guarntee Corp. to develop a 
computerized financial model based on income estimates, risk levels and actual losses. 
This computer model will use the results of the computer risk management model, and 
include also the income from guarantee fees and from interest earned on the CGC's 
capital. The model will enable the CCC to develop a strategy for realistically increasing 
the total amount it guarantees, as a function of the projectedi risks and revenues. 

4
 



10. Development of Contract Documents 

The technical assistance will help the Credit Guarantee Corp. to develop all the 
necessary documents for the contracts between the CGC, the participating bank and the
borrower. These documents should state all the terms, conditions and covenants 
necessary for the CGC to manage its funds in a financially responsible manner while
achieving its goals of increasing the flow of credit to small and mrrediurn enterprises and 
accelerating privatization. 

At the core of the contract document lies the claims procedure (section 6) and the
loan reporting system (section 5). In addition, the contract document should include any
special terms and conditions relevant to the particular loan guarantee (e.g. description of 
the loan collateral). 

11. Manual of CGC Procedures and Operations 

The technical assistance will help the Credit Guarantee Corp. to develop a manual
of procedures and operations which clearly defines the roles, activities and responsibilities
for all of its departments and levels of management. The manual should clearly state: 

" the tasks of every employee
" the policies concerning all aspects of the loan guarantee process
• - the criteria for approval of guarantees for specific loans 
• the decision-making mechanisms (e.g. a guarantee approval committee) 

12. Training the Loan Officers of Paiiipating Banks 

The technical assistance will help the Credit Guarantee Corp. to develop a training 
program for bank officials who make the loans guaranteed by the Rt. 
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HUNGARIAN ESOP RESOURCES 

The distinctive feature of an ESOP is its legal structure (as an organization 
registered under the ESOP law no. XLIV of 1992, through which capital may be acquired 
by employees). Such an organization enjoys the tax and credit advantages discussed in 
the following. 

I. TAX FEATURES OF ESOPs 

Several tax advantages are granted to ESOPs by the ESOP law no. XLIV 
of 1992. These result in amendments to the corporation tax law, the personal income tax 
law and the banking institutions law. 

A. Effect of the ESOP Law on the Corporation Tax Law No. LXXXVI of 1991 

1. Deductibility of Company Contributions to ESOP 

Article 26(5) of the ESOP law amends the corporation tax law to the effect 
that company contributions of up to 20% of its pre-tax profit may be excluded from the 
company's tax base for the payment of corporate income tax (which is normally 40%). 
This is regariless of the percentage of company shares owned by the ESOP.1 2 The 
decision to contribute 20% of the pre-tax profit to an ESOP is among the powers of the 
company's general assemibly. 

Article 26(4) of' ;he ESOP law provides that if the ESOP acquires shares of a 
partially state-owned company, only a part proportionate to the state-owned portion of the 
company qualifies for exclusion from the tax base, always within a ceiling of 20% of the 
pre-tax profit. 

2. Dividends on ESOP Shares 

Dividends on ESOP shares are distributed out of post-tax profits. Article 
14(3) of the ESOP law stipulates that such dividends must be used for repayment of 

This limit was reportedly initiated by SPA to motivate management to put only a 
fraction of the company's shares into the ESOP while continuing to seek other investors for 
the majority of the shares. 

2 According to J. Szntay, Minister of Privatization Tamis Szab6 has declared that the 
20% deductibility applies to each acquisition loan taken by the ESOP, so that theoretically 
the ESOP may take out five different loans and make the company's profit 100% tax
deductible. My understanding of the text (Article 26(5) of the ESOP Law) does not support 
this interpretation. 
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current debts on ESOP credits'. This applies both to dividends on shares not yet.paid
for, which are held in a "suspense account", and to dividends on shares released from 
pledge and allocated4 to participants' individual accounts in the ESOP. The law does not 
specify the treatment of dividends exceeding the amount necessary to service current 
debts. 6 

If the ESOP debt service exceeds dividends on ESOP shares (this will be the 
normal case), dividends on ESOP shares must be c¢mpletely used for debt service before 
other sources such as tax-advantaged company contributions (see above) may be applied. 

B. Effect pf the ESOP Law on the Personal Income Tax Law No. XC of 1991 

The ESOP law amends the personal income tax law on two counts: 

1. Tax Deductibility of Payments for Share Purchase 

According to Article 26(2) of the ESOP law, any person's payments for the 
purchase of "own shares" within an ESOP (whether at the time of establishment or later) 
may be excluded from the person's tax base, up to 30% of the person's income. (This is 
more generous than the usual exclusion, with applies only to new issues. It applies also 
to "business shares" of limited-liability companies.) 

2. No Taxation until Shares are Distributed 

The shares acquired by an ESOP participant--through his own remittances 
to the ESOP, or through allocation as the ESOP credit is repaid--are not taxed when they 

a A share acquisition loan (whether preferential or not), or an instalment payment 
facility. 

I The term "allocation" refers to assignment of a number of shares from the suspense 
account to an individual account of a participant. The term "distribution" means giving to 
a participant the shares which are in his account or their cash equivalent. 

I My reading of the law is that "current debts" means "payments currently due on ESOP 
credits (including any payments past due)". Hence once the current debts are settled, any 
excess dividends may be distributed to participants. However the SPA interprets this more 
narrowly--that no dividends at all may be distributed before the loan is completely paid back 
(even if the company does not use excess dividends to pay future payments in advance, the 
SPA expects it to retain such excess payments as a reserve fund to guarantee payments in 
future years). The issue should be settled by legislative amendment to the ESOP law which 
would clarify the intent of the law regarding excess dividends. 

6 In most cases, dividends on ESOP shares would not be used to repay ESOP credits 
since it is more tax-efficient to the company to repay such credits out of the deductible 2C% 
of pre-tax profit. However, dividends on ESOP shares may be used to compensate other 
shareholders for their resulting loss of dividends. 
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are alocated to his account. Also, there is no personal income tax on dividends on 
shares allocated to a person's individual ESOP account which are used to repay the ESOP 
credit. 

Consequently, the allocation of shares, or of dividends on both allocated and 
unallocated shares, to a participant's ESOP account has no personal income tax effects to 
the individual until such shares (or their cash equivalent) or dividends are distributed to 
the individual. 

3. 	 Taxation upon Sale of Shares 

Once the ESOP loan is completely repaid, a participant may sell some or all of his 
shares. The shares may be sold to any one, unless the ESOP statutes impose limitations. 
If one 	participant sells shares to another within two years after they were distributed to 
him, the capital gain is included in his taxable income. This is also the case of shares 
distributed to employees upon termination of the ESOP. If a participant holds his shares 
more than two years after the date of distribution, the sale is not subject to tax. 

The tax base is the capital gain, i.e. sale price less purchase price. This applies 
both in the case of shares bought with the participant's own resources and shares acquired 
through an ESOP credit. 

C. 	 Effect of the ESoP Law on the Banking Institutions Law No. LXIX 

The ESOP law waives Article 39(2) (and maybe also Article 38) of the banking 
institutions law, which stipulates that a financial institution may not lend for the purchase 
of shares more than 50% of the cost of the share. Thus where the State is the seller (and 
the participants must pay at least 2% of the share price), the bank may lend up to 98% of 
the share cost with only the shares as collateral. (Note: This differs from my 
understanding of Article 26(6) of the ESOP law). 

D. 	 Effect of the ESOP Law on the Law of Economic Associations of 1988 (the 
Company law) 

If the general assembly of a company agrees to the establishment of an ESOP, this 
decision waives the right of first refusal which the other shareholders normally have to 
shares offered by any shareholder. 

E 	 Effect of the ESOP Law on Other Legislation 

The Company Act, the Civil Code, and other laws are not affected by the ESOP 
law. The privatization law is not affected by the ESOP law, but the ESOP law will be 
affected by it. 

3
 



r . ,iaeu mIis IIuntstor 1,mpiOvees 

Employees may acquire shares7 of transformed companies from the SPA at 
a discount. Two types of discount apply: a 90% and a 50% discount. According to the 
new Property Policy Guidelines (not yet approved by the Parliament), the rules on these 
two types are as follows: 

1. Employee Shares 

At the time of transformation, a company may declare its registered capital 
as 10/11 of its net assets, and the remaining 1/11 of its net assets as "employee shares", 
which do not form part of the registeied capital. Thus "employee shares" can equal up to 
10% of the registered capital. Such "employee shares" may be created only if the 
company has an equivalent amount of retained profits. Employee shares may be sold to 
employees at 10% of their nominal value. Employee shares have the same dividend and 
voting rights as common stock, but may be transferred only among employees and former 
employees. Employees must pay the 10% down payment at the time of purchase. 

2. Ordinary Shares 

Common shares may be sold to employees at 50% of their nominal value,
 
up to the limits discussed below. One-quarter of the 50% payment must be paid in cash
 
and the rest may be paid in equal parts over three years, at an interest rate equal to 60%
 
of the Bank of Hungary's refinancing rate plus 4%.
 

Total share discount is limited to the smaller of (1) 10% of the capital of the 
transformed company which is registered in its initial balance sheet, or (2) twelve-month 
salary of the employees participating in the company's ESOP. If (2) is greater than (1), 
the SPA at its discretion may raise (1) to 15%. 

G. Compensation Vouchers 

These vouchers (which are provided under the Compensation Law in exchange for 
property nationalized after 1945) which are owned by employees may be used, at face 
value, as the employee payments for the discounted shares. These vouchers are 
transferable (except in the case of land purchase), and an informal market in them has 
developed. If employees buy such vouchers at less than face value and use them for 
share purchase, they obtain thereby an additional discount. 

H. The Privatization Lease 

In case all attempts to sell the state-owned shares (for cash, privatization loan, 
other loan, or instalment payment) are unsuccessful, the new privatization law provides 
for a "privatization lease". This is a lease-purchase arrangement which results in a 
change of ownership. Only shares and business shares (not other assets) qualify for 

7 Or, in the case of a limited-liability company, business shares. 
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privatization lease. 

A privatization lease may be made only to an individual or a group of individuals 
(not to an legal person such as the ESOP). It may only be made for a majority of the 
shares. The lease payment (called "management fee") is a deductible cost for the 
company. The SPA must submit 40% of this lease payment to the general budget. 

The interest is equal to that of "existence loars" (60% of the Bank of Hungary 
refinancing rate). The maximum term is ten years. The total of lease fee plus interest is 
equal every year. There is a requirement of a personal guarantee amounting to 6%-8% 
of the lease fee. 

Thus "privatization lease" is in practice very similar to purchase on instalments, 
except that in the case of a lease the title conveyed at the end of the lease period,' while 
in the case of instalment payment it is conveyed to the purchaser at the start but held in 
pledge until instalments are completed. The big difference is in the tax treatment. Since 
the lease payment is a deductible cost, through a privatization lease management can 
acquire the enterprise with pre-tax revenues. 

Inthe pottery unit of Herend, for example, almost all of its employees organized
 
as a limited-liability company (Kft.) and leased the assets of the pottery unit.
 

I. Gift of Shares 

A limited-liability company (Kft.) has the right to repurchase its business shares 
(up to 30% of total stock). Within one year it must dispose of these shares by sale or 
gift--otherwisL It must reduce its equity by the amount of own shares. 

It is possible to increase the equity capital out of after-tax profits, and sell or gift 
these new business shares. Such gift has no income tax consequences, but it does trigger 
personal income tax for the receiver. 

The same holds for a joint-stock company (Rt.), except that after increasing the 
equity (out of after-tax profits), the only class of shares which may be given free or at a 
discounted price to employees are the so-called "employee shares". (Article 244 of the 
Company Act). 

In consequence, a Kft. may distribute up to 30% of its registered capital annually, 
but an Rt. only up to 10%. 

J. Employee Bonuses, Incentives and Profit-Sharing Schemes 

These must be paid in Hungary out of after-tax company profits. On the other 
hand, wage-type payments are deductible expenses, but are subject to social security taxes 

I There is however a tendency within SPA to convey the title at the beginning--it should 
be seen what the practice will be. 
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of nearly 50%. Thus neither wage increases nor bonuses, incentives and profil'-sharing 
schemes may be used in Hungary as sources of tax-advantaged employee share 
acquisition. 

K. Company Pension Funds 

A law whih will allow profitable companies to establish employee pension funds 
(in addition to the social security system) is scheduled for enactment by the Hungarian 
parliament in September 1992. The company tax law no. LXXXVI of 1991 (para 5(6)) 
air.v allows the tax-deductibility of company contributions to such pension fund. If 
these pension funds are allowed to invest in company stock, it would be possible to use 
them as a source of ESOP financing, much as is the case in the US and UK. 

II. ESOP CREDIT RESOURCES 

An ESOP may be financed through eithe preferential credit or instalment 
payments). Any financial resources may be used to establish an ESOP. At Herend, for 
example, the Enterprise Council decidhd to establish an ESOP financed through a foreign 
loan. However, most ESOPs are likely to be financed through preferential credit or 
instalment payment facilities. To put ESOP credit facilities in perspective, it is necessary 
to discuse first other forms of privatization credit. 

A. Non-ESOP Privatization Credits 

1. Existence Credits (hereinafter designated as E-credits) 

These are special credits for financing the purchase of shares or assets of 
state-owned companies. They are provided at 60% of the Bank of Hungary refinancing 
rate (at present 22%), plus a 4% margin for the intermediary bank. Thus at present the 
interest rate on E-credit is 22%*(,0% + 4% = 17.2%. Only individuals, groups of 
individuals, or companies and co-ops which have only individuals as members qualify. 
The down payment requirement is 2% for loans of up to 5 million forints, 15% for the 
portion of the loan between 5 and 10 million forints, 25% for the portion above 10 
million forints. 

There is no set ceiling on funds available for existence loans (or on ESOP loans 
for that matter). 

2. National Bank (NB) Privatization Loans 

To qualify for such loans, companies must be majority-owned (but need not 
be exclusively owned) by individuals. The interest rate is 60% of the Bank of Hungary 
refinancing rate, plus a 5% margin. The down payment is 25% in all cases. 

Existence loans and NB privatization loans may be used only where the state is the 
seller. They may be applied not only to the purchase of shares or business shares of 
state-owned companies, but also for purchasing assets. An entrepreneur, a company or a 
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cooperative may buy state assets with these loans and 1se them for investments in its own 
or another business. 

Existence loans and NB privatization loans are usually not suitable to ESOPs
 
because of their higher collateral requirements.
 

B. ESOP Privatization Credits 

The ESOP law no. XLIV of 1992 allows two preferential modes of financing
 
ESOPs:
 

1. Low-Interest ESOP Credits 

Low-interest ESOP credits may be used only for the acquisition of State 
shares. They are available in principle through any bank, with no overall limit. Their 
interest rate is equal to that of E-credit (60% of the Bank of Hungary refinancing rate 
plus a 4% margin for the intermediary bank = at present 22%*60% + 4% = 17.2%). 
Their advantage over E-credit is that their down payment requirements (2% for loans of 
up to 5 million forints, etc.) are calculated per employ. As in virtually all ESCO-P the 
loan per employee will be less than 5 million forints, in practice the down payment 
requirements on ESOP loans will be limited to 2%. 

ESOP credits may havc a term of up to ten years, of which a maximum of two
 
years may be the grace period.
 

Unlike E-credits and NB privatization credits, ESOP credits may be used only for 
purchasing state-owned shares--not assets. There is only one way around this limitation: 
The ESOP three-member organizing committee, supported by at least 25 % of the 
employees, may present to the State an initiative to separate a viable unit of a state 
enterprise, transform it into a company, and sell this company's shares to the ESOP. 

Since the ESOP is legally distinct from the company, interest on ESOP loans is 
not automatically a tax-deductible expense for the company. However, payments on both 
ESOP principal and interest are tax-deductible to the company up to 20% of its pre-tax 
proLfit (section I.A). 

2. Share Purchase on Instalments 

The ESOP law allows the SPA, at its discretion, to sell shares to the ESOP 
on instalments. The conditions for instalment sales are similar to those for ESOP credits 
(60% of the Bank of Hungary refinancing rate, 10-year term, 2-year grace period), 
except that it is not necessary to charge 4% for the intermediary bank.' Title to the 
shares purchased on instalments passes to the ESOP, but the shares are held in pledge 

I If the SPA will use a bank to administer the ESOP instalment payments, such bank is 
likely to charge around 4% for its services, so that in practice the terms on ESOP credit and 
instalment payments will be similar. 
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until te instalment payments are completed. 

For the SPA position on instalment sales, see section III.B. I below. 

III. ESOP ORGANIZATIONAL RESOURCES 

This section discusses the organizations which are relevant for ESOP development; 
how relations with such organization may be improved; and how these organization may 
be better used to achieve ESOP objectives. 

A. Parties which Have Influence on the ESOP Process 

" State owners (SPA, State Asset Holding Co.) 

* Founders (line ministries) 

• Investors (domestic and foreign) 

• Local governments (as new owners) 

* Management 

* Unions and other employee representation organizations 

* Banks 

* Creditors 

B. The SPA 

1. Instalment Payments 

The SPA main objective has been to maximize revenues from privatization 
(especially foreign exchange revenues) in order to decrease state debts. Consequently, in 
the past the SPA limited employee participation 5-10% in profitable companies which 
attracted domestic and especially foreign investors, and allowed employee ownership of 
20-30% or more in weak companies. 

However, the situation is evolving due to the enactment of the ESOP law, which 
clearly mandates instalment sale of shares. In a recent meeting of the employee 
representative on the SPA board with the SPA managing director, the latter agreed that 
(1) the SPA position on the ESOP should be clarified, and (2) SPA should take some of 
the risk involved in privatization, and not leave it all to borrowers and lenders. Thus he's 
not against instalment payments to SPA in principle; however, a mechanism for the 
administration of instalment payments should be formulated. For example banks could 
bid on (1) performing the initial risk evaluation, (2) holding the shares bought on 
instalments until final payment, and (3) doing the debt collection, on a percentage fee 
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Uasis. 

2. Tendering 

If an ESOP participates in a tender and has a competitive proposal, theSPA and State Asset Holding Co. (AVRt.) are not expected to oppose. However, since
the ESOP needs more time to get established and obtain the employees' payments and abank's promissory note for credit, the tendering procedures should be formulated so that 
the E-SOP has an even chance. 

C. Founders 

The founders (line ministries) are mostly supportive of ESOPs, in particular the 
Ministry of Industry (case of Herend, where the Ministry is represented on the board). 

D. Investors 

In the (usual) case that the ESOP is a minority shareholder, and the bank demands 
a company guarantee for the ESOP credit, the majority .iiareholders have a veto on the 
establishment of the ESOP. 0 

The present law does not give investors a direct financial incentive to establish anESOP: the low-interest ESOP credit rate is allowed only for purchase of government
shares, not for the firm's expansion or working capital. However, a closer look shows
that indirectly the other investors obtain a considerable financial benefit from an ESOP. 

The reason is that although entrepreneurs may obtain an "existence credit" (Ecredit) at 60% of the Bank of Hungary refinancing rate (plus 4% for the intermediary

bank), this E-credit must be paid (principal and interest) out of after-tax profits. 
 Sinceafter-tax profits are 60% of before-tax profits, E-credit is awash - the entrepreneur paysin fact the commercial rate for this credit to purchase government shares. 

On the other hand, an ESOP loan can be repaid out of before-tax profits (up to 

Local governments (counties, municipalities) 

These are not expected to pose much resistance to ESOPs. 

10 There was a proposal by the Share Participation Foundation, supported by an 
opposition M.P., to provide in such company guarantee an escape clause--e.g. that the company enould dissolve the ESOP if in two consecutive years there is not enough profit to serve the ESOP debt. However, such a provision is likely to be self-defeating: while it mayencourage some companies to establish ESOPs, it will certainly discourage banks from 
financing them. 
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E. Managteml 

An ESOP is not likely to be organized without management support. Thus the 

ESOP must be a part of managment's strategy to privatize the enterprise. 

Unions and Other Employee Representation OrganizationUF. 

The unions are likely to pose conditions on their acceptance of ESOPs. One of 

these conditions is the existence of a collective bargaining contract for as long as possible. 

Thus in Herend, both the unions and the Ministry of Industry (the legal founder) insisted 

that management must finalize a collective bargaining contract as a condition of 

transformation. 

To assure the support of the unions, their representatives should in general be 

included in the ESOP representative body. 

Banks (as potential ESOP creditors and fiduciaries)G. 

The banks would in general be interested in a maximum guarantee through the 

Enterprise Credit Guarantee Corp. to be established, as a condition for granting an ESOP 

loan. 

The banks would also be very interested in functioning as SPA agents in case of 

sale of shares or assets to ESOPs on instalments, to perform risk evaluations and
 

collection of payments (see
 

H. PresentL Creditors; (suppliers and banks) 

many queries on ESOPs regard bankruptcy situations. In such situations it is the 

suppliers and creditors (not the SPA) who are the decision-makers. The company has 60 

Unlik,. in a no-bankruptcy privatization, there is 
days to prepare for them a salvage plan. 

If the suppliers and creditors agree to break off units and 
no obligation to tender shares. 

sell them to employees and management, it is easier to organize ESOPs for such units
 

since consent of the ownr SPA/AVRt and h founder (ministry) i not reired. 

In this situation the ESOP deductibility of 20% from the taxable profit applies, but 

the ESOP privatization loan at concessional interest rate does not. 

Liquidation is even more advantageous than bankruptcy since in a bankruptcy all 

creditors must accept the proposed sale of assets; in a liquidation it is sufficient if 

creditors representing two-thirds of the liabilities accept the proposed sale. 

10
 



July 2, 1992
 

ECONOMIC, LEGAL AND FINANCIAL ASPECTS
 
OF THE EMPLOYEE SHARE OWNERSHIP LAW
 

by Dr. Janos Szantai - Karoly Lovasz 

1. Main economic aspects of the Employee Share Ownership Plans (ESOP) 

The ESOP is a self-financing technology for ownership acquisition in which the employees 
of a limited company or a corporation have to forward at least 2 % of the agreed-upon price 
of the shares or property shares (property shares) in cash. Furthermore, in the case of 
instalment payment, the remaining part of the purchase price and its interest must be paid 
during maximum 10 years, from the after tax profit on the property shares purchased by the 
employees as well as from the incomes allocated to the ESOP organization (the organization
transacting the purchase) by participating employees or others. In the case of purchase on 
credit, the organization pays the rest of the purchase price immediately from the credit, 
which the organization pays, together with the interest to the crediting banking institution 
during a running time from the above-mentioned incomes. 

There are several tax preference options to promote the implementation of the ESOP. On 
the basis of the personal income tax law, participating employees, in order to acquire ESOP 
propeuty are entitled to have a deduction from their taxable income of up to 30% of their 
total income, after the current year's payment. 

Regarding personal income taxes, property shares acquired by participating employees within 
the framework of ESOP are considered to be a free bond, even if they are in the form of 
business shares. In this way, acquisition of thcse shares or business shares does not 
constitute an income, until they become alienated by the employee. 

All employee associations which privatize state property in a broad sense within the 
framework of ESOP, are entitled to have corporate tax preferences. Corporate tax 
preferences are extended to the case when the subjects of the sale are property shares 
acquired in other economic association, owned by the state partially or completely, instead 
of the State Trustee to the ESOP-Organization founded by the employees of the association. 
The employer company is entitled to discount the sums transferred to the organization in the 
current year from its corporate taxable income, to he maximum of 20%. In the case of the 
alienation of a partially state-owned economic association within the framework of the EUJOP, 
the amount deductible from the corporate taxable profit is proportional to the property share 
owned by the state. 

The organization is not allowed to pursue any economic activity; therefore is not subject to 
the law concerning corporate taxation. 

2. Legal aspects of the ESOP 

2.1. The process of property acquisition 



The owner(s) of the employer company, acting as vendors, sell part or all their shares or 
business shares to the employees of the association for an agreed-upon purchase price, to be 
paid as instalment payment or from loans, with the guarantee of the association. The party 
acting directly as a purchaser is the ESOP organization founded by the participating
employees and having a court registration as a legal entity. The business shares - objects of 
the legal transaction - are first transferred to the ownership of this organization, to be 
transferred later to the private ownership of this organization, to be transferred later to the 
private ownership of their employee proprietors in the proportion of the shares which are 
repaid. This proportion is agreed upon previously. 

A necessary - although not sufficient condition of this legal transaction is the purchase of at 
least 2% of the property ."haresby the assigned organization. Following the purchase, these 
property shares are directly transferred to the unrestricted private ownership of the 
participating employees, if the purchase price was paid from their after tax income payments. 

Participating employees may decide to keep a part of the purchased property shares, defined 
in the statutes of the organization, for a time equally defined by the statutes, in the property 
of the organization, in order to re-purchase and re-sell property shares, as a natural 
consequence of the changes in the ownership structure of the organization. 

2,2 Implemented legal formutlas 

The legal conditions of property share acquisition, within the framework of the ESOP, 
resulting from paragraph 2.2 are the following: 

a) the establishment of an ESOP organization by the employees of the employer.company as 
defined in the ESOP law, and its registration by a county court or Budapest court of 
territorial competence. 

b) the purchase in cash of at least 2% of the property shares offered by the assigned
association, with the approval of the body of its owners (the general assembly). The same
 
property share is then transferred to the unrestricted property of the participants, in case the
 
purchase price is paid from their after- tax income payments.
 

c) the conclusion of a sale agreement with the vendor for property shares not included under 
paragraph b). Therefore, the first proprietor is the organization, with the obligation of 
transferring the property of the organization or part of it defined in its statutes gradually to 
the participating employees, in a pre-established proportion. This proportion may not exceed 
the part of the purchase price already paid, or, in the case of purchase on credit, the part of 
the credit already paid. 

d) In the case of instalment payment, the vendors and the organization, or the crediting 
banking institution and the organization in the case of purchase on credit must balance the 
accounts after closing the fiscal year, and must define the proportion of the property to be 
transferred to the ownership of the participating employees. Besides, the organization, in 
accordance with the provisions of its statutes, must divide the property shares to be 
transferred, and implement the transfer as defined in the regulations of Law no. VI. of 1988 
on economic associations (the Economic Law). 
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The implementation of the above mentioned 	iegal transactions must follow the regulations
of the ESOP Law, The Economic Law, The Civil Code, the relating legal provisions and the 
statutes of the organization. 

3. The process of an ESOP transaction 

3.1. Preparing an ESOP transaction 

In case an owner of business share or share 	of a limited liability company (Kft.), or a share
of a joint-stock corporation (Rt.), has the intention of selling his share for the community of
employees, and the latter is willing to buy it, the following steps are must be made to start 
the transaction: 

a) An organizing committee of three members must be appointed by at least 25% of the 
employees, and must prepare a feasibility study. 

b) The organizing committee must have the 	approval of the vendor(s) in the matter of the
purchase price, the method of payment (credit or instalment payment), and the term, and in 
case the object of the transaction is not of state property, also the other conditions of the 
purchase. 

c) The general assembly of the emloyers' association, must give its approval to the 
transaction. 

d) The management of the association must analyze the feasibility study from a professional
point of view, and consider above all if its financial situation enables the payment of the
purchase price and its interest of the property shares to be acquired, and what ownership
proportions can be achieved within the program. 

e) The employees must deposit 2% of the purchase price in cash. 

f) In case of payment on credit, the crediting banking institution must give its promissory 
note for the credit. 

g) In case of tender, the employees must become the winner applicants. 

h) When all these preconditions are fulfilled, the statutes of the ESOP organization must be 
accepted by at least 40% of the employees, and its establishment must be declared. 

i) The ESOP organization must be registered by the county court or Budapest court of 
territorial competence. 

j) The sale and credit agreements must be concluded by the ESOP-organization. 

3.2. The process ofESOP transaction 

According to the conditions of 3.1., the dispositions of the sale agreement, the credit 
agreement, 	and the statutes accepted by the general assembly of the organization: 
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a) Instalment payments are transferred first to the organization by the employer company,
and the organization transfers them to the vendor or to the crediting banking institution. 

b)Having afull knowledge of previous transfers and annual profit of the employer company,
its management makes a proposition to its general assembly for the division of its annual 
profit, considering carefully the guarantee of payment of the company, tax free subsidy 
opportunities up to 20% of pre-tax performance of the association, as stated in the ESOP 
law, regarding the return of repaid instalment payment from the after tax profit transferred 
as dividend after the property share purchased by the employees. 

c) Letters of intent for participation of the employees are collecied by the organization. 

d) The property share of the organization which is transferred from the property of the 
organization to the property of the employees participating in the ESOP, is divided among
participating employees ina sum equivalent to the total of transfers decreasing the remaining 
part of the purchase price or the loan, until definitive division or cessation of the ESOP 
transaction. 

3.3. Termination of the ESOP organization. 

The organizat'on ceases to functions if: 

a) Thie ESOP transaction was successful and the property rights of all property shares 
purchased by the organization were transferred to the participants; 

b) The employer company is dissolved without a legal successor; 

c) Obligations of the organization towards the creditor banking institution, or the vendor in 
case of instalment payment, are not performed, and the proceeding of distraining organization 
proved to be unsuccessful; 

d) An agreement was concluded between the majority of the participants of the ESOP and 
the creditor banking institution, or the vendor providing the option for instalment payment, 
to cease the activity. 

In each of these cases, the organization must settle its accounts with all parties involved 
(vendor, creditor bank, employer company and participating employees). 

4. The principles of preferential credit and instalment payment and their financial 
background, 

The formulation of credit facilities and preferential instalment payments had two basic 
principles: first, domestic buying power had to be encouraged, and second, government debt 
had to be decreased. 

4.1. Credit facilities 

In order to achieve these goals, credit facilities were conceived to produce an equivalence 
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between the decrease in state property and decrease inits debt. For example: The Hungarian
National Bank provided 100 units of refinancing loan to a commercial bank, it this latter 
transfers the loan - under defined conditions to entrepreneurs. At the same time, the 
National Bank decreases state debt with the same 100 units of refinancing loan, thus 
converting the state debt to private debt. State assets are also sold, helping the formation of 
a new stratum of private entrepreneurs. Besides, this facility meets the requirement of not 
emitting surplus refinancing loans. 

4.2. Instalment payment 

In case, a defined portion of the income from the sale is allocated by the Finances Act to the 
self-governments, entrepreneurs must be given the opportunity to obtain credit for the 
purchase. In this case the payment of state debt is financed by the SPA or its substitute. On 
the other hand, local governments want to increase their income from the privatization. 
Therefore, in their case, we cannot speak about the decrease of state debt. Consequently, 
local governments provide financial support for deferred payment for the purchase of state 
assets to be privatized. The terms for this procedure are the same s for the credit. 

For this reason, if the income from the privatization of an asset or of a property share is due 
partially to a local government, partially to the State Trustee Organization, a simultaneous 
application of the preferential deferred payment is possible, although the SPA is entitled to 
offer deferred payment option for selling state assets and property shares. Privatization 
incones will therefore not constitute one lump (as is the case for loans), but a series of 
deferred payments. 

5. Credit and deferred payment options of the ESOP. 

As described in paragraphs 1-3, ESOP defines the conditions of preferential purchase of 
property shares of the employees of a company on the bases of the principles laid down in 
paragraph 4.
 

5.1. Credit facilities 

Credit facilities for privatization are possible only if the SPA or its substitute is decreasing 
state debt. Owners may naturally provide loans charged against their own financial 
resources, under similar conditions to the government privatization credits. 

Credit facility is only available if the privatization project is approved by the banking
institution following its credit analysis, and the ESOP organization defined by the law is 
accepted as a debtor. 

5.2. Own financial resources, terms 

Similarly to other entrepreneurial credit facilities, the minimum of own financial resources 
to be provided by the new share owners was also established in the case of credits provided 
within the framework of the ESOP. The following table explains the minimum of own 
financial resources, in proportion to the average purchase price of property share per 
participant. (Property shares purchased on the basis of these financial resources are then 
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transferred to the unrestricted ownership of participating employees.) 

Categories of average 	 Basis of own % of the 
purchase price per person, 	 financial category 

resources share 

successfully with the payment of minimal own financial 

0-5 million HUF 
5-10 million HUF 
over 10 million HUF 

0 
100000 
850000 

plus 
plus 
plus 

2 % 
15 % 
25 % 

The table shows clearly that the credit facility enables the entrepreneurs to privatize 
resources. There is a comparative

advantage in the case of purchasing stocks within the framework of the ESOP, as contrasted 
with the Existence credit facility: in practically all cases the ESOP loan per employee will 
be less than 5 million HUF so that the employee's own resources will have to invest own 
resources will have to b'e only 2%, whereas an entrepreneur seeking E-credit will have to 
invest own resources equal to 25% 	of the part over 10 million HUF. 

The term are also very favourable: up to 10 years of time, corresponding with the agreement
concluded between the creditor banking institution and the applicant, including maximum 2 
years grace period, in which only interests are due. 

5,1-Interest 

The basic question of the credit facility is the charge imposed on to the beneficiary by the 
payment of the interest and its premium. In accordance with other credit facilities for
privatization, a variable interest rate was defined for the ESOP as well. The basis for 
interest calculation is the base interest provided by the issuing bank (Bank of Hungary),
which is 22% at present. Entrepreneurs arid ESOP organizations are entitled to credit at 
60% of the issuing bank's basic interest rate, plus a margin for the intermediary bank which
is limited by law to 4 percentage points. Thus, under present circumstances, entrepreneurs
and ESOP organizations are entitled to have credit at interest rate of 17,2%. Compared to 
other credit facilities, this means an extraordinarily preferential condition. Furthermore,
present tendencies are towards a lower basic interest rate and thus toward cheaper ESOP 
credits. 

5.4. Credit payment 

The ESOP law prescribes the obligation for the ESOP organization to use its profits
(dividends) on the property shares purchased with credit or deferred payment facilities to 
repay its debt. 

5.5Guarantee 

It is generally a problem for the 	 applicants to provide a sufficient collateral. As a 
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concessional solution, employees participating in the ESOP are exempt from this obligation.
Instead, the ESOP law requires the guarantee of the employer company for debts of the 
ESOP organization, thus diminishing the risk of the banks. The activities of the Central 
Guarantee Rt. to be established later on, will include guarantees for debts of ESOP 
organizations. Its conditions are tinder preparation. They are expected to promote credit 
transactions, charging a concessional fee. 

The ESOP law provides far more preferential conditions of deferred payment and credit 
facilities than any other laws, thus securing the participation of a great number of employees.
Privatization procedures within the framework of the ESOP are under preparation.
Experience drawn from the implementation of these procedures will serve as a basis for the 
evaluation of the extent ESOP organizations make use of the preferences provided, and their 
efficiency in the rational sale of state property shares to be privatized within the framework 
of the ESOP. 

6. Ouestions not regulated by the law 

The institutional framework of market economy is recently developing in Hungary. One of 
the conditions of adherence to the EEC is the convergence of our legal system to the EEC 
standards, which necessitates the adaptation of its regulations. Adequate behavioral standards 
of employees as private owners are not yet known in our country, due to a lock of 
experience. Continuous acquisition of information is essential for the shareowner. 

In order to meet these requirements, and also to represent the professional body of employee
shareowner, the National Association of ESOP Employee-Shareowner was established, and 
registered by the Budapest court. (Seat: 1149 Budapest, XIV., Angol u. 24/B. Phone/fax: 
183-2229) 

Employee-shareowner and ESOP organizations may become regular members of the 
association. Honorary members are natural persons, on whom this title is conferred by the 
national management of the association. The associate membership of legal entities is 
accepted on the basis of their letter of intent for adherence and cooperation, prepared by their 
authorized organs. 

Subscription to the association is possible at its seat, at the seat of the Resz-Vetel Foundation 
for Employee Share Purchase and Participation (1066 Budapest, VI., Jokai u. 6. Trade Union 
of Commerce Employees, phone/fax: 122-4416) and at .he following seat of the "MRP" Kft 
(Limited Liability Company for the Organization of Employee Share Ownership and 
Participation): 1021 Budapest, II., Tarogato u. 2-2. (National Association of Workers' 
Committees), phone 115-8439, fax: 176-2802 and 1066 Budapest, VI., Jokai u. 6., 
(Association of Trade Unions of Employees in Commerce), phone/fax: 112-4464. 
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Dr. Kdroly LovAsz and September 15, 1992. 
Dr. JAnos SzAntai 

The Privalization of State-Owned Companies, Employee Share 
Ownership and Efficiency 

1. Legal regulations of privatization 

A year ago in the Legal Annex of issue no. 1991/8, Kfilgazdasgg (Foreign 
Economy) we published an article under the same title as that of this article about the 
facilities for employee ownership already applied then in Hungary. At that time the draft 
bill of Hungarian ESOP', the Employee Stock Ownership Program (in Hungarian: MRP) 
to be approved by the Government had not yet been prepared. Since then the Parliament 
has formulated and enacted the ESOP Law (Law no. XLIV of 1992). In addition, during 
thn spring session the Parliament formtdated the privatization law package, which contains 
Law no. LIII, 1992 on the administration and utilization of entrepreneurial assets 
remaining in ,tate ownership in the long run, and Law no. LIV, 1992 on the sale, 
utilization and protection of assets which remain in state ownership temporarily. The 
privatization laws have been in force since August 28, 1992. 

The Government submitted to the Parliament as lately as its spring session the 
Property Policy Guidelines which, in the form of parliament resolutions, contain 
regulations for the State Property Agency as a publicly financed institution which 
administers state assets remaining temporarily in state ownership, concerning its attitude 
towards privatization and the utilization of privatization revenues. The Parliament's 
debate on the Property Policy Guidelines and its approval in the form of a parliament 
resolution will be on the agenda of the Parliament during the fall session. 

In the near future in accordance with the requirements of the privatization law 
package, the Government will classify state owned companies in the following way: 

a) companies having a permanent state ownership stake after the transformation, 

b) state companies providing nation-wide public services, 

c) state companies carrying out state public tasks, 

1) state companies which do not fit in categories a)-c). 

'ESOP is the abbreviated forn for Employee Stock Ownership Programn, the Hungarian equivalent ofwhich 
is MRP standing for MunkavdlUaldi Riztulajdonosi Program. Hungarian ESOP (MRP) isfindamentally the same 
as its American and British equivalents, apart fromn certain minor differences. 



The ownership rights of the state will be exercised: 

* in case of state companies falling into category a), by the State Trustee 
Corporation (Rt.) to be established, following the regulations relating to the Corporation, 

*. in case of state companies falling into category d), by the already operating State 
Property Agency following the relating regulations, 

* in case of state companies falling into category b), by the minister responsible for 
executing the activity, applying the regulations relating to the State Trustee Corporation. 

When the enterprises are transformed from state companies executing state public 
tasks or from a part of their assets into economic associations (companies), a publicly 
financed institution or a foundation must be established as required by the regulat'.bns 
defined by the Government. With regard to exercising ownership rights the legal 
successors of these state companies will fall into one of the above mentioned three 
categories. 

The importance of the document referred to above is that it makes the privatization 
process transparent, regulated and controlled by the state, ensuring the representation of 
the employees' interests and their continuous participation in the transformation and 
privatization. 

Transparency will be assured by using tenders, Regulatation will be provided by 
having all basic privatization techniques included in a law. State control will be 
guaranteed 1)by the state companies undergoing transformation to inform the State 
Trustee Organization in case significant units of theirs are transformed into economic. 
associations (companies), 2) by the state having the right of approval to the conditions of 
the transformation in case of self-governing, self-controlling companies, when state 
companies are completely transformed, and 3) by the state having the right of decision
making in case of compapies being under complete state administrative control. The 
participation of the employees and their business federation in the transformation will be 
provided: 

* in case of self-governing self-controlling state companies by the obligation of the 

managing body to inform the employees, 

* in case of state companies being tinder state administration control by the 
obligation of the State Propety Agency or the consulting firm assigned by the SPA to 
inform the employees. 

In case of privatization they are obliged to make to the employees an offer to 
acquire property, and when privatization is carried out by means of tender they are 
obliged to provide the employees with the opportunity to take part in the tender. These 
g e-a rfits are a condition of inner publicity of transformation and privatization at 
the same time. 

An important element of the law package is that the principle of tenders is to be 
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applied in general but the case when the State Trustee Organization sells the property to 
the employees to the preferential extent defined in the Property Policy Guidelines and 
followip- the regulations of the ESOP Law is an exception. 

Giving preference to employee ownership in privatization means that during the 
judging procedure of the tender applications the following persons or entities offering the 
same conditions must be given preference in the following order: 

a) 	 the economic association or co-operative in which the participation rate of the 
employees of the economic associatio., concerned is at least 25% and which was 
established for administration, 

b) 	 the ESOP participant-employees of the association concened, 

c) 	 the employees of the economic association concerned as individual entrepreneurs. 

2. 	 Preferences which may be given to the employees by the owners of the empoye" 

company 

These possibilities are provided in tile form of the following facilities: 

a) - regardless of the form of ownership, only in joint stock companies the employee
share issued by the association as the employer may be given to the employees of 
the association free of charge or with preferences by the employer joint stock 
company, 

b) 	 regardless of the form of ownership, both on joint stock and limited liability
companies the shares and business shares repurchased by re-association as the 
employer may be given by the association to the employees free of charge or with 
preferences, 

c) 	 at joint stock and limited liability companies owned completely or partially by the 
state, for the shares, business shares owned by the State Property Agency to be 
purchased by the employees of the association, they must be given a discount price 
or instalment payment facility when the company is undergoing transformation, 

d) 	 regardless of the form of ownership in joint stock and limited liability companies,
shares and business shares may be sold to the employees of the association by 
means of ESOP, 

e) 	 in joint stock and limited liability companies owned by the state completely or 
partially, the sale of shares and business shares by means of a lease (privatizat-on
lease) in reverse for the management organizational services. 

The preferences given by the employer described in section a) and b) can be used 
since Law No. VI of 1988 on economic associations (Gt.) was enacted, i.e. since January
1, 1989; the preference for the purchase at a discount price described in section c) can be 
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used since the temporary property policy guidelines were enacted i.e. March 1, 1990; the 
purchase preference described in section d) is available since July 15, 1992 when the 
ESOP Law was enacted; and the preference of purchase by means of privatization lease 
described in section e) is available since August 28, 1992 when Law No. LIV of 1992 
was enacted. 

3. Possibilities for acquiring joint ownership by the employees during privatization 

Having read section 2, it is understandable that even the Law on Economic 
Associations (Gt.) provides the employees with the opportunity of obtaining ownership
with preferences given by the ownership association of the employer company since 
January 1, 1992, which is a date before privatization in its present sense started. For this 
reason, we are not discussing this opportunity in this article. 

In connection with privatization, the preferential buyout opportunities for
 
employees was regulated first in the Temporary Property Policy Guidelines March 1,

1990, i.e. before the change of the political regime. When using this opportunity the
 
state trustee organization concerned provides employees with a discount which may 
amount to 50-90% of the purchase price. This way the employees are obliged to pay

cash or take credit or use instalment payments only for 10-50% of the purchase price of
 
the property acquired.
 

After the change in the political regime, a special law on ESOPs being in force
 
since July 15, 1992 gives a detailed regulation to tile preferential form of the employees'

acquiring joint ownership by means of credit or instalment payments, which gives the
 
employees the opportunity to obtain ownership with profit tax and personal income tax
 
preferences without risking their personal income and assets, with cash payment from 
their own resources which amounts to only a small part of the value of the assets to be 
acquired. 

The privatization law package being in force since August 28, 1992 has 
regulations concerning privatization lease, ,ihich is used for the sale of state owned 
corporate property shares (shares or business shares) which are impossible or very
difficult to sell with an immediate ownership transfer paying cash or using credit or 
instalment payments. Privatization lease is available only if there has been an 
unsuccessful attempt to sell the property with an immediate ownership transfer. 

The lessee can be one or more natural persons who provides the company with 
management-organizational services not acting as entrepreneur. However, the employees
of the company and other natural local and foreign person(s) also qualify for concluding a 
privatization lease. Thus this technique is a new method for obtaining ownership, not 
exclusively for employees. 

The main features of the facilities available with privatizatior are the following. 
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4. Preferential purchase as required by the Property Poicy Guidelines 

Currently there are no Property Policy Guid-lines in force for the SPA. The
 
Temporary Property Policy Guidelines previously in force expired on September 30,

1991, and new Property Policy Guidelines based oil the privatization law formulated by

the Parliament during the spring session will be debated during the fall session of the
 
Parliament. The main features of the draft are the following.
 

In accordance with the practice so far the shares or business shares purchased by
 
means of facilities defined in the Property Policy Guidelines are the unrestricted property
 
of the employees.
 

The basic feature of the Draft Property Policy Guidelines will be also in the future 
the opportunity of purchase by the employees at a discount price. According to the draft,

the State Property Agency provides the employees of the company being in the process of
 
transformation with a discount price preference 
 up to the lower value of either 15% of the 
employees' annual payroll or 15% of the value of the state property taken into the legal
 
successor compary, as defined by the asset valuation. Theoretically this preference is
 
given at the time of transformation.
 

The discount price preference amounting to 15% of the state property contributed
 
to the legal successor company is available for the employees only in very special cases.
 
In general, the extent is 10%. This may be granted in the case 
when the annual payroll of
 
the state company being in the process of transformation does not exceed 10% of the state
 
property contributed to the legal successor company.
 

!n accordance with the previous practice, the discount price preference is available
 
for the employees in case of purchasing shares anc business shares which will get directly

into the employees' ownership. Inorder to accomplish this, at least 10% of the real
 
purchase price must be paid to the State Trustee Organization on behalf of the employees

in case of purchasing employee shares, and in case of other shares the minimum payment
is 50% of the purchas," price. T'he financial source of these payments may be either the 
employees' previous savings, the "existence credit" obtained by them (in this case its 
maximum term is six years, with one year grace period), or instalment payments.
According to the experience so far the term of the instalment payments was up to three 
years. In the latter case, the condition of the deal was that at least one-fourth of the 
purchase price (increased by the interest) must be paid in advance by the employees
purchasing the shares or business shares. 

A new element in the Draft Property Policy Guidelines is that the discount price
preference described above is available for the employees only in proportion to their 
number. This means that in case only half of the employees purchase shares or business 
shares this way they are entitled to have only half of the preferences available to the full 
number of employees. According to the draft, employees who do not make use of the 
preference in this way are entitled to use it later. Our objective is that the price
preference due to the employees who have not used it in the above-mentioned way may
be included in the purchase price by the concerned within the framework of ESOP. (This 
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question is not regulated in the draft Property Policy Guidelines.) 

The draft Property Policy Guidelines does not regulate the issue of the purchase
price if the sale takes place at the time of transformation. Therefore the deal is carried out 
by the employees without having a value judgement dictated by the market. For this 
reason, it is increasingly common for the employees to use discount price preference to 
carry out the purchase only after the first issuance of tender following transformation,
when a purchase price has been introduced. However, in this case the date of the 
effectiveness of the sale is subject to debate, whether it should be the date of 
transformation or the day the legal transaction was consummated. 

5. 	 The Employee Share Ownership Plan 

5.1. 	 Main Economic Aspects of the Employee Share Ownership Plan 

The FSOP is a self-financing technology for ownership acquisition in which the
 
employees of a limited-liability company or a joint stock company (hereinafter: the
 
employer company)
 

a) - as buyers pay in cash 2% of the negotiated purchase price of the business shares
 
or shares offered to them for sale by the owners of the company, and
 

b) 	 in case of instalment payments, the remaining part of the purchase price and its
interest must be paid in instalments during a maximum of ten years, from the part
of the after tax profit which isdue for the property shares purchased by the 
employees, as well as from the incomes allocated to the ESOP organization (the
organization assigned by the employees to carry out for them the purchase 
transactions) by participating employees or others. 

c) 	 In case of purchase on credit, the organization pays the rest of the purchase price
immediately from the credit, which acquired, then the Organization repays the 
credit together with the interest to the crediting banking institution from the above
mentioned incomes during tile term of the loan. 

There are several tax preference options to promote the implementation of the 
ESOP. On the basis of the personal income tax law, participating employees, in order to
acquire ESOP property, are entitled to have a deduction from their taxable income of up
to 30% of their total income, after the current year's payment. 

Regarding personal income taxes, shares and business shares acquired by
participating employees within the framework of ESOP are considered to be a free bond.
In this way, acquisition of these shares or business shares does not constitute an income,
until they become alienated by the employee. 

All employee associations which privatize state property in a broad sense within 
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the framework of ESOP, are entitled to corporate tax preferences. Corporate tax 
preferences are extended to the case when instead of the State Trustee Organization a 
partially or completely state-owned company sells its property shares acquired in another 
economic association, to the ESOP organization founded by the employees of the 
association. To enable the orga:,ization to meet its fundamental objectives, te employer 
company is entitled to dedtt.; the sums transferred to the organization in the current year,
from its corporate taxable income, to the maximum of 20%. In the case of alienation of 
a property share of a partially state-owned economic association within the framework of 
an ESOP, from the amount transferred to the ESOP organization only an amount 
proportional to the property share owned by the state is deductible from the corporate
taxable income. 

The organization is not allowed to pursue any economic activity; therefore is not 
subject to the law concerning corporate taxation. 

5.2 The system of legal conditions of the ESOP 

5.2.1 The process of properly acquisition 

The owner(s) of the employer company sell part or all of their 
shares or business shares to the employees of the association for an 
agreed-upon purchase price, to be paid in instalments when the 
guarantor is the association, or to be paid immediately from the 
acquired loan. The party acting directly as a purchaser is the ESOP 
organization founded by the participating employees and having a 
court registration as a legal entity. The business shares or shares 
which are the objects of the legal transacticn are first transferred to 
the ownership of this organization, and will be transferred later to 
the private ownership of their employee proprietors in proportion to 
the instalments already repaid. The allocation must follow the 
previously agreed upon allocation formula. 

A necessary (though not sufficient) precondition of this legal
transaction is the purchase of at least 2% of the property shares in 
advance by the assigned ESOP organization, for cash. If the 
purchase price is paid by the ESt,P Organization from the 
contributions made by the participating employees from their after 
tax income, these shares or business shares are directly transferred 
to the unrestricted private ownership of the participating employees. 

The participating employees may decide to keep a part of the 
purchased property shares, defined in the statutes of the 
organization, for a time similarly defined by the statutes, in the 
property of the organization, in order to re-purchase and re-sell 
property shares as a natural consequence of the changes in the 
ownership structure of the organization. 
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5.3 	 Applied formulas 

The following legal conditions of property share acquisition within the framework of the 
ESOP result from paragraph 5.1-5.2: 

a) the establishment of an ESOP organization by the employees of the 
employer company as defined in the ESOP law, and its registration by a 
court of territorial competence or the Budapest court. 

b) 	 the assigned association purchases for the participating employees at least 
2% of the property shares offered to them for sale by the (share)owners of 
the company, paying cash, with the approval of the ownership organization 
(general assembly). 

c) 	 the conclusion of a sale agreement with the vendor for business shares and 
shares not included in paragraph b). Therefore, the first proprietor is the 
organization, with the obligation of transferring the property of the 
organization or part of it defined in its statutes gradually to the participating
employees, in the proportion defined in the statutes. The property share to 
be allocated to the employees may not exceed in case of instalment 
payment the proportional part of the purchase price already paid, or in case 
of purchase on credit, the proportional part of the credit already paid. 

d) 	 The vendors and the ESOP organization in case of instalment payment, or 
the crediting banking institution and the organization in case of purchase on 
credit must balance the accounts after closing the fiscal year, and must 
define the proportion of the property to be transferred to the ownership of 
the participating employees. Then the organization, in accordance with the 
provisions of its statutes, must allocate the property shares to be transferred 
to the participating employees, and implement the transfer as defined in 
the regulations of the relevant Law on Economic Associations. 

The implementation of the above-mentioned legal transactions must follow the 
regulations of the ESOP Law, The Law on Economic Associations, The Civil Code, the 
relevant legal provisions and the statutes of the organization. 

5.4 	 The procedure of an ESOP transaction 

5.4.1. 	 Preparing an ESOP transaction 

In case an owner of business shares of a limited-liability company
(Kft.), or shares of a joint-stock corporation (Rt.), has the intention 
of selling his shares to the employee group, and the latter is willing 
to buy it, the following steps must be taken to start the transaction: 

a) 	 An organizing committee of three members must be 
appointed by at least 25% of the employees to carry out the 
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job, and the con'.mittee must prepare a feasibility study. 

b) 	 The organizing committee must have an agreement with the 
vendor(s) concerning the purchase price, the method of 
payment (credit or instalment payment), and the terms; in 
case the object of the transaction is not state property, the 
other conditions of the purchase must be agreed as well. 

c) 	 The general assembly of the employers company must 
approve [he transaction. 

d) 	 The company management must evaluate the feasibility study
from a professional point of view, and consider above all if 
the financial situation of the company enables the payment of 
the purchase price and interest of the business shares or 
shares to be acquired, and what maximum percentage of 
ownership is achievable with a successful program. 

e) 	 The employees or someone in their place (e.g. the employer 
company) must deposit 2% of the purchase price in cash at 
the ESOP organization. 

f) 	 In case of payment on credit, the crediting banking
institution must give its promissory note for the credit. 

g) 	 In case of tender, the employees must become the winning 
applicants. 

h) 	 When all these preconditions are fulfilled, the statutes of the 
ESOP organization must be accepted by at least 40% of the 
employees, and the establishment of the Organization must 
be declared at the general assembly. 

i) 	 The ESOP organization must be registered by the court of 
territorial competence or the Budapest court. 

j) 	 The sale and credit agreements must be conciuded by the 
ESOP organization. 

5.4.2 	 Implementation of the ESOP transaction 

Meeting the conditions of 5.3. 1, according to the dispositions of the 
sale agreement, the credit agreement, and the statutes accepted by 
the general assembly of the organization: 

a) 	 Instalment payments are transferred to the organization by 
the employer company, and the organization transfers them 
to the vendor of the shares or business shares or to the 
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crediting banking institution in case of purchase on credit. 

b) 	 Having a full knowledge of previous transfers and annual 
profit, the management of the employer company makes a 
proposition to its ownership organization (general assembly 
or membership assembly) for the division of its annual 
profit, considering carefully the guarantee of payment taken 
upon by the company, and in case of privatization it makes a 
proposition for a tax-free contribution of up to 20% of the 
pre-tax profit of the company, as stated in the ESOP law, 
considering the extent to which the instalment payments 
made by the employer were refunded from the after tax 
profit transferred as dividend due on the property share 
purchased by the employees. 

c) 	 Letters of intent for participation in the ESOP written by the 
employees are collected by the organization. 

d) 	 The corporate property share of the organization which is 
transferred from the property of the organization to the 
property of the employees participating in the ESOP, is 
allocated among participating employees by the executive 
body of the ESOP organization in a sum equivalent to the 
total of transfers which decreases the remaining part of the 
purchase price or the loan, until the business share or shares 
to be transferred from the ownership of the organization to 
the ownership of the employees as defined in the statutes of 
the organization are completely allocated among the 
participants, or the ESOP transaction ceases to operate for 
any reason. 

5.4.3 	 Termination of the ESOP organization 

The organization ceases to functions if: 

a) 	 The ESOP transaction was successful and the property rights 
of all shares and business shares purchased by the 
organization were transferred to the participants; 

b) 	 The employer company itself is dissolved without a legal 
successor; 

c) 	 Obligations of the organization towards the creditor banking 
institution, or the vendor in case of instalment payment, are 
not performed, and the proceedings of distraint against the 
organization proved to be unsuccessful; 

d) 	 An agreement was concluded between the majority of the 
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participants of the ESOP, the creditor banking institution, 
and the vendor providing the option for instalment payment, 
to cease the activity. 

In each of these cases, the organization must settle its accounts with 
all parties involved (vendor, creditor bank, employer company and 
participating employees). 

5.5 	 The principles of preferential credit and instalment payments and their financial 
background 

The formulation of credit facilities and preferential instalment payments had two basic 
principles: first, domestic buying power had to be encouraged, and second, government
debt had to be decreased. 

5.5.1 	 Credit facilities 

In order to achieve these goals, credit facilities were conceived to 
produce an equivalence between the decrease in state property and 
decrease in its debt. For example: The Hungarian National Bank 
provided 100 units of refinancing loan to a commercial bank, the 
latter provides this loan to entrepreneurs under specified conditions. 
At the same time, the National Bank decreases state debt by the 
same 100 units of refinancing loan, thus converting state debt to 
private debt. Also, state assets are sold, helping the formation of a 
new stratum of private entrepreneurs. Besides, this credit facility 
meets the requiremert of not emitting additional refinancing credit. 

5.5.2 	 Instalment payments 

In case a specified portion of the income from the sale is due to the 
local governments by the Finances Act entrepreneurs must still be 
given the opportunity to pay other than with cash. 

In case of using instalment payments the payment of state debt is 
financed by the SPA or its substitute. On the other hand, local 
governments wish to increase their own income 	from privatization.
Therefore, in their case, we cannot speak of decreasing the state 
debt. Consequently, privatization credit cannot be acquired but 
local governments provide financial support for instalment payments
for the purchase of state assets to be privatized. The terms for 
instalment payments are the same as for credit. 

So, in case the income from the privatization of a business share or 
share is due partially to a local government and partially to the State 
Trustee Organization, a simultaneous application of the preferential
instalment payment is possible, although the SPA is entitled to offer 
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an instalment payment option for selling state-owned business shares 
and shares. In this case, privatization incomes will therefore not 
constitute one lump sum (as in case of loans), but a series of 
instalments will be paid to the State Property Agency. If an ESOP 
is not in question, the subject of the sale (privatization) can be not 
only business shares and shares but any state-owned asset in kind 
which is offered for sale by the State Property Agency or another 
state trustee organization as their own assets. 

5.5.3 Credit facilities 

Credit facilities for privatization are possible only if the SPA or its 
substitute makes sure that the state debt will be decreased. 

In case of obtaining credit the debtor, i.e. the one who receives the 
credit, will be the ESOP organization. Consequently credit facility 
is only available if after having carried out the credit analysis, the 
banking institution approves the privatization project and accepts the 
ESOP organization as a debtor. 

5.5.4 Own financial resources (cash requirements). term 

In case of credits provided within the framework of the ESOP, as in 
other entrepreneurial credit facilities, the minimum of own financial 
resources (cash requirements) to be provided by the new share 
owners has been established. The following table explains the 
minimum of own financial resources (cash requirements), in 
proportion to the average purchase price per participant of the 
shares or business shares to be purchased by the employees. 

Categories of average Basis of own % of the 
purchase price per person financial category 

resources share 

0-5 million HUF 0 plus 2 % 
5-10 million HUF 100000 plus 15 % 
over 10 million HUF 850000 plus 25 % 

The table shows clearly that the credit facility enables the 
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entrepreneurs to privatize successfully with the payment of minimal 
own financial resources (cash requirements). There is a 
comparative advantage in case of purchasing stocks within the 
framework of the ESOP, as compared to the "existence" credit 
facility: in practically all cases the ESOP loan per employee will be 
less than 5 million HUF so that the employee's own resources will 
have to be only 2%, whereas an entrepreneur seeking E-credit will 
have to invest own resources equal to 25% of the part over 10 
million HUF. 

The term is also very favorable:.up to ten years, depending on the 
agreement concluded between the creditor banking institution and 
the applicant, including a maximum of two years grace period, irn 
which only interests are due. 

5.5.5 Interest 

The basic question of the credit facility is the charge imposed on to 
the beneficiary by the payment of the interest and its expenses. In 
accordance with the "existence" credit facility, a variable interest 
rate was defined for the ESOP as well. The basis for interest 
calculation is the base interest used by the issuing bank (Bank of 
Hungary), which is 22% at present. Entrepreneurs and ESOP 
organizations are entitled to credit at 60% of the issuing bank's 
basic interest rate, plus a margin for the intermediary bank which is 
limited by law to 4 percentage points. Thus, under present 
circumstances, entrepreneurs and ESOP organizations are entitled to 
have credit at an interest rate of 17,2%. Compared to other credit 
facilities, this means an extraordinarily preferential condition. 
Furthermore, present tendencies are towards a lower basic interest 
rate and thus toward cheaper ESOP credits. 

5.5.6 Credit repayment 

As an obligation for the ESOP organization relating to the 
repayment of credits and instalment payments the ESOP law 
prescribes the use of the profits (dividends) earned by the ESOP 
organization on the shares or business shares, shares purchased with 
the credit or instalment payment facility to repay its debt. 

5.5.7 Guarantee 

In connection with entrepreneurial credits it is generally a problem 
for the applicants to provide sufficient collateral as required by the 
bank. A great concession for the employees participating in the 
ESOP is an exemption from this obligation. Instead, the ESOP law 
leaves opportunity for the employer company to assume a guarantee 
for debts of the ESOP organization, thus diminishing the risk of the 
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banks. Further risks will be taken away frum the banks with 
providing central guarantee for the debts of the ESOP organizations 
(Central Guarantee Rt., to be established later on). Its conditions 
are under preparation. It is expected to promote privatization credit 
transactions, charging a concessional fee. 

The ESOP law provides far more preferential conditions of 
instalment payments and credit facilities than any other facilities,
thus providing an opportunity for a great number of employees to 
use this financing method. Privatization procedures within 'ihe 
framework of the ESOP are tinder preparation at several companies.
Experience drawn from the implementation of these procedures will 
serve as a basis for evaluating the extent ESOP organizations have 
made use of the preferences provided, and their efficiency in the 
rational sale of state shares and business shares to be privatized 
within the framework of the ESOP. 

6. Privatization lease 

A common feature of purchasing share or business shares at a discounted price,
and of acq':iring property within the framework of an ESOP as discussed in section 4, is 
that the ownership is transferred from the vendor State Trustee Organization to the 
employees or in case of an ESOP, to the ESOP organization as soon as the sale 
agreement is signed. However, in the course of privatization an increasing ratio of the 
efforts to sell assets with an immediate ownership transfer are expected to fail.
Consequently it has become necessary to formulate a buy-sell technique, which will make
it possible to sell state owned entrepreneurial assets of low profitability if an effective
 
management is able to improve the enterprise and its financial state. This purpose is

promoted by m.ans of the privatization lease technique which, in case of a successful
 
reorganization, besides revitalizing the company, will make the buy-out (i.e. the
privatization of the state property) possible without investing cash, within a reasonable 
period of time, basically using the surplus income as a source. The basic idea of this
technique is the following: during the term of the lease the lease fee (the amount of which
is equal to the countervalue of the management-organizational services provided by the 
lessee to the company under a special contract) is transferred by the company of the 
recipient of these services directly to the State Property Agency instead of transferring it 
to the lessee providing the management-organizational services. 

At the successful expiry of the term the shares or business shares of the company
subject to the lease will become the property of the lessee without any excess payment or
special agreement. Except the right to sell the asset, the lessee is entitled to all
membership rights, but exercising these rights may be limited by the State Property
Agency in the lease contract, or may be made dependent on conditions. 

The lessee may be one or more natural persons (meaning that foreigners who are 
natural persons qualifying inder the Currency Act presently in force are eligible as well),
whose interior legal relationship in connection with this contract is regulated in a special 
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civil rights contract. 

Sale by means of a privatization lease is possible only by entertaining a tender,
 
which must follow the regulations of the privatization law concerning the tendering
 
procedure.
 

An important requirement is that during the term of the lease the book value of the 
company's equity may not decrease, the term may not be more than ten years, and the 
countervalue of the management-organizational services may be registered as extra 
expenditure of the recipient company. In case this amount does not cover the instalment, 
the lessee adds it up from his own financial resources. To decrease the risk of the lessor, 
the lessee must provide some insurance, which is proportional to the lease fee and 
specified in the tender. 

In case of failing to meet the repayment liabilities or forfeiting assets, the State 
Property Agency has the right to terminate the contract effective immediately and to 
execute its side liabilities securing the contract. In this case the lessee may not have any 
more claims against the State Property Agency or the company in connection with this 
legal relationship. 

7. 	 A new facility for acquiring property which is in the process of establishment: the
 
company employee pension fund
 

The Parliament is debating during the fall session the draft law on the employee 
pension fund as a new independent legal entity. 

Annex 	3 of Law no. LXXXVI of 1991 on corporate taxation, presently in forde, 
provides regulations concerning the conditions of the employer company supporting the 
employee pension fund. It states that the pension fund is free to administer and invest the 
amounts entrusted to it as its own. 

Consequently, the employee pension fund may become in the near future a new 
source for obtaining employee share ownership. 

8. 	 The technical education of ESOP participants and their business federation 

In order to acquire property, the employees have used so far in practice from 
among the above-described preferential ways oily the method of purchase at a discount 
price meeting the requirements stipulated in the Property Policy Guidelines. For this 
there are examples at more than 100 legal successor companies of the transformed, 
previously state-owned companies. However, at the beginning of this year after 
submitting the ESOP Draft Law to the Parliament, the State Property Agency gave buy
out options to the emp!oyees of several state-owned companies which are in the process 
of transformation. 

In Hungary the Share Participation Foundation was established by several private 
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14 October 1992 
Dr. Jin.o S'-Antai-Jinos LukAcs-Dr.til Asmon-Vincent Morabitol 

Chapter 1 

Main features of the legal regulations of privatlzation 

1.The Exilting Laws 

After prolonged preparation the Parliament in the spring session enacted the Employee Share 
Ownership Law (hereinafter: ESOP) in the form of Act No. XLIV of 1992, which came into 
force on June 26 1992. 
The Parliament enacted in this session Act No. LIII of 1992 about 	the administration and 
utilization of the entrepreneurial assets remaining in state ownership in the long run and
about the State Trustee Joint-Stock Company (hereinafter: STC) administering these assets,
and Act No. LIV of 1992 about selling, utilizing and protecting assets remaining in state 
ownership in the short run and about the State Property Agency (hereinafter: SPA). The 
common name of these laws is the sc-called$brivatization law package! The piivatization laws 
are effective as from August 27 1992. 

The Government submitted to the Parliament as lately as its spring session the Property
Policy 	Guidelines, which contain regulations for the State Property Agency as a publicly
financed institution which administers state assets remaining temporarily in state ownership,
concerning its attitude towards privatization and the utilization of privatization revenues. The 
Parliament's debate on the Property Policy Guidelines and its approval in the form of a 
parliament resolution will be on the agenda of the Parliament during the fail session. 

2. 	 The Classification of State-owned Companies and State Trustee Organizations 
Exercising the Ownership Right., of the State 

In the near future, iraccordance with the requirements of the privatization law 
package, the Government will classify state-owned companies in the following way: 

a) 	 companies having a permanent state ownership stake after the transformation, 

b) 	 state compan;-.s providing nation-wide public services, 

c) tiate companies carrying out state public tasks, 

d) 	 state companies which do not fit in categories a)-c). 

The ownership rights of the state will be exercised: 
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* in case of state companies falling into category a), by the State Trustee Corporation 
(Rt.) to be established, following the regulations relating to that Corporation, 

* in case of state companies falling into category d), by the already operating State 
Property Agency following the relevant regulations, 

* in case of state companies falling into category b), by the minister responsible for 
executing the activity, applying the regulations relating to the State Trustee Corporation. 

When the enterprises are transformed from State companies executing state public
tasks or from a part of their assets into economic associations (companies), a publicly
financed institution or a foundation must be established as required by the regulations defined 
by the Government. With regard to exercising ownership rights, the legal successors of these 
state companies will fall into one of the three above-mentioned three categories. 

3. 	 Characteristic Features of the Pivatization Laws 

The importance of the document referred to above is that it makes the privatization 
process transparent, regulated and controlled by the state, ensuring the representation of the 
employees' interests and their continuous participation in the transformation and privatization. 

- Transparency will be assured by using tenders. Regulatation will be provided by
having all basic privatization techniques included in a law. State control will be guaranteed
1)by the obligation of state companies undergoing transformation to inform the State Trustee 
Organization in case significant units of theirs are transformed into economic associations 
(companies), 2) by the state having the right of approval of the conditions of transformation 
in case 	of self-governing, self-controlling companies, when state companies are completely
transformed, and 3) by the state having the right of decision-making in case of companies 
being under complete state administrative control. 

The participation of the employees and of their business federation in the 
transformation will be provided: 

* 	 In case of self-governi.g, self-controlling state companies, by the obligation of the 
managing body to inform the employees. 

In case of state compani ,s being under state administrative controlby the obligation 
of the 	State Property Agency or the consulting firm assigned by the SPA to inform 
the employees. 

In case of privatization.hey are obliged to make to the employees an offer to acquire 
property, and when privatizalion is carried out by means of tender they are obliged to 
provide the employees with the opportunity to take. part in the tender. 

An important element of the law package is 'hat the principle of tenders is to be 
applied in general, but the caw when the State Trustee Organization sells the property to the 
employees--to the preferential extent defined in the Property Policy Guidelines and following 
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the regulations of the ESOP Law--is an exception. 

4. 	 Giving Preference to Employee Ownership 

Giving preference to employee ownership in privatization means that during the 
adjudication procedure of the tender applications the following persons or entities offering 
the same conditions must be given preference in'the following order: 

a) 	 the economic association or co-operative in which the participation rate of the 
employees of the economic association concerned is at least 25% and which was 
established for administration, 

b) 	 the ESOP participant-employees of the association concerned, 

c) 	 the employees of the economic association concerned as individual entrepreneurs. 

Chapter II. 

Credit facilities and instalment payment facilities supporting privatization 

1. 	 List of Credit Facilities 

From April, 1991 all the private persons considered to be inlanders under the Foreign 
Exchanges Act are entitled to preferencial credit for the purchase of state property from the 
State Property Agency if the person undertakes an eiaerprise with the purchased state 
property share (eg. contributes it to an economic association, cooperative, or operates it as 
an individual entrepreneur). This loan may also be used to purchase shares and kt. business 
shares owned by the SPA. Natural persons are entitled to Existence Loans. instalment 
payment facilities, and privatization loans granted by the National Bank of Hungary (NBH'. 
Economic associations and cooperatives are entitled to NBH privatization loans only. 
Obviously, any %nterprisewhich meets such personal conditions o- is already operating, is 
entitled to receive these credits. 

This is completed with the credit facilities and instalment payment possibilities 
supporting ESOPs. 

2. 	 The Principles of Credit Facilities 

In order to meet these objectives, the credit facilities were formulated in such a way 
that the state debt is reduced with the amount of the loan taken for privatization. An 
example: the National Bank of Hungary gives 100 units of refinancing credit to a commercial 
bank and the commercial bank will loan this amount to an entrepreneur. This way the NBH 
reduces the state debt by a 100 units, that is, the state debt is converted into private debt. It 
also meets the objective of selling state property, helping at the same time the formation a 
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new entrepreneurial layer of the society. Besides, the above-mentioned facility also meets the 
requirement of not emitting additional refinancing credit. 

In the case of all credit facilities there are two other conditions: own resources and 
a period of running time which is no longer than 10 years. 

3. The Principles of Instalment Payment Facilities 

Since a part of the income deriving ftom privatization of a s ate enterprise founded 
by the local council is -- according to the Finances Act -- due to the local governments
(towns, cities, counties), even in order to be able to provide the E-loan, entrepreneurs must 
be given the opportunity to pay the purchase price other than in cash. 

By receiving the instalments, the local governments increase their own income, so in 
their case we can not speak of reducing state debt. Consequently, credit for privatization 
purposes may not be acquired in such cases, but the local governments give instalment 
payment facilities for the purchase of assets to be privatized. 

The conditions of instalment pay.-nent are the same as those of credit. 

In case the income from privatization of a state-owned business share or share is due 
partly to the local government and partly to the SPA, the E-loan and the preferencial
instalment payment are to be applied simultaneously. It should be noted that the SPA has also 
the possibility -f offering instalment payment facilities when selling state-owned business 
shares and s;,&es. In such cases however, the privatization income will not constitute one 
lump sum (as in the case of loans) but a series of instalments will be paid to the State 
Property Agency. If an ESOP is not in question, the subject of the sale (privatization) may 
not only be business shares and shares, but any state-owned asset which is offered in Aind 
for sale by the State Property Agency or another state trustee organization as their own 
assets. 

4. Privatization ESOP: Credit and Instalment Payments 

4.1. ESOP: Credit Facilities 

4.1.1. Principles 

In case of establishment of an ESOP, credit facilities for privatization are possible
only if the SPA or the assigned consulting organization makes sure that the state debt will 
be irduced. 

In case of obtaining the credit, the debtor, i.e. the one who receives the credit, will 
be the ESOP organization. The primary condition of receiving credit is that a banking
institution, as a result of a credit analysis, approves the privatization project and accepts the 
ESOP as a debtor. 
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Instalment Payment Related to an ESOP Loan 

Since it is also true in case of an ESOP that a part (defined in the Finances Act) of 
the income deriving from the privatiza6,on of enterprises founded by local councils is to be 
transferred to the competent local government, the regulations concerning the instalment 
payment facilities which are related to the E-loan should be applied in this case as well. 

4.1.2. Own Financial Resources (Cash R ents). Term 

As in the case of any other privatization credit facilities, also in the case of credits 
provided within the framework of the ESOP, the minimum of own financial resources which 
a future share owner musi have has been determined. The following table shows the 
minimum of own financial resources in proportion to the average purchase price per 
participant of the shares and business shares to be purchased by the employees. 

The table clearly shows early that the credit facility enables the employees to privatize 
successfully, paying only a minimum of own resources. (There is a significant advantage in 
case of purchasing shares within the framework of an ESOP as compared to Existence 
Credit. In case of the latter, the cash requirement is 25 %of the purchase price -- regardless 
of any limit of value.) 

- The term is also very favourable. It may be as much as ten years, depending on the 
agreement concluded between the creditor banking institution and the applicant, including a 
maximum of two years grace period when only the interests must be paid. 

Another advantage is that the own financial resources may also be provided by the 
employer economic association applying an ESOP, and it may be provided for example to 
the debit of up to 20% of its pre-tax profits, according to the ESOP Law (see Article 26 of 
the law). 

4.1.3. Interest 

The basic question of establishing a credit facility is the charge imposed on to the 
beneficiary by the payment of interest and expenses. Similarly to the Existence Credit, a 
variable interest rate was defined for the ESOP. The basis for interest calculation is the base 
interest used by the issuing bank, which is 22% at present. The law maximized the possible 
interest margin that the bank can charge as 4%. If the base interest of the issuing bank 
subsequently changes, (considering the present tendency of changes in the interest rate, it is 
likely to decrease), the interest -- which is composed of the refinancing credit at 60% of the 
issuing bank's base interest and of the interest margin charged by the creditor financing 
institution -- also changes. Thus, under present circumstances, entrepreneurs and ESOP 
organizations are entitled to credit at an interest rate of 17,2%. 

4.1.4. Repayment 

5 



--

The ESOP Law stipulates the following for ESOP organizations as an obligation regarding
the repayment of credits and instalments: the profit (dividend) on the business shares and 
shares which were purchased through the utilization of credit and instalment payment
facilities, must be spent on the repayment of current liabilities. 

4.1.5. Guarantee
 

Regarding entreprcneirial credits it is a general problem that the applicants are riot 
able to provide sufficient collateral as required by the bank. A great concession for 
employees participating in the ESOP is that they are not obliged to provide credit collateral. 
The ESOP Law leaves opportunity for the employer company to assume a guarantee for the 
debts of the ESOP organization, thus diminishing the risk of the banks. 

4.1.6. Demand for Sharing the Risk of Providing Credit 

The two basic elements of the prevailing legal regulations concerning privatization are 

the following: 

a. Giving priorities to employees of the employer company during privatization, 

b. - Categorization of state enterprises which are slated for transformation. 

The priorities provided by the law may realized only if the beneficiaries are able to 
utilize them. The condition of this is that there should be sufficient amount of privatization 
credit and that it should be available to the interested parties. As it is well known, so far the 
commercial b2nks provided Existence Loans and instalment payment facilities only in 
connection with the so-called "pre-privatization", because the SPA accepted the risk of giving
credit only in this case. As it is also well known, the persons asking for credit -- due lack 
of assets -- are not able to provide the guarantees to the banks which credit. That is why such 
applicat.,jns were usually rejected by the banks. As an exampie of an exception, the legal 
stccessors of some service companies may bo mentioned, where the employees request for 
E-loan was not rejected because the employer company -- on the basis of a smaller part of 
its assets and of credit demands representing only a smaller part of the value of its assets 
undertook a guarantee for repayment of the loan. Such cases occurred with companies in 
which the employees are majority owners or exclusive owners. 

The ESOP Law offers a possible solution for the problem of financing, since the 
conditions of the privatization credit determined in the ESOP Law allow the application of 
purchase on instalments. Also in this case, during the 10-year term, the unpaid purchase 
price bears the reduced interest pertaining to the Existence Loan. 

The government will reduce the risk of those banks giving loans by the establishment 
of a credit guarantee institution. 

4.1.7. The Projected Structure of the Credit Guarantee Institution 
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According to our knowledge, the credit guarantee institution will consist of the 

following elements: 

source of capital of this company is the income from privatization. The subject of credit will 

a. the non-profit institution providing the guarantee and 

b. a separate state fund providing to the above-mentioned institution a counter guarantee,
which is part of the government expenditure and the source of which is the state 
budget. 

The projcted form of the guarantee institution is joint-stock company (Rt.). The main 

pay a fee to the Rt. for the guarantee. The fee must be under 6%, which is the rate offered 
by insurance companies, and must also be less than the 4 %that the Existence Loan bears and 
which is due to the commercial bank providing the credit. 

As a condition for granting credit, the bank providing the credit must acquire 
mortgage rights at least on the assets purchased with the credit. 

In case the entrepreneur(s) declare insolvency, the amount deriving from the
liquidation of the enterprise or the amount recovered during the proceeding of distraint will 
be partitioned among the creditor bank, the guarantee institution and the state fund, in 
proportion to their assumption of risks. The proportion of the assumption of risks regarding
uncollectible debts is the following: commercial bank -- 20%; guarantee institution (Rt.) 
24%; counter-guarantee fund -- 56%. 

Thus, the risk lies mainly with the counter-guarantee fund. A smaller part of it is 
debited to the privatization incomes. The risk of the bank is reduced by the fact that the 4% 
interest margin is due to the bank, while the guarantee fee is due to the guarantee instittifion. 

An important element: both the interest margin and the guarantee fee may be charged 
to expenses. Thus they reduce the tax base of the company. 

The above-described guarantee may be related to the E-loan, to the ESOP loan, and 
to other credits for development and current assets financing. However, these guarantees may
be related only to the fulfilment of guarantee requests submitted by: 

(a) 	 natural persons who are corsidered inlanders under the Foreign Exchanges Act, 

(b) 	 companies which are majority owned by the persons defined in item (a) and in which 
the number of persons employed during the legal working hours does not exceed 300,
provided that all of the owners are considered as inlanders, 

(c) 	 cooperatives consisting of the persons defined in item (a), where the number of 
persons employed during the legal office hours does not exceed 300, 

(d) 	 Employee Stock Ownership Plan (ESOP) organizations. 

The term of the above-mentioned guarantee request is not more than 10 years and the 
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amount of the guarantee does not exceed HF 100 million. 

Note: the limit on the number of employees does not apply to ESOP organizations. 

4.2. Privatization with ESOP Participation 

4.2.1. Principles 

The ESOP Law -- under the same conditions as those of the credit facilities -- gives 
to the State Trustee Organization the right to enter into : privatization sales contract with the 
entitled buyer on the stipulation of instalment payment. The ESOP organization will act as 
a buyer also in this case. 

4.2.2. The Current Legal Regulation of Participation 

Participation is regulated by Article 376 of the Civil Code (hereinafter CC) as a 
special type of sales contract as follows: 

CC, Article 376 (1) The parties may agree on instalment payments by the buyer over 
stipulated time periods and transfer of the asset to the buyer before full payment of the 
purchase price (participation). 

(2) The seller may reserve in writing the right of withdrawal or cancellation of the right of 
instalment pzyment in case the buyer defaults on the instalment payments. The seller may 
exercise this right in the case of the first default only if he advised the buyer in advance and 
provides sufficient time to make the payment. 

(3) In case of the seller's withdrawal from the contract, the buyer must pay a utilization fee 
and compensat- for the loss which exceeds the depreciation caused by the proper use of the 
asset. 

(4) The risk of destruction or depreciation of the asset is borne by the buyer, even in the case 
of preserving the ownership right by the seller. 

Any kinds of sales contract, inching the participation, are also subject to the 
following provisions of CC Articles 368, 373-375: 

-

-
-
-

reserving the ownership right until the full payment of the purchase price (CC Article 
368) 
right of first priority to purchase (CC Article 373) 
right of repurchase (CC Article 374) 
option for others (CC Article 375) 

In the case of participation -- as a basic rule -- the risk of losses caused by insolvency 
of the buyer is borne by the seller (the state), in contrast with purchase using privatization 
credit, when the commercial bank which provides the loan will bear the risk. We must 
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examine whether this is a good reason for reluctance. We think we do not have to prove that 
the guarantee institution system outlined above may also be applied in the case of 
participations which correspond to the already mentioned requirements. 

4.2.3. Collateral Obligations Supporting the Contract that Provides the Assumption of Risk 

by the Credit Bank Case of Participation 

Article XXIII of the CC outlines the collateral obligations which support the contract: 

- down payment 
- severance pay (penalty) 
- warranty 
- tank guarantee 
- stipulation of loss of rights 
- mortgage right 
- caution money (guaranty) 
- guarantee (security) 

In case of participation, as an addition to these collateral obligations, the seller is 
entitled to 

- cancellation of the contract, and 
- withdrawal of instalment payment facilities, if the buyer does not pay the instalment 

when due, according to Article 376 of the Civil Code. 

Closely related to this issue is the buyer's obligation to pay losses exceeding the
depreciation caused by proper use, which is -- even in the case of reserving the ownership
rights  borne by the buyer, together with the danger of loss of the asset transferred to the
buyer. (Naturally, in case of cancellation of the contract, the buyer is obliged to pay a charge
for use for the period of use.). 

In case of providing a privatization loan, the bank. as creditor. reserves theright of 
m.ogagg and the state, as seller, does not make use of the collateral obligations supporting
the contract, because the buyer pays the full purchase price in cash from credit when the 
sales contract is concluded. 

Beside reserving the right of mortgage in the loan contract, the bank providing the 
loan can naturally stipulate obligations supporting the contract (e.g. guaranty of employer
company) however there are certain obligations which cannot support the loan -c-_j , first 
of all: 
- down payment 
- severance pay (penalty) 
- caution money. 
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Chapter III 

Comparison between privatization with credit facilities and 
privatization with instalment payment 

L. 	 Usual reasons. arguments and counter-arguments for giving preference to creditpurchase 

In our opinion the obligations which in case of participation can support the contract 
- especially if the buyer reserves the right of cancellation and withdrawal of instalment 
payment facilities, while at the same time reserves the right of repurchase or maintains 
ownership right until the full payment of purchase price which is accompanied by restraint 
of alienation for the buyer -- comp.nsate for the advantages attributed to purchase with 
credit facilities by certain financial experts.
The usual advantages of privatization with credit facilities are as follows: 

a) 	 SPA will immediately receive the full purchase price and transfer it to the National 
Bank, 

b) - when the credit is provided, the state debt will be immxliately transformed into 
private debt, 

c) 	 the subject of the purchase will be immediately privatised and
 
the sate will free itself from problems,
 

d) 	 SPA will not be obliged to make risk evaluation and the state, as the owner, will have 
simpler registration and administration obligations. 

All those mentioned above are -- in our opinion -- reasons of political importance or 
not even that kind, because 

ad a) 	 the income of SPA from E-loan is not significant and will not remain at SPA and, 
furthermore, in case of participation interest payment liabilities are borne by the 
buyer not by the state; 

ad b) 	 even if the purchase is financed by credit, the state debt of the national economy can 
only be reduced to the extent of repayment of the principal of the credit. In case of 
participation this sum is equal to the repayment of the purchase price; 

ad c) 	 several cases of privatization support that the state trustee organization, which 
represents the state as the owner, will not be freed by the privatization sales contract 
financed by credit or cash from its former obligations relatzd to the state property
which forms the subject of privatization; 

ad d) 	 In case the privatization is financed by credit, obligations of the state trustee 
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organization concerning risk evaluation, registration and administration will not bereduced. Having regard to the various obligations of the state, as former owner, -
stipulated or not by the buyer, but still enforceable -- this is impossible within the 
warranty and prescription period relating to the legal transaction. 

In our view in case the purchase is financed by credit, the involvement of the bank 
as creditor will result in a more complicated process to acquire property than a simple
participation, while the sales contract will not free the state -- the former owner -- completely
from its former obligations. However bankruptcy of any bank -- see banks already declared
bankrupt -- can launch chain-reactions and can bring about political and economic losses to

the government which are significantly greater than those caused by cancellation of any sales
 
contract in case of participation, where the trustee organization must deprive the insolvent

buyer from the sold property share, whether it is a share, business share, any asset or right

referring to property.
 

Therefore the possibility of sale with credit or instalment facilities should not be

handled as a task for financial experts but as an ECONOMIC AND STRATEGIC ISSUE

with special regard to the categorization of companies mentioned before.
 

2. Necessity of implementing ptticipation 

- In the course of privatization it is the state's interest to reserve a certain part ofnational assets. However people have no savings and the lending resources of banks are

limited, though the Hungarian National Bank refinances the privatization loans provided by

banks from the state debt, therefore their source i:, unlirrited in theory. Lending limits for

banks are the consequence of their obligation to keep a 
part -- determined by the Bank
Authority -- of their qualified loans as reserves. Therefore the amount of privatization loans
is limited by the shortage of their own resources. (See Article 28 of Act No. LXIX of 1991

about banking institutions. Other (e.g. general) reserve requirements for banks have similar
 
implications. (See Article 29 of the same Act.)
 

3. Aruments againstinstalment facilities 
The SPA would like to obtain full payment immediately in order to maximize its income

for reducing the state debt. However, as it is mentioned before, instalment payment facilities
would allow SPA to raise the total amount of privatization, which would raise the income for 
reducing the state debt. 

The SPA does not have appropriate basis for risk evaluation of instalment payment
applications and does not have the appropriate administration mechanism for
collectition repayments due. However, these services could be carried out for a fee by banks
assigned by the SPA. In case the annual fee of these services is 4 % of the principal of the credit
and this fee is transferred to the borrower, credit conditions for the borrower would be the same 
as those of the E-loan. 



June 5, 1992 

THE ESOP EXPERIENCE
 
IN THE UNITED STATES AND INTERNATIONALLY
 

by Dr. lti!Asmon 
Chemonics International' 

I. INTRODUCTION 

Employee Share Ownership Plans (ESOPs) are a new financing technique which 
has experienced a phenomenal growth in the U.S. Since 1974, over 10,000 U.S. 
corporations - including some of the largest in the U.S. - became partially or completely
owned by 11.5 million employees (more than 25% of all U.S. corporate employees). The 
innovation of ESOPs is that employees acuire individual shares on credit. without any
cash payment or salary e uction on their part. The credit is repaid over a number of 
years through the increased revenue of the company - the employees pay for their shares 
through increasce n ' . The employees receive their shares upon retirement, but 
from the first year obtain dividends on their shares if the company shows a profit. The 
U.S. Congress has passed over 20 acts containing provisions which encourage employee
ownership. Hundreds of ESOPs have !*Aewise been established in the U.K. ESOPs are
 
advantageous .3and are supported by employees, management, present owners, the
 
banks,-the government, and the major political parties. Research has shown that
 
companies with significant employee ownership have much better labor relations and
 
productivity increases than comparable companies without employee ownership.
 

ESOPs are fast becoming a topic of actuality in many countries. In Latvia, state
 
farms and agricultural coops have been turned over to their employees through ESOPs,

adapted to local conditions. Several ESOPs have been established in Poland. 
 In Russia, 
some 2000 enterprises have been leased to their employees as a transition to employee
ownership. A pilot ESOP has been successfully installed in Egypt (the $150 million 
Alexandria Tyre Company, with 30% employee ownership). Employee ownership is an 
important feature of privatization in Chile. Argentina has legislated many ESOP 
provisions. In Korea's privatization program, employees were given a 20% share. 
ESOPs are being actively studied in over 60 countries including Mexico, Guatemala,
Costa Rica, and the Philippines. Many countries look to employee ownership as a 
politically acceptable way to end or reduce government involvement in deficit-ridden 
public-sector enterprises. 

' Chemonics International is one of the largest economic development consulting 
companies in the U.S. in the fields of international agribusiness, environment and local 
government. It is engaged (as a subcontractor to Coopers & Lybrand) in technical assistance 
to the Office of the Minister for Privatization for assisting the implementation of ESOPs in 
Hungary. Dr. L Asmon, senior international consultant, was chief economist on the first 
ESOPestablished outside the U.S. and U.K. (the $150 million Alexandria 4yre Company in 
Egypt). 



However, with the enactment of the ESOP Law, Hungary became the first country
in the world outside of the United States and Great Britain to have specific ESOP
legislation. Moreover, while in other countries the ESOP is legally classified under
another type of legal entity which is often not appropriate to its objectives (e.g. a pension
fund, a trust, an association, a union, etc.), Hungary is the first country in-whichth 
EOP is specifically recognized in the law as a new kind of legal entity created
 
specifically to facilitate the acquisition of shares by employees. 
 These facts put Hungary
in the forefront of the world ESOP movement. 

II. TIlE ESOP PRINCIPLES 

The ESOP is merely the best-known application of an economic system called
"ownership econotnics'. Ownership economics focuses on the questions of who owns the
productive assets of society, and how can ownership2 be better distributed. It is a third
 
economic system which transcends both conventional capitalism (ownership of most

productive assets by a wealthy minority) and socialism (ownership of most productive

assets by the state). It advocates economic policies which lead to individual ownership of 
productive assets by a large number of employees and other citizens. 

The inventor of the ESOP is Louis Kelso, a San Francisco financier and corporate
lawyer, who established the principles of ownership economics in his 1967 book entitled
"Two-FactorEconomics: How to Turn 80 Million Workers into Capitalistson Borrowed 
Money. The basic principle of ownership economics is to create new owners at the 
same time that new caDital is being created, through the use ofprduction crf. The
ESOP and similar financial mechanisms create access to productive credit for employees
and other citizens who normally do not have such access because they lack collateral. In

the ESOP, the shares are acquired through credit which is organised for a group of

employees and repaid out of its own profits and company contributions. Technically, the
 
ESOP is a 100% leveraged buyout in favorof theemployees (Louis Kelso is indeed the
 
inventor of the leveraged buyout).
 

It is also important to note what the ESOP is W. The ESOP is not any kind of
collective ownership, cooperativism, syndicalism (ownership by trade unions), nor the
German "co-determination" model (union representation on the company board) or the
Yugoslav "worker management" system. The ESOP results in private-sector corporations
managed for profit, in which a large number of the company employees and other citizens
have individual share ownership. The ESOP makes employees feel like owners and 
behave with the care typical of an owner, while leaving management to professional 
managers under tte authority of a board of directors. 

III. THE "CLASSICAL" ESOP MECHANISM 

The basic mechanism of a U.S. "leveraged ESOP" (i.e. an ESOP financed through
bank credit) functions as follows (Diagram I): 
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DIAGRAM 1 
NORMAL ESOP MECHANISM IN THE U.S.
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1. The company establishes an E.SOP trust, which is a legal entit" distinct from the 
company and legally considered to be an employee pension fund. 

2. The ESOP borrows funds from a lender. Since the ESOP Pas no collateral, the 
loan is u:ually guaranteed by the company. 

3. The ESOP uses the loan proceeds to buy company shares (newly- issued shares if 
the company uses the loan to acquire productive assets, or old shares if the ESOP buys
from an existing owner). 

4. The ESOP shares may be pledged to the lender as additional security. 

5. Every year the company 6epositf enough money into the ESOP trust to service the 
loan. Since the ESOP isregarded as a pension fund, through an ESOP the company can 
repay the loan with pre-tax profits. 

6. Whenever a part of the loan principal is repaid, a corresponding number of shares 
is released from pledge and deposited in employees' individual accounts in the ESOP
 
trust. 
 The number of shares allocated to each employee is usually proportional to salary;
seniority and other factors may also be considered. 

7. Of any dividends aistributed on the shares in the FSOP trust, a part is retained to 
help service the loan and another part is paid out to employees in proportion to the
 
iiamber of shares in each employee's account.
 

8. Employees normally receive their shares only at retirement.. Depending on the 
trust provisions, retiring employees may receive either the shares themselves or their fair 
mai..et value in cash. 

9. If an employee terminates service before -etirement age, and has been in service
 
less than 5-7 years, he receives only a part of the value of his account, according to a
"vesting schedule" included in the articles of the trust. 

10. The ESOP trust is voted by i's trustees. These may irclude company and bank 
officers, professional trustees, and/or employee representatives. The vote is passed
through the trust to the employees in the case of publicly-traded companies about all 
issues, and in closely-held companies regarding major e cisions (e.g. merger, 
liquidation). 

IV. ESOP ACHIEVEMENTS IN INDUSTRIALISED COUNTRIES 

ESOPs have become a significant movement in the U.S. since 1974, when the 
ERISA (Employee Retirement Income and Security Act) gave the ESOP legal recognition
and fiscal advantages. Since 1974, over 10,000 ESOPs have been established in the U.S. 
This includes most airlines, most petroleum companies, most major money centre banks,
and familiar names ,such as Xerox and Polaroid. The employees' share in ESOP 
companies varies from 1% to 100%, but in about athird of thesompanies emplovem 
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now own or are in the process of acauiring a maority of the shares. In many cases 
employee buyouts through ESOP are combined with management buyouts. Avis, the
world's second largest car rental company, was 100% purchased for US$ 1.75 billion by
its 20,000 employees. After the employee b,_:yout, Avis changed its motto from "we try
harder" to "ow.ner try harder", and has become more successful ,'-never. 

Over 20 acts promulgated by the U.S. Congres since 1974, and many more acts 
passed by state legislatures, contain provisions which promote ESOPs. The main tax
 
advantages for ESOPs are:
 

o Companies which borrow through ESOPs can repay the loan, principal with pre-tax 
profits; 

o Dividends on employee shares which are distributed to employees or used to repay 
an ESOP loan are exempt from the corporate income tax; 

o Banks which lend to ESOPs can subtract one-half of the profit on the loan from 
their taxable income; 

o Owners who sell tLh.ir shares to an ESOP and purchase with the proceeds other 
U.S. securities d,not ha e to pay capital gains tax as long as they keep the new 
securities. 

The net effect of these tax advantages is that in the U.S.. the cheapest way for a
corporationto borrow money is through an ESOP:rust by selling shares on credit to its
employees, and the most advantageousw ffo, an owner who wants to sell for any
 
reason, istosell his sharesto hisemplyees.
 

It has been shown by numerous studies that companies which have introduced
 
significant employee ownership, c.'mbined with meaningful employee participation in

decisic-making at the job level, perform significantly better than comparable companies

which have not. A U.S Government Accounting Office study found that companies

which combined the motivation provided by employee ownership with the opportunity for 
emploees to participate in decisions, which concern their work showed productivity
improvements over 50% greater thar. comparable companies without these. For example,
if productivity was growing at 3% per year without employee ownership, it would grow 
at 4.5 % per year with it. 

While headlines have been made by employee buyouts which saved failing
companies from liquidation, employu buyouts of troubled companies comprise only ,'bout
2% of all ;J.S. ESOPs. Some 98% of ESOPs have been established in operating
companies, and usually helped to make them more successful than before. Experience
has shown that ESOPs have been uite successful in factorieswthJLa e im * 
lP "rforce whoseeducational velwasve : ownership is something which even 
workers with little education can understand. 

The social effects of ESOPs are as beneficidl as their economic effects. Where
employee ownership was introduced, strikes usually stopped, petty theft disappeared, and
labor-management confrontations were replaree by mutuil search for increased 
profitability. 
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ESOPs are supported by management (in the U.S., ESOPs are usually initiated bymanagement), by the present owners, organised labor, the government, and naturally by
the employees. Politically, the ESOP concept cuts across the traditional division betweenright and left and enjoys support across the political spectrum - from both Democrats andRepublicans in the U.S., from both the Conservative and the Labor Party in the U.K. 

In the U.K., the ESOP movement has become significant since 1987, notably in
the privatization of bus companies. ESOP legislation was enacted in 1989 and again in1990. several hundreds of ESOPs have been establishcd so far. 'The U.K. ESOP
 
generally resembles the U.S. model.
 

V. ESOP ACHIEVEMENTS IN OTHtER COUNTRIES 

Several countries, for their own social and political reasons, have applied on alarge scale the principles of ownership economics, through mechanisms which represent
local adaptations of the ESOP model: 

- Latvia is reportedly quite advanced in agricultural privatization. The government-
starting from the principle that it is not the owner of state assets but their custodian onbehalf of the people--is implementing a large program of returning those assets to broad
based individual ownership. All state farms and cooperatives have been transformed intojoint-stock corporations. Their debts (which had no realistic prospect of being repayed)
were forgiven. Latvians could file claims for compensation for any property confiscated
from them or their families after 1940. The shares of every new agricultural corporation,
which represent its net assets, were allocated to all its actual and former employees

according to a given formula. Then these corporations were broken into w..nomic units
and the shareholders could bid with their shares for purchasing the units they were

interested in. The result is many economically-sized units, totally owned by present and

former employees, without a uebt burden. This process is well under way.
 

- In Mexico, after the general failure of cooperatives and collectives in the landreform sector, the farmers were reorganised in "smallholder agricultural corporations".
These are private-sector corporations in which each farmer is both a worker and a
shareowner. His share holding corresponds tc the 'and area which he puts at the disposal
of the corporation (while retaining th.; title). Over 10,000 such smallholder corporations
were estaolished in Mexico (notably for sugar, cotton And oilseeds), and they have been 
economically quite successful. 

- In Malaysia, the government's "bumiputera"initiative aims to give more economic power to the Malay majority. To this end, state-owned estates have been divested to theirlabor force (which is mostly Malay), with private-s-,ctor management. In this case as
well, the results are reported to be quite favorable. 

The first developing country to apply the U.S. ESOP model was Egypt, where a
pilot enterprise - the Alexandria Tyre Company, discussed below - was initi .ed in 1988 
(see section VI). 
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Argentina passed in July 1989 an economic reform law containing many expanded
ownership provisions. In state-owned enterprises which are privatized, employees must 
receive at least 10% of the shares. In Russia, about 2000 lerising schemes which give 
control to the employees have been implemented, and in at hast 100 cases the transition 
to employee ownership has been completed. Over 60 counties including Guatemala,
Costa Rica, Mexico and South Africa are actively studying the application of ESOP. In 
the Philippines, President Aquino sold through an ESOP shares to all workers in her 
family estate (a sugar plantation). 

Several other methods beside the ESOP have been used for creating employee 
ownership: share sale to employees at a discount, loans to employees to buy shares,
instalment payments, profit-sharing plans, stock options, etc. However, these methods 
have rarely been able to obtain for employees more than a very small amount (usually
less than 5%) of company shares. The great innovation of the ESOP and the reason it 
has been able to turn over 25% of U.S. corporate employees into shareowners is its 
ability to use the borrowing power of the company to purchase shares for employees and 
repay the loan out of future earnings. 

VI. CASE STUDY: THE ALEXANDRIA TYRE CO., EGYPT 

The first ESOP in a developing country is the Alexandria Tyre Company (ATC) in 
Egypt. ATC will cons.uct and operate a manufacturing plant for all-,teel radial truck 
tyres. ATC is a $150 million joint venture between the Pirelli Tyre Company of Italy,
the Egyptian-owned tyre manufacturer TRENCO, ten Egyptian banks and one insurance 
company, and the ATC Employee Shareholders' Association (ESA). Through the ESA, 
the employees acquired 30.5% of the founding shares of this new company and thus 
became as a group the largest shareholder. The employees' shares were 100% financed 
by ,. $18 million loan from the Ministry of International Cooperation. The loan funds 
originated from sale of U.S. commodities through the USAID. Until the ESA is legally
established, the National Investment Bank has assumed the loan as a temporary borrower 
on behalf of the employees. 

Through the ESA, the share holding of every ATC employee will exceed eight
times his annualsalary. His dividend income is projected to exceed 100% of his salary
income several years after the factory reaches full production. 

The adaptation of the ESOP model to Egyptian conditions contains several 
modifications with respect to the U.S. m )del: 

The Employee Shareholders' Association was invented as a substitute for the U.S. 
ESOP trust (since trusts are not recognized under Egyptian law). 

Through 1.he ESA, full voting rights in the employees' shares are passed to the 
employees. 

40% of the employee shares are allocated to employees of TRENCO, the Egyptia 1"mother company" of ATC. (Where there is a problem of redundant employees, 
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shares could be similarly allocated to employees who are laid off). 

Instead of principal and interest payments on the share acquisiion loan, the lender(the Ministry of International cooperation) will receive during the first tan years offull production 50% of the dividends distributed on the shares purchased with theloan. This is projected to repay the Ministry the actual purchasing ower of its
lkn, plus a certain administrative charge and risk premium, regardless of the rate 
of inflation. 

A multinational company--in this case Pirelli--agreed to provide state-of-the-art
technology and to assure performance through a ten-year technical managementcontract, while possessing only 10% of the shares. The remaining 90% are owned
by Egyptians, including 30.5% owned by employees. 

The Italian government provided a $59 million loan to the company--and thusindirectly to the employee-owners--at a nominal interest rate of 1%. Thusbilater lLcjitnd multi-lateral credits such as those of the World Bank) can be 
used to finance employee ownership. 

VII. ISSUES RELATED TO THE IMPLEMENTATION OF ESOPS 

Percentage of employee ownership: An a prioridetermination of the percentage

of company shares allocated to employees is not likely to be optimal. 
 The guidingprinciple should be that employees should have a significant stake in the company inorder to feel and behave like owners. Research has shown that what matters most to anemployee is not the percentage of company shares held by a employees, but the value ofhis prsonal share account. To provide significant motivation, the employee's share valueshould ideally equal 3-5 years' worth of salary or more. Thus it is recommended that thevalue of company shares allocated to the employees (including laid-off employees) in the course of privatization should equal 3 to 5 times the payroll or more. In differentcompanies this would amount to different percentage of the company shares, depending


on the capital intensity of each company.
 

Voting of shares by the employees: There is considerable variation regarding thevoting rights to be passed through the ESOP organization to employees. The ESOP is avery flexible instrument which can be designed to accommodate any concerns of itsfounders. Proper checks and balances can be built into the trust to safeguard againstirresponsible employee representatives as well as against unscrupulous managers or 
trustees. 

Moreover, research has shown that what matters most to the indiviJualemiloveeis not their voting rights in thegeneral assembly. but the control they have over theirimmediate workingenvironment. Systems such as the Japanese "quality circles" whichallow employee groups to formulate and implement their own ideas about how to improvetheir work, combined with ESOP which motivates the employees, have resulted in largeincreases in company profitability as well as employee satisfaction. 
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DIAGRAM 2

HUNGARY: MECHANISM FOR PURCHASING
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developing countries. The performance of ESOP companies is generally higher than of
conventionally-owned private-sector companies, because of the added employee
motivation. Inaddition to its positive economic effects, the ESOP has been shown to be
socially beneficial (it fosters industrial peace, eliminates strikes) as well as politically
acceptable (it is supported by both the traditional right and left). 

With the enactment of the ESOP law, Hunva-y gained a position of leadership in
the world employee ownership movement, and its prgress will be watched by many
countries. Development of the ESOP in Hungary depends on the enegy with which 
company managers and employee representatives will implement the opportunities offered
by he new law, as well as on the actions of the government to introduce additional
legislation which will give tax incentives to ESOP companies, as has been done in other 
countries. 

II
 



October 5, 1992 

NEW EQUITY FINANCE INSTRUMENTS FOR PRIVATIZATION IN HUNGARY 

CONCEPT PAPER 

A. The Difference between Equity and Debt Financing 

In financing the establishment and growth of a company, equity (own capital)works in a different way than credit. A given amout o _ha 

effect on company growth than the same amount of money in credit. One important 
difference between equity and credit is that if the company borrows capital, it must make 
fixed payments of interest and principal, which drain the company of cash. On the other 
hand, if the same amount of capital is available as equity, the owners are more likely not 
to take out all the earnings as dividends, but retain them in the company for its growth. 

Perhaps more important, the effect of equity oQn the rp bability of survival of the 
company is radically different than the effect of credit. Many studies have shown that 
most failures of companies occur during the first three years of their existence; and that 
the great majority of failures occur because the company is not able to meet its 
obligations to its crcdito.. 

- During the first few years of its life a company faces the highest risks--risks due 
to lack of knowledge of the market, technical production problems, lack of experience of 
the management, etc. et,-. Thus the operating profit' in the first few years is nearly 
always below projection'. Ifthe company operates with equity capital, it can survive as 
lonri However, if the company operates withas the operating protit is not negative. 
bo:Towed funds, and the operating profit is not suffcient to meet repayment obligatins, 
the company wiu! fail (unltss its creditors are willi.g to reschedule the repayments). 
Thus the more m _.v h Iopany borrows, the higher is the risk of its failure. 
Consequently, p.Jer e as much asnvnors wil! establish a company using equity capital 

a use credit judiciously for expansion. 

B. Financial Instruments for Raising Equity Capital 

Consequently, the greatest need of new entrepreneurs is not for credit (as it is 
often supposed) but for equity capital. It is equity, not .'redit. which drives the growth of 
new and small enterprises. Hungary's new credit guarantee program is intended to 
increase the flow of credit, but does not address this more important need for ,.quiqy 
capital. 

L "he U.S., the need for equity capital was partially addressed by the rapid
growth of the ventute capital industry in the 1970's. Venture capital companies invest 
equity in new enterprises which are expected to yield high returns, to compensate them 

' Value of sales less direct production costs (including payroll but not depreciation 
and interest costs). 
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for their higher risk. Likewise, international financing organizations (the IFC, OPIC, 
EBRD, Hungarian-American Enterprise Fund, Commonwealth Development Corp., etc.) 
may take equity positions in companies which need capital for expansion and 
modernization. 

In response to the need of new or expanding enterprises for equity capital, various 
forms of "quasi-equity" financial instruments have been created. Some of the more 
important ones are listed below, in descending order of their standing between true equity 
(common shares--at the top) or to ordinary bank credit (at the bottom)2. Normally, those 
instruments at the top of the list have the highest is;k and the highest expectations of 
profit; those at the bottom have prior claims in c.,,,; of liquidation of the company. 

1. Common shares: Normally have voting rights. Not limited in time (unless the 
company is). Dividends are not fixed in advance. Entitled upon liquidation to the 
residual value of the company after satisfaction of all other claims. 

2. Preferred shares: Normally non-voting. Normally not limited in time, but may be 
(on a fixed date, or over time) be purchased by the company for a predetermined price or 
converted to common shares. Entitled to predetermined dividends in case the company 
makes a profit'. 

3. Subordinated debentures: These are obligations (promissory notes) secured only 
by the overall value of the company (not by specific assets). Normally limited to 5-7 
years, at which time they are payable in full. Entitled to a share of the profits, or to a 
fixed dividend in case there are profits. In case of liquidation, are paid after credito3 
which have a senior claim. 

4. Corrate bonds: Have a fixed life, at the end of which they must be paid in full. 
Entitled to a predetermined interest. May be convertible to a fixed number of common 
shares. 

5. Secured term loans: Have a fixed term. The principal is paid gradually over the 
life of the loan, and interest (which may be fixed or variable) is paid on the unpaid 
balance. Are secured by mortgages on specific assets. 

6. Revolving lines of credit: For working capital. Company borrows variable 
amounts up to the credit limit, with no time restrictions. Interest is paid on the 
outstanding balance. 

2 This brief analysis of financial instruments does not pretend to treat the almost 

infinite variety and complexity of instruments such as oplions, warrants, etc. It should 
however be underlined that financial insunsmn exist or can be designed to fit almost 
every need of Hungarian privatization. 

3 The preferred dividends ;rc usually cumulative, i.e. if the company does not make 
profit in a given year, the unpaid dividends are payable from the profit of the following 
year. 
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C. 	 The Potential Use of New Equity Finance Instruments in Hungary 

Up to the present, the GOH has used to finance privatization only the last
 
instrument--bank loans (notably "existence" credit). However, it was seen above that
 
credit financing maximizes the likelihood of failure of the newly privatized companies.
 
Investors are therefore reluctant to borrow significant amounts. The high interest rates
 
(even for privatization credit) are another constraint. Consequently, the GOH will
 
increase the demand for state-owned proprties if. in addition to offering privatization
 
credit. it would (1) finance a part of the purchase price as a debenture. and (2)keep a
 
minority of the sha;es for a certain period.
 

The debenture part would be for (say) five years, payable in full at the end of that 
term (i.e. no payments of principal or interest in the interim), and entitled to a specified 
percentage of the company's profits. Appropriate covenants in the purchase agreement 
will specify the treatment of such debentures in the company's balance sheet (i.e. to what 
extent they may be treated as equity). 

A minority of the shares could held by the GOH, which would act in this respect 
as a venture-capital partner. Its share holding would constitute true equity, and the GOH 
would be able to maintain a certain control. 

- Suppose the investor can finance with his own resources only 25% of the purchase 
price (the minimum percentage of own resources allowed under privatization credit). He 
would have to borrow the remaining 75%, and his debt/equity ratio will be 31. This is a 
dangerously leveraged position. If the privatization credit is for five years at 17.2% 
interest, he would need a return on capital of 23.55% just to service his debt, and My 
lower level of profit would force him into bankruptcy. Furthermore, at such a 
debt/equity ratio no bank would give him a loan for working capital. 

On the other hand, suppose that: 

• 	 the investor finances with his own resources the same 25% of the purchase price, 

* 	 the GOH provides 25% as a subordinated debenture with returns equal to (say) 
25% of the company's profits, 

* 	 the GOH provides 25% as an instalment payment facility, and 

* 	 the GOH keeps a 25% equity position in the company. 

While a subordinated debenture isa liability, up to the date of repayment it 
behaves more like equity, since it does not oblige the company to pay fixed interest and 
principal repayments but a part of the profit. If the debenture is properly designed, o 
the instalment payment will be true debt, and the debt/cQuity ratio will b 0,33.1 (just the 
other way than in the preceding case). In this case, a return on capital of only 10.47% 
would be sufficient to service the debt. Furthermore, at such a low debt/equity ratio the 
company will be able to borrow additional credit for working capital. 
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The above financial structure could be converted over time to a 100% privately
owned company,as follows:
 

* The subordinated debenture could at the end of five years be (1) paid from 
reserves generated during the period, (2) rolled over, (3) replaced by new equity 
capital or (4)replaced by a loan. 

* .TheGOH shares would carry a permanent option for the private-sector owners to 
buy them, at face value or at the appraised market value. 

The GOH is exceptionally well placed to launch such new equity instruments. In
 
other countries, new capital is required for equity investments; such venture capital is
 
limited and it demands high returns. In Hungary, however, a financial structure including

debentures and GOH equity positions could be created without the investment of any new
 
capital, b. correctly structuring the purchase agreement to include these instruments.
 

D. The Government of Hungary as a Venture Capitalist 

1. The Characteristics of Venture Capitl 

The proposed financial structure includes a minority equity position for the

GOH for a limited period. This would plaL, ^'- GOH in the position of a venture
 
capitalist. Venture capital may be defined as a minority and temporary shareholding

position through an equity or quasi-equity investment, in a growth-oriented small- or
 
medium-size business managed by a highly motivated entrepreneur, which is usually

accompanied by management assistance". The venture capital industry has had a
 
phenomenal growth in the U.S. in the 1970s and 1980s, and since the 1980s has been
 
rapidly growing in Europe (especially the U.K.) and the Far East. Certain features which
 
are characteristic of venture capital account for this success:
 

:i. The venture capitalist takes a minority position in the company, and 
plans to exit after a number of years. His aim is not to control the company, but to 
eventually sell his shares for a profit4. 

b. To the venture capitalist, the collateral for his investment is not 
tangible (e.g. real estate) but intangible (research results, a new product, an innovative 
marketing idea, etc.). 

c. Tfhe venture capitalist expects a long initial period of negative cash 
flows and accepts a high risk of failure. 

d. The venture capitalist places paramount importance on the quality of 
the entrepreneur who heads the new enterprise. 

" This profit may be staggering--an increase of 10-20 times in the share value is not 

unusual. 

4 

L1I' 



e. The venture capitalist carefully scrutinizes requests for financing and 

selects only those which have sufficient probability of meeting his profit expectations5 . 

f. The venture capitalist is not a passive investor but adds value to his 
investment by providing active managerial assistance skills which new entrepreneurs 
typically lack: financing, contracting, strategic planning, management recruiting, etc. He 
may take over management control in case of mismanagement by the majority 
shareholder. 

2. 	 Business Promotion by Governments through Venture Capital 

The promotion of new small and medium businesses through venture
capital-type organizations is an appropriate role for government. The U.S. Government 
legislated and financed Small Business Investment Companies (SBICs), which are funded 
through private capital and government loans. These SBICs became the most popular 
venture capital organizations during the 60s and 70s. A reinforcing effect has taken place 
between venture capital and entrepreneurship. Evaluations of companies started with 
venture capital determined that "the benefits to the nation's economy and productivity 
were disproportionately large when compared with the capital invested". 

Government assistance to new enterprises in other countries has often taken the 
forms already existing in Hungary (low-interest credit and loan guarantee schemes). 
Other countries, however, have also established venture-capital-type programs to assist 
new enterprises. These may take the form of: 

a. 	 Direct equity participation in new small enterprises, where regional 
or social development are the final objectives (e.g. France's 'Socidtds de Diveloppement 
Regional", SODI in Spain ard 3NDESPAR in Brazil). 

b. Provision of loan funds to specialized venture capital firms such as 

the SBICs in the U.S. and similar companies in Japan. 

Another type of assistance, which is often associated with government venture 
capital assistance, is "small-business incubators". These include management assistance 
and shared support services (accounting, legal, etc.). 

3. 	 The Potential for Government Venture-Capital Supprt to Privatization in 
liung?ry 

As discussed above, the GOH is exceptionally well placed to act as a 

venture capitalist by establishing in certain privatized companies a finan:ial structure 
which includes debentures and temporary GOH minority equity positions, since in 
Hungary this could be achieved without the investment of any new capital, by correctly 
structuring the purchase agreement to include these instruments. 

Normally only 10-20% of financing requests survive the initial screening, and onlys 

2-3% 	lead to an investment. 
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Itwas stressed above that the venture capitalist not only manages his investment, 
but adds value to it by providing active management assistance skills which new 
entrepreneurs typically lack. In Hungary, an organization is necessary to fulfill these 
functions. In conceiving such an organization, the case of PRI-MAN is instructive. 

Hungary's "self-privatization program" is managed by PHI-MAN, which is a Kft. 
whose shares belong to the SPA but which acts in many respects like a private-sector 
company. PRI-MAM, in turn, contracts the privatization of specific companies to various 
consulting firms. A similar arrangement could be used to establish a Kft. which would 
act like a venture-capital company: (1) manage on behalf of SPA the GOH minority 
equity positions inprivatized enterprises, and (2)give such enterprises management 
assistance. Various consulting firms could be contracted by this company to provide the 
management assistance to individual enterprises. It is likely that international assistance 
organizations such as the PHARE, EBRD or bilateral programs will be interested in 
financially supporting such management assistance to privatization. 

E. The Effect of New Euity Finance Instruments on Employ= Owner 

The use of new financing instruments such as minority equity positions and 
debentures could also assist employee ownership. It was seen elsewhere' that a firm with 
a return on equity of about 20% can achieve, through existing discount preferences and 
ESOP credits, employee ownership of 30%-40%. Thus--if the existing management is 
satisfactory and the only constraint to privatization is lack of capital--in such firms an 
ESOP incombination with debentures and a GOH minority position could obtain control 
of the firm and achieve up to 100% employee ownership over time. 

F. The Effect of the New Equity Instruments on Privatization. 

Up to the present, privatization has not yielded to GOH the income expected. 
Government property is typically sold at 1/3-1/2 of its assessed value. Part of this 
problem lies with incorrect valuation methods which overstate the value of the assets, lack 
of coherent policies, bureaucracy of the privatization process, etc.; but an impQtnt cause 
of the low lling price of public assets is the non-existence of adequate financing 
mechanisms. The provision by GOH of new and creative financing mechanisms will both 

• increase the demand for public assets and the pace of privatization, and 

* increase the price which the private sector will be willing to pay for government 

6 "Issues Relevant to the Financing of ESOPs in Hungary", working paper by the 

C&I/Chemonics ESOP technical assistance to the Office of the Minister for Privatization, 
Sept. 1992 
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December 5, 1992 

ISSUES RELEVANT TO THE FINANCING OF ESOPs IN HUNGARY' 

This paper discusses the key issues relevant to the financing of ESOPs in 

Hungary. These issues are: 

1. 	 the potential demand for ESOP financing, 

2. 	 the constraints to ESOP financing, 

3. 	 the need for using instalment payments to finance ESOPs, 

4. 	 the rationale for free share distribution to employees. 

A. 	 The Potential Demand for ESOP Financing 

Three approaches were used to arrive at an estimate of the potential demand for
 
ESOP financing:
 

* 	 considerations of the past and present rate of privatization in Hungary, 

* 	 considerations of the profitability of the companies to be privatized, and 

* 	 considerations of the interest shown by company management in establishing
 
ESOPs.
 

Annex 	A gives the details of the calculations. 

It should be underlined that these are rough estimates based on incomplete and 
sometimes contradictory data, combined with subjective estimates. With this caveat in 
mind, all three methods conclude that the demand for ESOP financing in 1992 and 1993 
will be at the rate of about 4-5 billion HUF per year. This amount is not what ESOPs 
will achieve in Hungary, but what they objectively could achieve if the competent 
authorities give ESOPs in practice the advantages which the law allows. 

The amount of 4-6 billion HUF/year is well wiihiji the capacity of the Hungarian
credit system, considering the various mechanisms available in the law for ESOP 
financing: 

* 	 loans at 60% of the refinancing rate plus 4%, 
* 	 National Guarantee Fund loan guarantees, and 
• 	 purchase from the SPA on instalments. 

'This is an update and slight rearrangement of the September 9 Article with the same 
title. The contents is essentially the same. 

I 



Thus the extent to which ESOPs reach the feasible target of 4-6 billion HUF/year 

will depend on the will of the competent authorities to implement them. 

B. 	 The Constraints to ESOP Financing 

The four main constraints to achievir.g the volume of ESOP financing estimated 
above (4-6 billion HUF/year) seem to be: 

* 	 political will of the privatization authorities, 
• 	 financial viability of the employer company,
* 	 willingness of the majority owners to make company pre-tax contributions for 

financing the ESOP loans, and 
* 	 collateral for ESOF loans. 

These 	four constraints are discussed in the following. 

1. 	 The Political Will to Create Employee Ownership 

In the 	past, the privatization authorities have shown a definite tendency to 
limit emplo.__nownership of privatized state enterprises. This reluctance to allow
employee ownership is forcefully expressed by ihe fact that, of the 202 state-owned 
enterprises (SOEs) transformed up to the end of 1991, the average amount of employee
ownership was only 1%. Only 16% of the transformed companies had employee
ownership at ?l, and in these companies the employee share holding averaged 6.8%. 

In practice, SPA attitude to the ESOP will determine, to a large degree, the extent 
of ESOP achievements in Hungary. The SPA's main concerns to be.seem 

* that the ESOP does not bring in any new money to, ielp reduce the state debt; and 

• 	 that employee ownership in excess of 10% may make other investors unwilling to 
invest. 

These SPA concerns are addiessed in Annexes B and Annexes C. 

There are, however, signs that this past attitude on the part of the SPA may be 
changing, as: 

* the rate of sales of state assets for hard currency is diminishing since most 
properties which are attractive to foreigners have already been sold (Annex B); 
and 

* 	 the government realizes the importance of creating a Hungarian class of property 
owners. 
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2. 	 The Financial Viability of the ESOP's Employer Company, 

Beside political will, the major constraint to ESOP financing is the 
profitability of the employer company. In addressing this constraint, is !iseful to recall 
what ESOPs are not. ESOPs are neither management organizations nor enterprises in and 
of themselves, and the primary motivation to establish ESOPs is not economic. This 
means that the ability of an ESOP to incur debt for financing the purchase of shares for 
employees if primarily influenced by the income proiections of the compan-_y in which it 
owns shares. 

Beyond the profitability of the employer company, there are a number of other
 
factors which influence the financial feasibility of an ESOP:
 

* 	 the equity which employees are willing to bring to the table; 

* 	 the dividend distribution ratio, which determines how much of the company's
 
profits will be actually available to finance the ESOP;
 

* 	 tax advantages, which enhance the attractiveness of the ESOP to management and 
majority owners from a purely financial point of view; and 

* 	 credit facilities for borrowing through ESOPs. 

Considering that the ESOP's ability to finance itself depends primarily on the 
profits ensuing from the employer company, the author- have prepared a mathematical 
model for determining tme possible extent of ESOP share acquisition as.a function of the 
financial performance of the company. The model assumes that the competent authorities 
will allow combining the various fiscal advantages available for ESOPs under the law, 
namely: 

" 	 purchase of sha-es or discount, 

• 	 low-interest ESOP financing (from banks, eventually with a guarantee by the 
National Loan Guarantee Fund, or from the SPA through instalment financing), 
and 

* 	 the ability of the employer company to contribute to the ESOP 20% of the pre-tax 

profit. 

The model considers three successive building blocks of employee ownership: 

a. 	 First, the employees buy shares with a 90% discount up to the smallest of: 

* 	 the amount of retained profits existing at the time of privatization, over and above 
the registered capital, 
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0 10% of the company's registered capital, or 

* one year's salary of the employees participating in the ESOP. 

Because of the very high discount, this method should be used first and to the
 
fullest extent wherever possible.
 

b. Second, the employees buy shares at 50% discount, to the extent that total 
discount does not exceed 10% uf the company's registered capital (15% in exceptional 
cases) or one year's salary of the participating employees. 

c. Third, an ESOP loan is secured to buy as many shares as the company's 
cash flow projections allow. Where the borrowed funds amount to less than five million 
HUF per employee (this will be practically always the case), the ESOP loan can cover 
98% of the required financing and the employees must contribute the remaining 2% in 
cash. 

Through repeated trials, the model maximizes the percentage of employee
 
ownership which the projected company profits will support.
 

The model was applied to the financial data of nine Hungarian companies which 
are at present making preparations to install ESOPs. Thus the results below are real, not 
hypothetical. Two runs were made for each company: 

a. Case 1: The company does not declare ny dividends, hence no 
dividends on ESOP shares are used for loan repayment.' The ESOP loan is repaid with 
20% of the company's pre-tax profits. This is expected to be the usual case (Annex E 
shows why usually it is financially advantageous for the company to contribute 20% of its 
pre-tax profit to the ESOP). 

b. Case 2: The company distributes 85% of the post-tax profits as 
dividends. The ESOP loan is repaid with all the dividends on all the employee shares 
(whether purchased with employees' own funds, price discounts, or ESOP credit), pii 
20% of the company's pre-tax profits. This is an extreme case, since in most cases the 
company will prefer to retain the post-tax profit to finance its growth. However, this 
case shows the ti.aoretical maximum percentage of employee ownership. 

2 The ESOPLaw specifies that all dividends on ESOP sharesmust be usedfirst of all 
to pay all current ESOP debt obligations. However, if the company distributes no 
dividendL -evidently this restrictiondoes not apply. 

Moreover, if the company pays all cur ESOP obligationsby contributing20% 
of itspre-taxprofit, there will be no current obligationsarthe time that the dividends are 
declared, so that even if the company declaressome dividends, dividends on the employee 
shares could be distributedto the employees. 
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TABLE 1: POSSIBLE EXTENT OF EMPLOYEE OWNERSHIP IN VARIOUS HUNGARIAN COMPANIES 9/8/92 
(figures in millions of HUF) 

No. of Regis- 1992 1992 
Total Employee Shares 
Using Using 20% of 

Emp- tered Total Projected Return 20% of Profit Plus 85% 
No. Type of Company Ioyees Capital Equity Profit on Equity Profit of Dividends 

I Gas equipment maint. co. 161 30 45 5 11.1% 21.2% 29.0% 

2 Battery producing company 400 1300 1300 151.9 11.7% 33.9% 47.2% 

3 Clothing trade co. 740 357 357 60 16.8% 35.9% 53.0% 

4 Do-it-yourself trade co-op 423 400 436 76 17.4% 27.1% 39.5% 

5 Food processing co. 262 530 650 113 17.4% 30.2% 52.2% 

6 Industrial products trade co. 840 680 758.6 140 -8.5% 32.7% 59.0% 

7 Bakery I 608 350 364 70.5 19.4% 39.1% 73.7% 

8 Consulting and trade co. 250 672.3 695.3 150 21.6% 37.3% 78.1 -A 

9 Furniture producer 60 220 220 60 27.3% 34.8% 67.7% 

10 Bakety II 779 429 442.9 140 31.6% 53.2% 100.0% 



Annex D shows, as an example, the application of the model to one of the nine 

companies (a bakery). 

Table 1 shows the results of the model runs on the nine companies. 

The table shows, as expected, that the most important factor determining the
 
possible percentage of employee ownership is the profitability of the company, as
 
expressed by the return on equity in the first year.3
 

If the ESOP is financed only by company contribution of 20% of its pre-tax profit 
(this is likely to be the usual case), Table 1 shows that return on equity in the range of 
17%-22% makes possible total employee ownership in the range of 27% to 39%. 

If the company distributes 85% of its post-tax profits as dividends and the ESOP is 
financed both by dividends on all the employee shares and by 20% of the company's pre
tax profit, Table 1 shows that return on euity in the range of 17%-22% makes ib 
total employee ownership in the range of 39% to 78%. An important result is that, if 
bhQL 85% of the post-tax profits on the employee shares and 20% of the total pre-tax
profits are used to repay the ESOP credit, in seven of the nine companies the employees 
could achieve more than 50% ownership, so that hLey could establish a policy of such 
high dividend distributions. 

2. Willingness of the Majority Owners to Contribute 20% of the Company's
 
Pre-Tax Profit for Financing the ESOP Loan
 

Table 1 has shown that in reasonably profitable companies (current return on 
equity of 17%-22%), company contribution of 20% of its pre-tax profit to pay off a low
interest ESOP loan, combined with the existing discount facilities, can create 27%-39% 
employee ownership. But why should the majority owner contribute 20% of the pre-tax
profit to the ESOP? Would he not be losing money out of pocket? Surely, although 40% 
of the contribution would have otherwise been taxed away, the other 60% would have 
remained as distributable profit? 

Annex E shows that this is not the case. The majority owner, if he behaves in a 
financially rational way, would allow the company to contribute pre-tax profit to the 
ESOP for the same reason that most of the 10,000 ESOP companies in the U.S. make 
such contributions: because, 9wing to the tax advantage, contributing money to the ESOP 
would actually increase the post-tax profit. The calculations in Annex D show that in a 
hypothetical company with registered capital of 100 million HUF, which was acquired 
using the minimum of own funds and the maximum of credit, the use of an ESOP to 
purchase 30% of the shares would increase the post-tax profit by 5 million HUF per yewr. 

-' The model runs show that in nearly all cases, it is the profit in the first year which 
determines the possible extent of employee ownership. Thus the precisionofprojections 
of future Profits is notso importantin determining how much the ESOP can borrow. 
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3. The Issue of Collateral for E-SOP Loans 

If !hc ESOP credit is provided by commercial banks (as opposed to SPA
 
credit through sale on instalments), the problem of collateral is likely to arise, since the
 
only collateral the ESOP has to offer is the shares purchased with the loan. Article 26(6)
 
of the ESOP Law specifies that shares purchased with a loan may constitute at mos 75%
 
of the loan collateral; this signifies a collateral-to-loan ratio of a 1.33:1. In
 
practice, Hungarian banks customarily demand a collateral ratio in the range of 1.5:1 
2:1. 

Moreover, if a bank has to foreclose on an ESOP, it is because the company 
cannot meet its debt obligations; in such a case, the company shares are not worth their 
face value. Consequently, even if the employer company has good cash flow projections, 
unless the employees bring in substantial equity they will need an outside guaranmee to 
obtain a commercial bank loan. 

a. The Probable Effect of the Credit Guarantee Corporation 

The collateral issue can be mitigated through the participation of the Credit 
Guarantee Corporation(CGC). The CGC was formally established at the end of 1992. For 
a fee of 1%-3% annually, the CGC will guarantee up to 80% of loans which are 
otherwise sound but which do not have sufficient collateral. This means that in the case 
of default, the CGC will pay the bank up to 80% of the principal and accumulated 
interest on the loan. The bank must recover the maximum possible on the loan collateral, 
and share the proceeds with the CGC proportionately to the amounts lost by each. ESOP 
loans of up to 100 million HUF will qualify for CGC guarantee. 

It is important to realize, however, that the CGC does not solve for the bank the 
problem of insufficient collateral--it only decreases its size. If the CCC assumes 80% of 
the risk on a 100 M HUF loan, and receives 80% of any amount collected on the 
collateral, this is tantamount to the bank making a 20 M HUF loan with only the shares 
purchased for the 20 M as collateral.4 From the banker's point of view, instead of 100 
M HUF loan with insufficient collateral, this is a 20 M HUF loan with insufficient 
collateral. In addition, from the banker's point of view the 80% CGC guarantee is not 
completely certain, and there are certain administrative costs in collecting it. 

The bank may have particular problems in lending to an ESOP, since (1) the 
banking relation may not be as personal as with an individual borrower, and (2) the ESOP 
is once removed from the employer company: the bank must consider whether the 
employer company will honor its commitment to service the ESOP loan. In consequence, 

" It is true that the bank will collect the annualservicefee of 4% on the entire 
amount of 100 M HUE. However, for a ten-year loan the total servicefee will be about 
0.04*100*0.5*10 = 20 M HUF, which is no largerthan the amount that the bank as at 
risk. 
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the banks may not be willing to make an ESOP loan even with an CGC guarantee. 5 

International experience with such loan guarantee funds indicates that whenever the 
amount guaranteed is less than 100%. the fund does not significantly increase the total 
amount of credit provided by the banks to transactions they would not normally finance. 
In many cases, the guarantee funds are not used at all for the above reason--the banks are 
not prepared to take the amount of risk not covered by the fund. Where the guarantee 
funds 	have been used, they functioned as insurance programs for the banks, and they 
freed up reserve requirements; however, the international experience indicates that sh 
guarantee programs hardly ever encouraged the banks to incur unaccustomed risks or to 
introduce innovative financial techniques. 

This international experience is likely to be exacerbated in the case of Hungary, 
where a formerly socialist banking system--geared to lending to large state enterprises--is 
asked to perform as a lender to small private businesses. Since the banks do not have the 
structure or the commercial banking experience required for lending to small businesses, 
they will tend to operate as before. Much training will be required before the banks will 
be able to make good loans to small business. 

C. Two-Tier Credit For Accelerating Privatization through ESOPs: Coordinated Use 
of the Credit Guarantee Corporation and Instalment Payments 

The collateral constraint was discussed above. It was seen that even with a 80% 
CGC guarantee, the banks may decide that the 20% risk is still to great for them. hi.L 
however, does not necessarily mean that an ESOP should not be a component of 
privatization of the company in question. It may only mean that the risk is too great for a 
commercial bank. However, the government's risks and rewards from privatization are 
different from a banker's. For a banker, the reward is only the 4% spread on the ESOP 

There are several wcys to mitigate thisproblem, for example: 

* 	 additionalcollateralof the borrower, which guaranteesonly the artount risked by
 
the bank;
 

* 	 comnpensatojy balance (forexample, if the real credit needs are 100 M HUF, the 
bank lends 125 M HUF--ofwhich the CGC guarantees80%, i.e. 100 M HUF--and 
the lender keeps 25 M HUF of the proceeds in afixed deposit account which 
guaranteesthe loan, so that in reality none of the bank's money is not at risk); 

* 	 "stacking"of collateral (forexample, of the 100 M HUF worth of shares 
purchasedwith the loan, shares worth 40 M HUF or more will back up the bank's 
20 M HUF which are at risk). 

Of these methods, thefirst is not open to ESOPs (since the employees are not 
individually liablefor the loan); the second is not legal (althougnsometimes it is 
practiced);the thirdmay be used if the CGC operatingregulations allow it. 
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loan. 	 For the government, the rewards are: 

* 	 achieving the privatization of one more company 
* 	 receiving the value of the shares (albeit in instalments)
 

getting rid of any budget losses caused by this company
 

In view of these rewards, it is in the government's best interest to have another 
option 	for speeding up privatization. The CGC option is subject to the banks' decision 
whether or not to use it. Without another option, some potentially good privatization
deals may not be approved because of insufficient collateral, and the pace of privatization 
is likely to be slowed down. Thus it is recommended to use the instalment payments
mechanism as a "lender of last resort" if the banks do not provide a loan, even with an 
CGC guarantee, for a privatization in which the government is interested. 

The reasons instalment payments have not been used so far, and the advantages of 

using them, are discussed in the following. 

1. 	 Reasons for Not Using the Instalment Payment Facility 

Up to the present, the SPA has not used the instalment payment possibility 
for the following reasons: 

a. The SPA preferr, to receive the entire payment immediately in order 
to produce the maximum revenue for reducing the State debt. However, if instalment 
payments are used to finance a privatization which was not approved by the banks, the 
SPA would increase the total volume of privatizations. This would ultimately increase the 
revenue available to decrease the state debt. 

b. The SPA does not have the technical capacities to perform the risk 
analysis of applications for instalment payment facilities and the administrative mechanism 
for collection of payments due. However, these services could be undertaken by banks as 
agents for the SPA on a fee basis. If the annual service charge for such services amounts 
to 4% of the loan principal, and this charge is passed on to the borrower, then the terms 
for the borrower would be identical to those of ESOP bank credit. 

2. 	 Reasons for Using the Instalment Payment Facility 

There are, however, a number of good reasons for using the instalment 
payment facility as a "second safety net" to allow privatizations which the government 
finds desirable, but which do not qualify for bank credit even with the Loan Guarantee 
Fund: 

a. 	 Since the government would benefit from an accelerated rate of 
privatization, for the reasons discussed below, the government should be willing to take 
risks which the banks are not interested in taking. 
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b. The government, through the SPA, n take more risks than the 
banks, with less negative consequences. For a bank, difficulties of the borrowers in 
meeting the repayment schedule may result in collapse of the bank; for the SPA it means 
only that the debts will have to be rescheduled or, at worst, that the SPA will have to 
repossess the shares. 

c. 	 The government is able to exercise more flexibility than the banks 
to finance transactions which are in the government's best interests. Such flexibility
 
could be shown, for example, in the following areas:
 

" 	 Rescheduling the debt in cases of non-payment due to factors beyond the 
company's control may be done by the government more easily than by the banks. 

" 	 Innovative credit arrangements may be accepted more easily by the government. 
For example, suppose the government wants to privatize a company whose past 
performance does not justify a bank loan, but whose management makes a 
convincing case that the company could be turned around. In this case the 
government could sell the shares for a determined percentage of the future profit 
for a given period of time. (This is commonly done in situations where the future 
income stream cannot be accurately forecast--it is called rQyalty). 

3. The Advantages of Sale of Shares on Instalments where bank credit is
 
refused are:
 

a. The risk which the government is taking in selling on instalments 
SOEs which have weak cash flow would be more transparent and manageable than the 
risk taken by the government in allowing the banking system to finance the purchase of 
the same SOEs and assuming 70% of the risk of the CGC guarantee. 

b. Instalment payments would be less complicated to administer than a 
loan with an CGC guarantee, so that there will be less administrative cost and delay. 

c. In the event the borrower is unable to repay, it is much easie L. 
repossess the shares, since they are held as security by the SPA--it is not necessary to 
undergo a time-consuming legal procedure for obtaining a court order to repossess the 
shares. 

d. Public-sector deficits will be reduce: As soon as an enterprise is 
privatized, its deficits cease to be a problem of the public sector and become a problem of 
its new owners. Any subsidies provided to the enterprise by the state can be eliminated. 

e. Income to the state will be increased: Even in the worst-case 
scenario that the enterprise later cannot meet its instalment payments and its shares must 
be repossessed by the State, this is better than the present situation that a large number of 
enterprises which can be privatized remain in state property and do not bring any income. 
In other words, a few payments are better than none. 
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f. The government could accelerate the privatization of priority sectors 
by allowing instalment payments in such sectors. 

g. The backlog of non-privatized enterprises would be reduced, so that 
the government would not be exposed in an election year to charges of not moving fast 
enough on privatization. 
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December 5, 1992 

ANNEX A: THE POTENTIAL DEMAND FOR ESOP FINANCING 

Three approaches were used to arrive at an estimate of the potential demand for 
ESOP financing: (1) considerations of the past and present rate of privatization in 
Hungary, (2) considerations of the profitability of the companies to be privatized, and (3) 
Considerations of the interest shown by company management in establishing ESOPs. 

It should be underlined that these are rough estimates based on i.complete and 
sometimes contradictory data, combined with subjective estimates. With this caveat in 
mind, all three methods conclude that the demand for ESOP financing in 1992 and 1993 
will be at the rate of about 4-6 billion HUF per year. This amount is not what FSOPs 
will achieve in Hungary, but what they objectively could achieve if encouraged by the 
competent authorities. 

The amount of 4-6 billion HUF/yea' is well within the capacity of the Hungarian 
credit system, considering the various mechanisms available in the law for ESOP 
financing: (1) loans at 60% of the refinancing rate plus 4%, (2) National Guarantee Fund 
to help qualify ESOPs for such loans, and (3) purchase from the SPA on instalments. 
Thus the extent to which ESOPs reach the feasible target of 4-6 billion HUF/year will 
depend on the will of the competent authorities to implement them. 

A. Estimates Based on Current Rates of Privatization 

The following table shows the number and value of state-owned enterprises (SOEs) 
in Hungary: 

Est. Value 
State-Owned Enterprises Number (Bill. HUF) 

SOEs existing on 1/1/91 2,244 1,900 
SOEs controlled by SPA 1,897 1,860 
SOEs to be owned at least 51% by the State 160 550 

Trustee Organization (STO) 
(550 B = value of STO shares) 

SOEs subject to privatization 1,737 1,440 

Of the value of 1,440 B HUF of SOEs potentially priv-,tizable, SOEs with a value 
of about 1180-1380 B HUF will be transformed (ready for privatization) at the end of 
1992. 



The following table shows the rate of privatization since its inception on March 1,1990: 

Total Estimated 
3/1/90 1/1/91 1/1/92 3/1/90 1/1/92 

to to to to to 
C2/1/90 12/31/91 30/92 6/30/22 12/31/92Companies transformed: 

Number 27 191 155 373 N/A
Value (bill. HUF) 120 345 830 1295 130-1330 

Value of co's privatized 
(funds received 
by SPA, in B HUF) I----205(?) ----I 37.1 80-90 

Of which: foreign exch. I---83.64(?)---I 26.4
 
(71%)
 

The rate of actual privatization at 80-90 B HUF/year is expected to continue
 
through 1993. Up to the present. about 80% of the privatized state property was sold to
 
foreign interests (this is indicated by the percentage sold for foreign exchange), a.d__Q.0
 
about 20% to Hungarian citizens. If this trend continues through 1993, then 16.18 B
 
HUF/year will be sold to Hungarians. It is a reasonable target lhat 25% of the state
 
properties sold to Hungarians (i.e. 5% of the total privatized) will be sold to employees
 
through ESOPs. On this basis, the maximum demand for FSOP financing will be 4-6
 
billion HUF/year.
 

Among the 202 SOEs transformed in 1990-1991, only 33 SOEs (17%) had my
employee ownership, and in those SOEs the average amount of employee ownership was 
only 6.8%. Thus, before ESOP law was enacted, the total amount of employee
ownership in the SOEs transformed was only about 1% (onepercenfl. The target of 5% 
of employee ownership through ESOP will be an enormous increase in comparison to the 
I% achieved in the past. 

With this caveat in mind, both methods conclude that the demand for ESOP 
financing in 1992 and 1993 will be at the rate of about 4-6 billion HUF per year. This 
amount is not what ESOPs will achieve in Hungary, but what they objectively goI 
achieve if encouraged by the competent authorities. 

The amount of 4-6 billion HUF/year is well within the capacity of the Hungarian
credit system, considering the various mechanisms available in the law for ESOP 
financing: (1) loans at 60% of the refinancing rate plus 4%, (2) National Guarantee Fund 
to help qualify ESOPs for such loans, and (3) purchase from the SPA on instalments. 
Thus the extent to which ESOPs reach the feasible target of 4-6 billion HUF/year will 
depend on the will of the competent authorities to implement them. 

2
 



B. 	 Estimates Based on the Profitability of the Privatized Companies 

It was seen above that approximately 1,737 SOEs with a total value of about 1,440
B HUF (average 829 million HUF each) are potentially privatizable. These companies 
may be roughly divided into the following categories: 

* 	 about 20% will have to be liquidated--hence not ESOP candidates; 

o about 20% are operating in the red--hence not ESOP candidates; 

* about 	20% are profitable, operating intensively and exporting--the SPA will try to 
sell these to foreign investors, hence not ESOP candidates; 

• 	 likewise, the SPA will try to sell to foreign investors SOEs requiring new 
technology, new export markets and heavy investments--hence these also are not 
ESOP candidates; 

* 	 This leaves a maximum of 40% of the SOEs (about 700 firms, with a value of
 
about 580 B HUF) which are potential ESOP candidates.
 

Assuming that these SOEs will be privatized within about five years, the privatized
value will be 116 B HUF/year. If for various reasons only one-half of these companies
will establish ESOPs, and the average employee ownership through ESOP credits (not
including employee purchase through price discounts) will be about 10%, the credit 
requirement will be 5-6 billion HUF/year. 

C. 	 Estimates Based on the Interest in ESOPs Shown by Management 

All indications are that the interest of company management in the ESOP is
considerable. The most quantitative measure to date of this interest is the attendance at
the 6/19/92 conference hosted by the Minister for Privatization to launch the ESOP law.
At this conference some 1700 persons representing about 1000 organizations attended.
About 500 of these organizations were Kft's (mostly too small to establish ESOPs) or
banks, 	government agencies, consulting companies, etc. Thus about 500 were companies
which could potentially use ESOPs. Assuming that one-half of them and other 100 
companies (to be contacted through ESOP conferences now being planned), with an 
average value of 829 million HUF each, would actually establish over 5 years ESOPs,
and that the ESOP will acquire on the average 10% of the shares, we again come to an
estimated demand for ESOP credit of 5-6 billion HUF/year. 
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December 4, 1992 

ANNEX B: THE EFFECT OF SALE TO ESOP ON THE STATE DEBT 

The SPA leadership has clearly expressed that the government's first priority in 
selling state property is to maximize renues in order to finance the large foreign debt 
inherited from the previous regime, and the current state budget deficit. Consequently, 
the most frequently expressed objection of the SPA to employee ownership is that 
employee ownership does not bring in any new money to maximize the state revenue 
from privatization for ieducing the state debt. 

This, however, is true only in comparison with sale to foreigners for foreign
exchange, which reduces the external state debt. For reduction of tLhe internal state debt. 
sale to ESOP for credit is just as effective as sale for cash in forints. The, reason for this 
is explained in the following. 

There are two ways to reduce the state debt: 

* sell state property for cash (preferably foreign exchange); or 

* convert state debt to private-sector debt. 

Selling for cash is certainly preferred by the SPA, since cash revenues (especially
foreign exchange) reduce the current government deficit. This explains why, of the state 
property privatized in the first half of 1992, fully 71 % was sold for foreign exchange
(Annex A). This figure supports the estimate that 80%of the privatized state property 
was sold to foreigners and only 20% to Hugarians. 

However, supposing we define: 

C = the current budget deficit 
D = the internal state debt 
P = proceeds from privatization 

Then if the proceeds P are in cash and are applied as current state income, the net 
current budget deficit will be (C - P). The state will borrow this amount from the Bank 
of Hungary or other internal sources (e.g. issue of state bonds), so that the resulting 
internal state debt will become D + (C - P). 

On the other hand, if the proceeds P originate from ESOP credit (or other 
privatization credit), the amount P is converted from state debt to private-sector debt. 
Thus the state debt is reduced from D to (D - P). The state will borrow the current 
deficit C, so that the resulting internal debt will be (D - P) + C, which is equal to D + 
(C - P) above. Thus for the purpose of reducing the internal state debt. share sale to the 
ESOP on credit would serve just as well as sale for cash in HUF. 



Furthermore, the current trend of selling about 80% of the privatized state 
property to foreign interests cannot be expected to continue for long, since: 

* 	 it is not sustainable, because most of the SOEs which were attractive to foreigners 
already have been sold; 

* 	 it is socially and politically unacceptable, since the GOH is likely to be accused of 
alienating the national patrimony and allowing foreign domination of the economy. 

Thus, to maintain or acce!erate the present rate of privatization, the government 
will have to sell a more of its property to Hungarians. Since Hungarians do not have 
sufficient cash (or prefer to keep it in secure, high-interest saving deposit. ), increased sale 
to Hungarians will require more sale on credit. As far as sale on credit is concerned, 
share sale, on crystit to ESOPs has exactly the same effet on the state debt as share sale to 
individuals through "existence" credit or through a "privatization lease". 
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December 4, 1992 

ANNEX C: THE CONCERN THAT ESOP MAY MAKE OTHER
 
INVESTORS UNWILLING TO INVENT
 

The objection to employee ownership may have another source: a perception that 
if employee ownership exceeded 10%, other investors may be unwilling to invest. 

To the authors' knowledge, this perception is not based on fact. Whenever a 
majority buyer of state-owned property does not have sufficient funds (this is the usual 
case), 	 he would prefer to have a minority shareholder (up to about 30%) rather than 
borrow the needed funds: a minority sharehtiler reduces his investment capital
requirements, without diminishing his control of the company. An ESOP is a particularly 
convenient minority shareholder, since experience indicates that the ESOP board tends to 
support company management (the ESOP Law allows the company to appoint up to 1/3 of 
the ESOP board). In a sample survey of the management of 10,000 ESOP companies in 
the US, 80% of the companies surveyed said that establishing an ESOP was "a good 
decision which has helped the company", and only 4% said that it was a bad decision. 
56% of the companies said that the ESOP improved the productivity of the company, and 
only 1%said that the ESOP harmed productivity. In Egypt, during the establishment of 
the Alexandria Tyre Company, the principal founders (including Pirelli Tire of Italy,
which cannot be suspected of charity) in fact welcomed the acquisition of 30% of the 
shares by employees through ESOP financing, since this decreased their investment 
requirements without diminishing their control. 

It is worthwhile to note that several post-socialist governments in Central and 
Eastern Europe have made the equitable distribution of state assets--including distribution 
of a part to employees--one of the objectives of their privatization policy. In Latvia, 
ownership of all state farms and cooperatives was transferred to present and former 
employees through distribution of shares. In the privatization policy of tile Russia 
Federation, 30% of the shares are distributed free of charge to the employees. When the 
authors asked the Russian privatization authorities whether a 30% employee ownership 
would discourage foreign investors, they replied that: 

* 	 there was no evidence to that effect--.on the contrary, in their experience foreign 
investors viewed employee participation favorably, and 

" 	 the law itself stipulates that, if an investor insists on purchasing 100% of the 
shares, then the employees receive 30% of the privatization proceeds. 

It is likely that the will of the Hungarian privatization authorities to allow ESO)P 
transactions will be influenced by: 
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* the ability of the state to sell its enterprises without considering employee 
ownership, and 

* 	 the attitude of the employees themselves and the way the.y express this attitude to 
the government in political terms. 
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ANNEX D: ESOP CALCULATIONS FOR BAKERY "A" 9UN 
(monetary figures in millions of HUF unless otherwise noted) NO. 10A 
ASSUMPTIONS: MAX. TOTAL DISCOUNT = 10% 9/1/92 
ESOP LOAN AT 17.2% FOR 10 YEARS, 2 YEARS GRACE PERIOD 
DIVIDEND PAYOUT RATiO = 0% 

Company statistics
 
Registered capital= 350
 
Retained earnings= 14
 
Total equity= 364
 
No. of employees= 608
 
Est. annual payroll= 152 (est. average salary=250,000 HUF/employee/year)
 

1992 1993 1994 1995 1996
 
Pre-tax profits= 70.5 85 87 97 107
 
Return on eqity= 19.4% 23.4% 23.9% 26.6% 29.4%
 

Step 1: Transform the company, with employee shares up to 10% of rqistered capital 

Registered capital= 350
 
Employee shares= 14
 
Employees pay 10% of share value= 1.4
 
Discount=90% of share value= 12.6
 

Step 2: Employee, buy shares at a 50% discount, up to 10% of the company's 
registered capital 

10% of company's registered capital= 35 
Discount=1 0% of company's registered 

capital, less discount used in Step 1= 22.4 
50% payment by employees= 22.4 
Value of shares purchased at 50% discount= 44.8 

step 3: Employees establish ESOP, get an ESOP loan - loan service equals 
dividends on ESOP shares plus 20% of company's pre-tax profit 
(Assumptions: Loan isat 17.2%, ten-year term, two-year grace period 

Loar may be pre-paid 
Dividend payout ratio = 0%) 

Value of shares purchased with ESOP loan= 31.95
 

Annual interest payment during 2-year grace period= 14.10
 
Annual payment during 8-year principal repayment period=23.92%= 

(Objective is that during fist 5-year period there will be enough funds for debt
 
service, i.e, amount avail, for pre-payment stabilized not less than 0 during first 5 years)
 

19.60 
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RUN NO. I OA (CONT'D)
 

Pre-tax profits= 
20% of pre-tax profits= 
Taxable profits (80%)= 
Post-tax profits (60%) = 

Dividends (0%)= 
Dividends on employee shares= 
Total available for debt service= 
Debt service= 
Reserve avail, for pre-payment= 

1992 
70.5 
14.1 
56.4 

33.84 
0.00 
0.00 

14.10 
14.10 
0.00 

1993 
85 
17 
68 

40.8 
0.00 
0.00 

17.00 
14.10 

2.91 

1994 
87 

17.4 
69.6 

41.76 
0.00 
0.00 

17.40 
19.60 

0.71 

1995 
97 

19.4 
77.6 

46.56 
0.00 
0.00 

19.40 
19.60 
0.50 

1996 
107 

21.4 
65.6 

51.36 
0.00 
0.00 

21.40 
19.60 
2.30 

Value of shares purchased with ESOP loan (98%) = 
Shares purchased with employees' resources (2%)= 
Total shares purchased in step 3= 

81.95 
1.67 

83.62 

SYNOPSIS OF STEPS 

TOTAL FOR ALL EMPLOYEES (MILLIONS OF HUF) 

Employees' Sources Discount or Credit Total Emp. Shares 

Step 1 
Step 2 
Step 3 

This step 
1.4 

22.4 
1.67 

Accumul. 
1.4 

23.8 
25.47 

This step 
12.6 
22.4 

81.95 

Accumul. 
12.6 

35 
116.95 

This step 
14 

44.8 
83.62 

Accumul. 
14 

58.8 
142.42 

TOTAL FOR ALL EMPLOYEES (%OF COMPANY EQUITY) 

Employees' Sources Discount or Credit Total Emp. Shares 

Step 1 
Step 2 
Step 3 

This step Accumul. This step Accumul. This step Accumul. 
0.4% 0.4% 3.5% 3.5% 3.8% 3.8% 
9.2% 6.5% 6.2% 9.6% 12.3% 16.2% 
0.5% 7.0% 22.5% 32.1% 23.0%f_ j391 

PER AVERAGE EMPLOYEE (HUF) 

Employees' Sources Discount or Credit Total Emp. Shares 

Step 1 
Step 2 
Step 3 

This step 
2,303 

36,842 
2,751 

Accumul. 
2,303 

39,145 
41,895 

This step 
20,724 
36,842 

134,786 

Accumul. 
20,724 
57,566 

192,352 

This step 
23,026 
73,684 

137,537 

Accumul. 
23,026 
96,711 

2J4,247 



September 4, 1992 

ANNEX E: ESOP FINANCING FROM THE ENTERPRENEUR'S
 
POINT OF VIEW
 

The main incentives to employee ownership at present are: 

• share sales at discount totalling up to 10% of the registered capital, 

* ESOP loans at reduced interest rates (currently 17.2%), and 

• possibility for the company to contribute 20% of the pre-tax profit to the ESOP. 

Table 1 of the text lias shown that in reasonably profitable companies (current 
return on equity of 17%-22%), the combination of these existing fiscal advantages can 
create 30%-40% emp!oyee ownership. But why should the majority owner contribute 
20% of the pre-tax profit to the ESOP? Would he not be losing money out of pocket?
Surely, although 40% of the contribution would have otherwise been taxed away, the 
other 60% would have remained as distributable profit? 

This Annex shows that this is not the case. The majority owner would contribute 
pre-tax profit to the ESOP for the main reason that about 10,000 companies in the U.S. 
do it: because, owing to the tax advantage, contributing money to the ESOP would 
actually increase the post-tax profit. The calculations below show that in a hypothetical 
company with registerd capital of 100 million HUF, which was acquired using the 
minimum of own funds and the maximum of credit, the use of an ESOP to finance 30% 
of the shares would increase the post-tax profit by 5 million HUF per year. 

Basic assumptions:
 

Price of government shares or assets = 100 M HUF
 
Working capital requirement = 30 M HUF
 
Bank of Hungary refinancing rate = 22%
 
Interest rate on E-credit and ESOP credit = 22%*60% + 4% = 17.2%
 
Interest rate on commercial loans = 37%
 

Entrepreneur's own resources = 45.85 M HUF (the minimum of own resources rquired
 
by law to finance the purchase, plus working capital)

Operating profit = 34.46 M/year (thelminimum necessary to finance this transaction)
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.neA: The Entrepreneur Finances Entirely with Own Resources. 

Maximum existence credit (E-credit) allowed = 76.65 M 
Own resources necessarj for share or asset purchase = 23.35 M 

Entrepreneur finances (45.85-23.35) = 22.5 M L' working capital from own resources 
7.5 M from a commercial loan at 37% 

E-credit conditions: 10 years @ 17.2% (annual repayment =24.83%) 

Debt burden of E-credit = 19.01 M/year (payable from after-ta profit) 

Operating profit = 34.46 M 
Debt burden on working capital loan = 2.78 M/year 

Before-tax profit = 34.46-2.78 = 31.68 M 

Tax = 40% = 12.67 M 

After-tax profit = 60% = 19.01 M 
Debt burden of E-credit = 19.01 M 

Net profit to entrepreneur = 0 

Case B: An ESOP is Established to Buy Shares for 30 M HUF 

15M is obtained from government discounts (9.1 M) and employee payments (5.9 M) 

15M from ESOP loan (10 years @ 17.2%; annual repayment=24.83%) 

ESOP debt burden = 3.72M/year
 

Entrepreneur finances the remaining 70M as follows:
 
54.15 M with E-credit 
15.85 M with own resources 

Entrepreneur finances from own resources (45.85-15.85) = the entire 30M working 
capital

He needs no commercial credit 

Firm's equity = 130M, of which entrepreneur has 100M = 77% 

Operating profit = 34.46 M 
Debt burden of ESOP credit = 3.72 M = entirely deductible 
Before-tax profit = 34.46-3.72 = 30.74 M 
After-tax profit = 60% = 18.44 M 
Debt burden of entrepreneur's E-credit = 13.43 M 

Neteaftr-tax profit = 5.01 M (compared to 0 without the ESOP) 
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Of which: To entrepreneur = 77% = 3.86 M
 
To employees = 23% = 1.15 M
 

If the after-tax profit is divided so that equal return is obtained on own resources invested 
by entrepreneur (45.85 M) and by employees (5.9 M), emtrepreneur's net profit will be 
4.44 M and employees' profit will be 0.57 M. 

Conclusion 

Situation during first 10 years 

Company will have net after-tax profit 5.01M/year Mre with an ESOP for 30M than 
without it. 
Accumulated earnings to company over 10 years = 50.1 M 

Entrepreneur will have a net profit of 3.86 M to 4.44 M per year mo with an ESOP for 
30M than without it. 
Accumulated earnings to entrepreneur over 10 years = 38.6 M to 44.4 M 

Situation after first 10 years 

With an ESOP: The firm has a net worth of 130 M and no debts; entrepreneur has 100 
M equity (77%) 

After 10 years, annual before-tax profit = 34.46 M 
After-tax profit = 60% = 20.68 M 
Entrepreneur's profit = 77% = 15.92 M 

Without an ESOP: After 10 years the firm has a net worth of 122.5M and a 7.5 M 
working capital debt; entrepreneur has 122.5 M equity (100%) 

annual before-tax profit = 34.46-2.78 = 31.68M 
Entrepreneur's after-tax profit = 60% = 19.01 M 
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THE ROLE OF EMPLOYEE EDUCATION AND COMMUNICATIONS 

A mother's response to her crying baby is to come to her baby's aid. 

A taxi driver's response to a red traffic light is to come to a stop. 

A pedestrian's response to the aroma of freshly baked pastries is to stop and buy a 
bun. 

A Primer on Successful Communications 

These simple, every day scenes demonstrate the power of successful 
communications. How so? In each case, a communication exchange occurs 
between a sender and a receiver. The communications succeeds since the desire 
of the sender is fulfilled by the response of the receiver. The cries of the baby in 
need of comfort draw the attention of it's mother. The traffic signal, as 
designated by the community to manage order in the streets, alerts the driver of 
his right-of-way status: STOPI. The aroma, as concocted by the baker, attracts 
new business from the hungry pedestrian who wanders into the shop. 

A Message and the Desired ResDonse 

Certainly the notion of communications then is quite simple. Send the message 
and get the desired response. 

Of course, there is much more to making successful communications in our 
complex world than this implies. It remains fair to say, however, that success in 
the form of "sending the message and getting the desired response" is the end 
result of a longer communication process. 

Getting to the end result is the hard part. You see, the industrious baker put much 
thought into the his message using an enticing aroma as the medium. He built his 
shop in the center of a busy commuter path, directed the exhaust fans onto the 
street and prepares cinnamon buns at precisely 7:30am to heighten the awareness 
of his fresh baked goods. His message is clear; come in and buy baked goods; 
without speaking a word. The pedestrian responds to the message by entering the 
shop and buys goods. 

What communication techniques were employed by the baker to deliver his 
message and achieve a desired response? What conditions existed that helped the 
baby achieve it's communication objective? What factors did the community 
consider when they used the traffic light as their communications solution? 
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Now, at this point I would expect you to wonder how these simplistic illustrations 
relate to the employee communication issues of ESOPs in the transformation of 
ownership in Hungary. What bearing does the cry of a baby, the red light of the 
traffic signal or the aroma of the baker have on issuing ESOP information to 
employees? Will not all employees respond to the ESOP opportunity based on 
news of success by some? If communications can be illustrated so simply, then 
why not provide a simple communications plan for employees? 

The answers to these questions will become apparent as we explore further the 
communications process. The above three illustrations each appealed to different 
human senses; one relied on sound, another relied on vision and a third relied on 
smell. None offered a similar solution to the other, yet they all achieved the 
desired response. The correlation to employee communications iE not that a 
communications solution is simple or complex, but how the solution is determined 
to achieve the best, desired result. This paper will explore the components of the 
communications process that, when carefully applied to any situation, can assist 
the communicator in influencing the receiver to respond in a particular way. 

Following this "theoretical" discussion is a practical example of a communications 
strategy for employee communications regarding the introduction of an ESOP. The 
strategy is designed to fit general ESOP situations but will require tailoring for 
specific, local conditions that apply. 

The Process in Communications - Before the Message and the Response 

Send the message and get the desired response. Clear enough, but long before a 
message is delivered a series of critical steps must occur to formulate the most 
appropriate message and delivery. 

1. Assessing The Need 

2. Developing The Message 

3. Choosing The Right Medium For The Message 

Assessing the Need 

In the second illustration, the community determined that this particular 
intersection was.dangerous. The frequent Accidents occurring on this site were 
causing destruction to personal property, injury to people, extra burden on 
emergency services and frequent congestion as a result of blocked passage 
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through the intersection. The community had a nee to em,ate the danger f m
 
this intersection.
 

Does the enterprise need employee involvement to successfully transform to 
private ownership? Does the enterprise need highly informed or moderately 
informed employees to initiate change? Does the organization need to stir 
enthusiasm to build morale, loyalty and higher productivity? 

Communications is based on helping to fulfill a need for the sender. A carefully 
devised message seeks to achieve a response that will benefit the sender in a 
desired fashion, therefore fulfilling a need. Understanding the needs of the sender 
is the first critical step of a successful communication exchange. 

Here are opposing communication philosophies that successfully fulfilled the 
business needs of two U.S. companies. This illustration shows that even under 
similar organizational circumstances, communications can be used in dramatically 
different fashions to fulfill specific needs. 

* 	 A U.S. media company (about 700 employees) was concerned about the 
retention of their young, low paid workforce. Their business need was to do 
a better job retaining these employees since high turnover is expensive 
regarding placement and training costs. A defined contribution retirement 
plan was in place that offered an unusually high company match on 
employee contributions. The view was this plan offered a better than 
average benefit than wds available at competitive companies. 

However, the plan was under-utilized because employees did not understand 
the benefit it provided. The company viewed communications as an 
important tool for achieving its objectives. A communication campaign was 
devised to excite and educate the employees with posters, a video, 
summary materials, employee meetings and other teasers. Participation in 
the plan as well as employee retention increased in direct response to the 
communications that were used. 

* 	 A U.S. insurance administration company (about 1,000 employees) also had 
a defined contribution plan in place for their young, low-paid employee 
population. The Plan offered an averag.! benefit to the employees. 
Participation was low, but fulfilled special U.S. discrimination tests against 
providing P greater percentage of benefit to highly compensated employees. 

While 	recent changes to the Plan required a certain level of communications 
to employees, the company decided .to attract as little attention as possible 
to avoid the possibility that participation would increase. You see, increased 
participation would only drive up the cost to the company by forcing 
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additional company contributions to individual accounts and increasing 
recordkeeping expenses. The need of the comoany was to orevent an 
increase in costs due to specific 1lari changes that had to be communicated. 
In this case, a low level communications approach (cover letter and required 
documents to current participants only) served the company well by not 
attracting attention and subsequently not increasing participation in the plan. 

These two similarly organized companies each have different conditions under 
which they operate in order to maximize their place in the competitive market. The 
conditions under which an organization implements ESOPs are quite varied as well. 
Issues regarding profitability, financing, assets, collateral, workforce, etc., differ 
from one organization to the next. Therefore, the role of employees in the decision 
making process will change from one situation to the next. The challenge in this 
phase is to determine what the business needs are, and then determine if specific 
employee responses to communications, if any, would benefit these business 
needs. 

Sn far this discussion is from the employer's point of view. If employee 
representatives are the initiators of the ESOP process, rather than the company 
parent or management, their view on communications may be quite different. The 
needs of the employee population are of critical importance in determining how 
communications are developed. It is important to recognize what needs exist from 
the employees' point of view. How will the employee group contribute to 
implementation of the ESOP? What level of understanding will be required to make 
informed decisions? These kinds of questions will help employee leaders assess 
their needs prior to shaping a communication message. 

Using Diagnostic Tools to; Assess Needs 

The community agenJa included the dangerous intersection only after numerous 
traffic, police, and accident reports were filed. Through a community survey, they 
learned that the ge.-,eral opinion was to improve the intersection. Only after a 
thorough assessment of the need did the community consider developing the 
message that would fulfill their need. Similarly, the baker over many years had 
asked his customers what brought them to his shop. Enough customers replied 
that the aroma brought them in, not advertisements. From thi. data the baker was 
able to employ his powerful message. 

Will employees respond to the notion of ownership in a manner that wili 
secure the necessary votes? Is your .organization prepared to implement 
change through communications to fulfill the business needs? 
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Many 	diagnostic tools are used in the U.S. to assess the needs of an organization 
and evaluate the existing communications environment. These diagnostics 
influence how communications mesages are prepared and delivered. 

Diagnostics are often performed as a combination cf three methods. 

* 	 Survey Research. General attitudes, specific issues and preferential 
measurement can be revealed by informal and formal survey methods. 
These surveys can be conducted of various departments, staff levels, trade 
organizations, industries, financiers etc. The results that are gathered can 
provide statistical support for identifying a need. 

* 	 Focus Group Research. Again, general attitudes, specific issues and 
preferential measurement can be revealed but in a more highly interactive 
approach that involves individuels in a face to face setting. Issues and 
questions can be explored and probed further to reveal more comprehensive, 
or focused, details that will contribute to the needs assessment process. 
Focus groups are more opinionated and less statistically valid, but can be 
used successfully to get a pulse from a general population about their 
perceptions on specific needs. 

* 	 Communications Audit. This diagnostic method documents the past and 
current communications practices that could be used as a benchmark for 
future communications activity. An audit simply catalogs all materials, 
methods and frequency of communications in a particular organizational 
environment. 

Developing The Mes.g-e 

The message the community devised was that traffic should alternately stop to 
allow other traffic to pass through. This message, when conveyed correctly to 
achieve the desired response, would alleviate collisions, injury and traffic. This is 
the best message to resolve this situation. 

What message can be developed to express the value of an ESOP to a 
young, middle age or older worker? Does the message provide the right 
kind of information for an individual to make a decision upon or act on? 

The simple form of the message is that it describes a specific condition and it 
seeks a response that will benefit the condition. The message is an idea that when 
conveyed can be interpreted in the closest form that it was meant. 

In the broad view, the message regarding an ESOP may be that it will benefit an 
individual for many years to come. The narrow view of the message may include 
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the specifics of a meeting date, time and place. Each message, whether broad or 
narrow, that is integrated in the communications strategy will always serve a 
specific need in that a desired response will be t,:piected. 

Developing the best message strategy to employees regarding ESOPs, of course, 
depends on the extent to which ESOPs will play in the transformation of ownership 
among myriad situations. Simply providing all available information does not make 
an appropriate message nor does it necessarily fill the business need. Although in 
certain situations, it just might! 

Understanding the Receiver 

The mother heard the baby's cries but was distracted with her two other children 
who had come in from the cold. Attention was given to these children as they 
shook off the snow and unwrapped their winter clothing. Finally the mother went 
to the baby's aid. The communication method used by the baby was successful, 
but only zfter other priorities were settled. 

How effectively will each communication element work in introducing ESOPs 
to employees? Can an employee meeting be assured the required 
attendance to achieve an acceptable voting level? Will the employees and 
managers and decision makers respond according to the goals of the 
organization? 

In much of this discussion it has been assumed that the receiver would interpret 
the sender's message and respond according to the sender's wishes. In the eyes 
of independent thinking people this is not so easily done. The sender will 
invariably be confronted by many walls before achieving communications success. 
Some of these are describe below. 

Reception 

Bad reception on the television prevents a viewer from seeing the picture. The 
ability for the employee to receive a message should be considered carefully. 
The employee may not be at a listed address, he may not have time to read 
material, he may not be able to read at the level of the material delivered, he may 
have higher priorities at the time of the communication, and so on. 

Even in the best of circumstances some portion of the population may not receive 
a specific communication. The goal of the sender is to design and deliver the 
communication in a manner that will reach.the broadest segment of the population 
in the most efficient way. 
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Attention and Interest 

A rommunication must capture tne attention and hold the interest of the receiver. 
The level of attention given by the receiver is proportionate to the importance of 
the topic and the manner in which it is presented. For example, bold type on an 
unimportant topic will attrac' attention but hold little interest. Bold type on an 
IMPORTANT TOPIC will attract attention and hold great interest. 

ESOPs is an important topic in Hungary today and will likely hold great interest by 
those it affects. But when communicating specific subjects, details, schedules, 
requirements, news and progress on ESOPs, individuals will weigh the importance 
of each item against how it is presented and how it will affect them. Therefore, 
communications must be targeted to those for whom it will concern most and be 
presented in a way to attract attention and activate their interest. 

Perceptions 

Every individual has biases as a result of their own life experiences and situation. 
The context in which an individual receives, reviews and interprets 
communications will dictate how he will perceive the communication being 
delivered. It is common for employees to have perceptions about why a 
communication is being delivered that is totally opposing .o the purposes of the 
sender. This results in misoerceptions about the communication activity. 

Attitudes 

Preset attitudes about the value of an opportunity that is communicated will have 
great impact on the success of the communication. An attitude toward a topic 
may local to one individual or prevalent among an entire population.. Nurturing 
those with positive attitudes will strengthen the success rate of a communication 
ef fort. 

Overcoming negative attitudes requires patience, honesty and practicality in 
communications. 

Managing Change and Expectations 

Communication requiring a response always causes change. Change often 
represents opportunity, but is naturally frighteninb to most of us. It moves us into 
the unknown and out of our comfort zones. Managing change for the sake of 
controlling the reaction to it is very critical. Generally, honesty and accurate 
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information fosters the process of managing change. By presenting the benefit 
and cost of the change, an individual will learn to make choices that will have no 
surprises at a later date. 

In addition, expectations must be realistic in relation to all available information. 
Communications can easily raise expectations if inadequate or overzealous 
information is provided. An enthusiastic individusl whose expectations are high 
will harbor great resentment if the expectations were based on false pretenses. 
Frequent doses of "reality" must be integrated with any communication to keep 
expectations attainable. 

The Rumor Mill 

The rumor mill can begin in many ways, from a message delivered to an untrained 
person, a slip of the tongue from an insider or from just pure speculation. THE 
RUMOR MILL MUST BE STOPPED before it can do irreparable damage in the form 
of raised expectations, negative attitudes, misperceptions and undue attention. 
This requires acknowledgement of the rumor and the best, str.tight answer that 
can be provided at the given time. Scheduled followup will help allay the rumor 
and provide appropriate communication to address an issue. 

Delivering the Message 

Once the message is defined much thought is required on how to deliver the 
message. Developing a strategy will aid in the process of delivering the message 
in an organized, methodical way. 

Communications Strategy 

The Communications Strategy is simply a plan that outlines when specific 
communications events and deliveries will occur. With a sound strategy in place, 
productiorn schedules can be developed, integration of other organizational 
activities can be planned and individual elements can be more clearly defined. 

Often a strategy is blocked into phases. When a new benefit plan is introduced to 
employee3 in U.S. companies, the strategy often includes an: 

* 	 Announcement Phase (teasers, letters, posters); 
* 	 Educational Phase (highlights materials, plan descriptions, employee 

meetings, videos); 
* Enrollment Phase (forms);
 
" Followup Phase (surveys, newsletters, thank you notes).
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In Hungary, the introduction of ESOPs will require another key phase: Buy-in. Buy
in means that employees must learn enough about ESOPs to agree that an 
opportunity exists and a committe should be assembled to review and recommend 
further action. This phase is very critical becrjuse of the overall impact ESOPs can 
have on individuals both financially and organizationally. 

A sample communications strategy is included in the Appendix of this paper. 

Choosing The Right Media For The Message 

In the intersection example, the traffic light blinked red for stop, green for go. The 
message to stop or go was conveyed through a traffic light. This common and well 
understood communication tool worked well in achieving the desired response from 
drivers. The benefit to the sender is that vehicles will pass safely through the 
intersection. The red traffic light is the best medium for this message. 

Can a manager understand the text of the ESOP Law in weighing the 
advantages of ESOPs for his organization? Will employees respond better on 
how to vote in an upcoming event through an interactive, face-to-face 
meeting or through a highlights brochure? 

Using the proper communication tool to deliver the message is the next step. 
Messages can be successfully delivered in many ways, but most critical is that 
success is measured by the degree of desired response performed by receiver. 
Therefore, the receiver must have an interest in the item delivered, he must be able 
to interpret the symbols used to express the message and then respond in a 
desired fashion. 

Communication tools can embody many forms. As illustrated earlier, 
communications was conducted orally (baby), visually (traffic light) and by smell 
(aroma). Emotions, touch and actions can also offer many methods .of 
communicating. 

The most common forms found in employee communications include written, 
audio/visual and interactive association. 

Written communications provide permanent records of pertinent or lawfully 
required information. Written communications become a resource for future use 
when reference to particular details is necessary. Written materials are most 
easily distributed and can reach all individuals in a timely manner 

Audio/visual communications, in the form of slide presentations, videos, flipcharts, 
etc. are best used as support tools to summarize and highlight key points about 
specific messages. Production, equipment and facilities can be an issue, however, 
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these tools can help deliver clear, consistent messages to large groups. 

Interactive association comes in the form of meetings, conferences, one-on-one
 
discussions, etc. This communication form provides the freest exchange of ideas
 
among participants and the opportunity to exchange information in an efficient
 
manner. Interactive associations are best used to debate, discuss ideas, exchange
 
information and achieve consensus on actions to be taken next. Larger gatherings
 
can be logistically difficult when considering space, worker down-time and
 
transportation. However, this communication method can be most motivational for
 
participants and inspire dynamic interaction on important issues.
 

Keeping It Simole 

We communicators are heard to say, Keep it Simple. True, but don't forget who is 
receiving the message, what the desired response will be and how effective the 
response will be toward achieving the goals of the message and fulfilling the needs 
of the sender. 

Keep it as simple as the situation requires. The following example may by trite, 

but illustrates the point very clearly! 

"Fetch". 

Now that is certainly an appropriate message for a beagle that knows to get the 
stick. It would be simple to say "Fetch" to your assistant if you expected your 
assistant to retrieve the mail for you on this command. But this is inappropriate so 
you would probably say, "John, would you please pickup my mail for me, thank 
you." This, by comparison, is a more complicated message; now up to 11 words 
from 1. Yet, it can still be said in one breath and will achieve the desired result. 

Keeping it Simple means that the message must be prepared using a 
communication tool that is appropriate for the level at which the receiver will 
interpret it.
 

A highlights summary of a complicated document is appropriate for the non
lawmaker on how to participate. A detailed [complicated] document is appropriate 
for the governing board of an organization to understand how to manage many 
specific situations that may arise. 

Complicated messages and ideas are often best communicated in bite-size pieces 
over a specific period of time, rather than in one large installment. This allows the 
receiver to absorb one element at a time without feeling overwhelmed. This is 
indicative in the "campaign" approach where information is distributed gradually to 
build interest before final decisions are required. In a campaign, various methods 
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can be used to deliver messages that presumably will create a higher level of 
interest and response. 

Followup Communications - After the Message and the Response 

The communications process is best concluded with some form of followup 
regarding the results, change in behavior, benefits or other characteristics of the 
affect that the communications had on a situation. 

Good followup demonstrates appreciation for participation and positive responses 
by the receivers. Followup also can set the stage for additional related activities 
that be conducted in the future. 

Followup communications are often presented in the form of letters, newsletters, 
surveys and summaries. Sometimes a formal celebration or event will suffice to 
offer follow information and appreciation. 

Followup gives employees a chance to see how their participation helped 
contribute to a larger process that will hopefully benefit them all. 

A Final Word About Employee Communicatiors 

The difficult job for the employee communicator is that successful communication 
must achieve a desired response! Control rests in the hands of thecommunicator 
who understands the forces that motivate the employee. At that point, the 
message can be presented in a manner that synchronizes with these forces and 
affects the employee's behavior toward achieving the desired response. 

There are many dynamics in an organization that affect how communications 
should or can be conducted. The organization's environment, culture, goals, labor 
relations, industry, and performance should be well understood when preparing a 
communications strategy. There are no pat solutions to how employee 
communications should be conducted, other than following certain steps in the 
communications process that will: 

0 assess the organizational needs, 
* develop messages to fulfill these needs, 
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* understand the receiver, 
* present the messages in the appropriate media, 
* conduct communications in a strategic fashion and
 
" follow up with results and appreciation.
 

Hopefully this discussion on the process and factors in communications will help 
you evaluate your own environmei,4 qnd prepare effective communications for the 
challenges ahead in your organization. 
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APPENDIX: An Employee Communications Stragey for ESOPs 

TARGET GROUP: RANK & FILE EMPLOYEES
 
RANK & FILE EMPLOYEES
 

This group is the beneficiary of ESOPs and as such will need to be informed 
consumers to make educated decisions regarding share ownership in private 
enterprises. 

* 	 Rank and File Employees 
* 	 Managers 

GOAL 

In the privatization process, comprehensive communications will encourage the 
rank and file employees to be active participants in the design, agreement and 
implementation (if advantageous) of ESOPs. 

OBJECTIVES 

* 	 Create general awareness of ESOPs in the privatization process that will 
support the emergence of employee leaders and stimulate interest in future 
communications. 

* 	 Educate employees on share ownership and ESOP concepts. 

* 	 Educate employees on their role in the process of creating an ESOP for a 
private enterprise and their role in participating in such a plan. 

* 	 Achieve participation levels during the design, agreement and 
implementation phases that meet legal implementation requirements. 

* 	 Generate confidence in individual participation and decision making 
processes. 

* 	 Assist the rank and file in understanding the value of share ownership in 
their own enterprise. 

* 	 Provide specific information on each participation step and stimulate 
cooperation with leaders during the study, design and implementation 
phases.
 

Build employee enthusiasm and confidence in share ownership through open, 
continuous progress communications. 
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SUBJECTS AND KEY MESSAGES 

" About the Law - You are Founders 
• Pros & Cons Risk/Benefit
 
" What's the Process (participation for approval)
 
* Part of reengineering scheme
 
• How to participate (Voting Process)
 
• Representation
 
" Preliminary statutes
 
" Privatizing: a business opportunity
 
• Employees in the private company
 
" Process of privatizing
 
• Share purchase for beginners
 

- what does it mean
 
- passing legislation
 
- shares & what they mean
 
- share price
 
- stock market
 
- what are the risks
 

• Labor Contracts 
• Employment policy 
• Participation Rights 
* Forms of Management/Labor Cooperation 
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METHODS, MEDIA AND KEY MESSAGES 

The following communications model presents key methods and materials for 
communicating to rank and file employees at the inception of the ESOP idea 
through on-going information about an installed ESOP. The model includes three 
phases; Phase I - Employee Buy-in; Phase II- Employee Enrollment; and Phase III -
Plan Participation. 

Phase 	I - Employee Buy-In 

A. 	 Creating General Awareness About ESOPs 

* 	 Public or Union Newspaper Feature #1 
- About ESOPs 
- How To Steps to Organizing for an ESOP 
- Getting Started with an ESOP 

* 	 Public or Union Newspaper Feature #2 
- Local Company ESOP Case Studies 

" 	 Public or Union Newspaper Feature #3 
National Resource Guide to ESOP Education, Training and 
Implementation 

B. 	 Creating the Organizing Committee and Begin Thinking Like Owners 

* 	 Announcement Letter to Rank and File Employees 
- ESOP opportunity in privatization 
- General advantages of an ESOP 
- Invitation to Rank and File Meeting #1 * 
- Next steps 

Information to come 
Meeting #1 
Training and education opportunities 

• Depending on the size and geographic spread of an enterprise and the 
resources of the Organizing Committee, meetings described in this strategy 
may occur as one large event or multiple small events. Multiple small events 
limited to 25-50 individuals will stimulate the greatest exchange of ideas and 
understanding, whereas meetings that include large segments or the entire 
workforce will create the opportunity to deliver singular, consistent 
messages.and complete vital steps in the implementation process. 
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0 	 Rank and File Meeting #1 - Introduce ESOPs
 
- About the ESOP Law
 
- Purpose of ESOPs and understanding equity ownership
 

Cost of proceeding
 
- Time
 
- Communications
 
- Studies
 
- Design and development
 
- Labor contract negotiations
 

- How an ESOP is established
 
- Q&A Forum
 

* 	 Employee Newsletter #1 (accompanies Letter to Employees)
 
- Report on Meeting #1
 
- About the ESOP Law
 
- Purpose of ESOPs and understanding equity ownership
 
- How an ESOP is established
 
- Q&A response card
 

* 	 Employee Newsletter #2 
Risk/Benefit of ESOPs 
The role of the Organizing Committee 
- Trained spokespersons 
- Negotiators 
- Establish ESOP Organization 
Announce N)mination Meeting and agenda 

- Response to employee questions
 
- Q&A response card
 

* 	 ESOP Video 
- Privatization in Hungary 
- The role ESOPs in privatization 
- Equity Ownership 
- Share Market Pricing 

" 	 Rank and File Meeting #2 - Organizing Committee Nomination Meeting 
- Goal of meeting 
- ESOP video 
- ESOP advantage for [company] 
- Response to key employee questions 
- Q&A forum 
- Nominations 
- Next steps 
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-

-
-
-

Training 
Feasibility study 
Terms & conditions of sale 
ESOP Organization 

C. Organizina Committee Prgress Communications 

" Committee Bulletin #1 
- Update on training activity 
- Progress of feasibility study 
- Response to employee questions 
- Q&A response card 
- Next steps 

• Committee Bulletin #2 
- Announce valuation and feasibility consultants 
- Review qualifications and expectations 
- Response to employee questions 
- Q&A response card 
- Next steps 

Q0 Employee Newsletter #3 
- Understanding shares 
- Determining share price and fair market value 
- Credit 

" Committee Bulletin #3 
- Report on feasibility study results 
- Report on discussions with seller and creditor 
- Report on preliminary statutes of the ESOP Organization 
- Review !bor contract issues 
- invitation to PrFesentation of Results meeting 
- Response to employee questions 
- Q&A res;jonse card 
- Next st',ps 

* Employee Newsletter #4 
ESOP Organization 
- Role and responsibility 
- Executive Board 
- Participation rights 

- Establishing the Organization 
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* 	 Rank and File Meeting(s) #3 - Presentation of Results
 
- Present feasibility study results
 
- Explain ESOP Organization
 
- Present terms and conditions of sale
 
- Discuss labor contract issues
 
- Discuss ESOP Organization Founding Meeting and voting issues
 

D. 	 Voting in the ESOP 

* 	 Committee Bulletin #4
 
- Report on Meeting #3
 
- Announce ESOP Organization Founding Meeting
 
- Role of statutory assembly and executive board
 
- Meeting agenda
 
- Explanation of proxy materials
 
- Electing the Executive Board
 
- Response to employee questions
 
- Q&A response card
 
- Next steps
 

* 	 Proxy Materials 
- Prospectus 

- Provides details about companies financial position 
- Proxy Statement 

Notifies employees of Nomination meeting and voting issues 
- Proxy Card (accompany Committee Bulletin #4) 

Affirms employee's agreement that ESOP Organization be 
established 

-	 Labor agreement 

" 	 Proxy Vote Tabulation 

* 	 ESOP Vote Promotion Materials 
- Theme 
- Posters 
- Bulletin board signs 
- Table tents 
- Novelties 
- etc. 

• 	 ESOP Organization Founding Meeting 
Review goals of meeting
 

- Announce Results of Proxy Vote
 
- Review of ESOP Organization statutes
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Secret Election Exr'cutive Board
 
- Next steps
 

Phase 	II - Employee Enrollment 

* 	 ESOP Organization Bulletin #1 
- Announce ESOP
 

Proxy Vote
 
Executive Board Election
 

- Q&A response card
 
- Next steps
 

" 	 ESOP Organizatao' Bulletin #2 
- Announce contract of sale settlement with seller 
- Announce registration of ESOP Organization by the Court 
- Announce effective date of ESOP 
- Response to Q&As 
- Q&A response card 
- Next steps 

* 	 Promotions for Participation 
- Theme 
- Bulletin board signs 
- Posters 
- Novelties 

* 	 Distribution of Plan Language Communications 
- Highlights brochure
 
- Summary Plan Description
 
- Projected personal asset statement
 
- Definition of terms
 
- Audio/visual presentation (slides or video)
 

* 	 Instructions for participation 
Worksheet 
Election form 
- voluntary Contributions 
- waiver of participation 

* 	 Employee.meetings 
- Explanation of plan provisions
 
- Expert analysis about company stock
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Final instructions for enrollment 

Phase 	III - Ongoing Communications 

" 	 News and Events articles about ESOP activity 
- Financial and progress reporting about company and stock 
- Annual allocation of stock 
- Loan repayment progress 
- Dividend announcements 

* 	 Periodic statement of account or annual personal report
Allocation of stock
 

- Dividends
 
- Account balance
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June 30, 1992 

DEED OF INCORPORATION
 
OF 

THE COMPANY 
EMPLOYEE SHAREHOLDERS' ORGANIZATION 

ARTICLE 1: Introduction. 

We [enter names of founding members], are all Hungarian employees of the 
Company (the "Company") which is engaged in the manufacture 

of __. We voluntarily associate ourselves to form an 
employee shareholders' organization for the purpose of promoting the social goal of 
widespread and democratic participation in the ownership and profits of productive
enterprises, especially through means which decentralize access to productive credit 
among workers personally. Toward that goal, the Organization will distribute among its 
members through their personal accounts in an employee share ownership plan ("ESOP")
beneficial interests in shares of common stock in the 

Company, thereby enabling members to participate personally as 
shareholders of the Company, and otherwise will assist members and their families to 
accumulate income-producing property during their working careers as a growing source 
of their personal self-determination and economic security. 

ARTICLE 2: Name. 

The name of the Organization is the Company 
Employee Shareholders' Organization. 

ARTICLE 3: Purposes. 

The purposes of this Organization are (i) to provide and obtain for its members 
access to productive credit to accumulate equity capital and earn property incomes for 
their future economic security; (ii) to perform or make available any other services 
needed to operate an employee share ownership plan; and (iii) to exercise all of its 
powers on a voluntary non-profit Organization basis, for the exclusive benefit of its 
members. The Organization will not directly manage, operate or engage in any business 
for the profit of the Organization, or in any other way compete with any business 
enterprise in the production and marketing of goods and services. The main function of 
the Organization is to enable its members and their families to participate personally and 
effectively in equity-sharing and profit-sharing opportunities in the developing Hungarian 
economy, and in particular the Company. 

ARTICLE 4: Powers. 



The Organization has the power to: 

(a) Employee Share Ownership Plan: Adopt and administer an Employee
 
Share Ownership Plan which qualifies under Law No. of 19 .
 

(b) Shares of Company Stock: Acquire, on credit or otherwise, hold legal
 
title to, pledge, enable members to receive distributions of and enjoy voting privileges
 
with respect to, repurchase and transfer shares of common stock in 1he
 

Company according to a plan adopted by the Organization, and distribute
 
cash dividends to members according to their Company share accounts.
 

(c) Dividends: Receive and distribute dividends and other income on assets of 
the Organization to supplement members' incomes from other sources, to establish a fund 
to serve as a market to repurchase equity interests of its members, or to repay loans used 
to purchase shares on behalf of its members. 

(d) Borrow Money: Borrow money, without limitation, and give a lien or 

pledge on any of its property as security for any borrowing. 

(e) Advances: Make cash advances to members. 

(f) Act as Agent: Act as an agent or representative of anyone participating in 
the Organization's activities. 

(g) On Cash and Other Liquid Assets: Hold cash and cash equivalents and 
invest in marketable securities other than those of the Company. 

(h) On Real and Personal Property: Buy or lease any real or personal 
property which is needed or useful in the operation of the Organization. 

(i) Instruments and Obligations: Draw, make, accept, guarantee, and issue 
promissory notes, bills of exchange, drafts, warrants, certificates, and all other kinds of 
obligations, including negotiable or transferable instruments, for any purpose for which 
this Organization was created, and give a lien on any of its property as security for these 
obligations. 

(j) Other Powers: Exercise all other powers, privileges, and rights granted to 
ordinary employee beneficial organizations by the laws of the Republic of Hungary and 
all other powers and rights which are needed to carry out the purposes for which this 
Organization was formed, unless those powers and rights are inconsistent with the laws 
under which this Organization is incorporated. 

(k) No Restriction on Powers: The enumeration of powers in this Article is 
not a limit or restriction on any general powers given to the Organization by law. 

ARTICLE 5: Place of Business. 
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The Organization's principal place of business is in the City of 

ARTICLE 6: Duration. 

This Organization shall exist for an indefinite duration, as long as the 
Company shall remain in existence. 

ARTICLE 7: Directors. 

The Board of Directors of the Organization will consist of ( 
directors, who shall be elected by employees of the Company. 

[In case the Company makes a guaranty of an acquisition loan used to purchase 
Company shares, the above paragraph will read: 

The Board of Directors of the Organization will consist of _ 

directors, of whom (_._ ) [a number not exceeding one-half ,,'the total] will 
be appointed by management and will be elected by the members of 
the Organization.] 

_ 

The first elected members of to the Board of Directors will consist of 
() directors elected for one year; (._._( irectors elected 

for two years; and (.. directors elected for three years. Thereafter, all 
elected directors will be elected for three years. In this way, one-third of the Board 
members will be elected every year. 
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The names and the addresses of the incorporating directors, who will serve until 
the first annual meeting of members or until their successors are elected and qualified, 
are: 

Name Address 

ARTICLE 8: Membership and Voting. 

This Organization will not have capital stock, but will admit applicants to
 
membership based on uniform conditions set out in its bylaws. Membership will be
 
restricted to persons employed by the 
 Company. The Organization
 
will be operated solely for the mutual benefit of its members.
 

At any meeting of the members, or on any matters of the 
Company which are subject to vote of its shareholders, each member will be entitled to 
vote on a one- share, one-vote basis, reflecting the relative proprietary stakes and relative 
risks of potential equity losses among the members. 

Property rights and equity interests in the ESOP accounts of members of the 
Organization will not be equal, because of differing compensation levels and differing 
years of participation among employees. Until share-equivalents are allocated among the 
individual ESOP accounts of members, each member's relative annual compensation will 
determine the voting rights on shares acquired by the Organization. 

Upon dissolution, the equity interests of members will be determined as provided 
in the bylawr. 
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IN WITNESS WHEREOF, for the purpose of forming the Employee 
Shareholders' Organization under Law No. of 19 of the Republic of Hungary, as_ 

amended by Law No. of _ , and Executive Regulations issued thereunder, we the 
undersigned have executed these Articles of the Deed of Incorporation of this Employee 
Shareholders' Organization this day of , 19._ 

Name: Signature: 
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STATUTES OF THE 

COMPANY 

EMPLOYEE SHAREHOLDERS' ORGANIZATION 

PART I: 

GOVERNANCE OF THE 

EMPLOYEE SHARE OWNERSHIP PLAN 

ARTICLE 1: Nature of the Plan. 

The - Company Employee Shareholders' Organization (the "Organization") 
was formed to implement an Employee Share Ownership Plan (the "Plan"). The Plan is 
based on the idea that access to productive credit largely determines who will participate in 
the future ownership, profits and basic decisions of productive enterprises. 

The purpose of this Plan is to enable Employees of the Company (the
"Company") to share in the growth, prosperity, projected dividend incomes and governance
of the Company, and to provide Organization, members with an opportunity to gain access 
to productive credit in order to accumulate equity capital for their future economic security. 

Once eligible, each Participant (this term and all other capitalized terms used herein 
shall have the definitions assigned to such terms in Article 2 of this Plan) as a member of 
the Organization will have a personal Account in the Plan. This Account will reflect 
Company Shares and other assets acquired through the Plan. 

The primary purpose af the Plan is to enable a broad base of Participants to acquire
share owneship interests and enjoy equity growth, voting powers, dividends and other rights
of shareholders in the Comlmy. Consequently, assets of the Plan will be invested primarily 
in Company Sharez. 

The Plan is also designed to be available to the Company as a technique of corporate 
finance. 

Accordingly, the Plan may be used to accomplish the following objectives: 

(a) To provide Participants personally with beneficial ownership of Company Shares,
 
acquired in proportion to their relative
 
compensation;
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(b) To enable each Participant to develop to his or her fullest human potential by working
together with others and sharing mutually in corporate risks, responsibility, productivity 
growth and profits; 

(c) To meet general financing requirements of the Company, including capital growth and 
transfers of the ownership of Comipany Shares; 

(d) To receive loans (or other extensions of credit) to finance the acquisition of Company
Shares, with such loans to be repaid by dividends received on such Company Shares. 

This Plan, hereby adopted jointly by the boards of directors of the Association and 
of the Company and incorporated into the Bylaws of the Association, is effective the 
day of _ , 19 . The Plan is intended to qualify for hpproval by the Court of 

under [Make reference to the Hungarian ESOP Law (Bill 
3630)]. 

All ESOP Assets acquired with dividends on Company Shares, Employer
Contributions, other income and other additions to the ESOP will be administered, 
distributed, forfeited and otherwise governed by the provisions of this Plan and the related 
Fiduciary Agreement. The Plan is administered by the Association for the exclusive benefit 
of Participants (and their Beneficiaries). 

ARTICLE 2: Definitions. 

in this Plan, whenever the context so indicates, the singular or plural number shall 
each be deemed to include the other, the terms "he", "his", and "him" shall refer to a 
Participant, and the capitalized terms shall have the following meanings: 

Account ....... .. 	 One of two accounts maintained to record the interest of a 
Participant in the Plan, including a Company Shares Account 
and an Other Investments Account. 

Acquisition Loan . A loan (or other extension of credit) used by the Organization 
to finance the acquisition of Company Shares ("Leveraged 
Shares"), which are repayable wholly from future cash 
dividends on such Shares, comitted or guarantied Employer 
cash contribution, voluntary Employer or Employee 
Contributions, or earnings or ESOP Assets. See Article 5(b). 

Allocation ........ 	 The allocation of Share-Equivalents on Leveraged Shares, cash 
dividends, stock dividends, Forfeitures and Employer 
Contributions to Participants' Accounts. See Articles 3 and 7. 

Allocation Date .. 	 The last day of the fiscal year of the Company. 

Approved Absence 	 A leave of absence (without pay) granted to an Employee by the 
Employer under its established leave policy. See Article 3. 
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Association ..... 

Beneficiary ..... 

Board of Directors 

Capital 
Accumulation . .. 

Company ...... .. 

Company Share . . 

Company Shares 
Account ....... 


Compensation ... 

Credited Service . 

Day of Service . . . 

Disability ...... .. 

Disbursement ... 

Eligibility ...... 

The Company Employee Shareholders' 
Association, a legal entity established by the Employees and 
approved by the Court of as an employees' 
association for the purpose of implementing the ESOP. 

The person (or persons) entitled to receive any benefits under 
the Plan in the event of a Participant's death. 

The board of directors of the Organization. See Article 16. 

A Participant's Vested (nonforfeitable) Interest in his Accounts 
under the Plan. Each Participant's Capital Accumulation shall 
be determined in accordance with the provisions of Articles 6 
and 9 and disbursed as provided in Articles 11, 12 and 13. 

The Company, a Hungarian Economic Association 
organized under Law No. - of 19. 

A Share of capital stock issued by the Company, being a share 
of voting common stock (or preferred stock convertible into 
voting common stock). 

An Account of a Participant which reflects his interest in 
Company Shares held in the Plan. See Article 6(a)(i). 

The total cash compensation a Participant receives from the 
Company for each Plan Year, including salary, wages, bonuses, 
commissions and overtime pay, but excluding all deferred 
compensation and contributions to this Plan or any other 
deferred compensation plan. 

The elapsed period of an Employee's Service. See Article 10. 

Each day of Service for which an Employee is credited under 
the Plan. 

The total and permanent inability of an Employee to perform 
the usual duties of his employment with his Employer, as 
determined by the competent medical authority. See Article 11. 

Payout to a Participant of his Capital Accumulation. See 
Articles 11, 12 and 13. 

Fulfillment by an Employee of the conditions required to 
become a Participant in the Plan. See Article 3. 
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Employee ...... 

Employee 
Contributions ... 

Employer ...... 

Employer 
Contributions ... 

ESOP .......... 

ESOP Assets .... 

Fair Market Value 

Fiduciary ...... 

Fiduciary 
Agreement ..... 

Forfeiture ..... 

Leveraged Shares. 

Liquidity Fund .. 

Any person employed by the Company. See Article 3. 

Voluntary cash payments made by an Employee to the 
Organization to increase the ESOP Assets in his ESOP 
Accounts. See Article 6(b)(v). 

The Company in its relations with its Employees. 

Payments in cash or Contributed Shares made to the Association 
by the Employer for the benefit of the Employees. See Articles 
4 and 6(b)(1). 

The Employee Share Ownership Plan. 

The Company Shares and other assets held by the Fiduciary or 
in the Organization for the benefit of Participants. See Articles 
5(a) and 19. 

The fair market vdue of Company Shares, as determined by the 
Fiduciary or by the Organization for all purposes under the 
Plan, based upon a valuation by an independent professional 
appraiser. 

The Fiduciary (or Fiduciaries) designated by the Organization, 
and any successor Fiduciary, which agrees to serve by 
executing the Fiduciary Agreement. 

The Agreement between the Fiduciary (and any successor 
Fiduciary) and the Organization, which defines the duties, 
rights and powers of the Fiduciary acting as representative of 
the interests of the Employees and as administrator of the ESOP 
Assets and all loans and other financial transactions involving 
such assets. 

Any portion of a Participant's Accounts which does not become 
part of his Capital Accumulation and which is forfeited under 
Article 9. 

Company Shares acquired by the Organization with the 
proceeds of an Acquisition Loan. See Articles 5(b) and 6(b)(i). 

A sub-account withih .,e Other Investments Account designed 
to meet repurchase requirements on Company Shares held by 
terminated Participants. See Article 5. 
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Loan Suspense
 
Account ....... 


Other Investments 
Account ....... .. 

Participant . . .. 

Plan .......... 

Plan Assets ..... 

Plan Year ..... 

Pledge Agreement 

Pledged Collateral 

Pledged Shares . . 

Retirement ..... .. 

Service ....... ... 

Share-Equivalents 

Statuees ....... .. 


The sub-account of the Company Shares Account reflecting 
unallocated Share-Equivalents of Leveraged Shares prior to 
their release for Allocation among Participants' Accounts. See 
Article 6(b)(i). 

The Account which reflec" 'ach Participant's interest under the 
Plan attributable to Plan ,js;.ts other than Company Shares. 
See Article 6. 

Any Employee who has met the applicable eligibility require
ments of Article 3 and who has not yet received a complete 
Disbursement of his Capital Accumulation. 

The Company Employee Share Ownership Plan_ 

(ESOP).
 

See ESOP Assets.
 

The twelve-month period ending on each Allocation Date and
 
coinciding with each fiscal year of the Company (-._
 

The agreement under which Company Shares are pledged 
as
 
Pledged Collateral for an Acquisition Loan.
 

Collateral for securing repayment of an Acquisition Loan,
 
including: (i) Pledged Shares and the certificates representing
 
such Shares (whether temporary or permanent), (ii) all
 
property, including dividends, which are paid or payable other 
than in cash in respect of Pledged Shares, and (iii) all earnings 
on the property referred to in clause (ii) above. 

Company Shares purchased with an Acquisition Loan which are 
pledged under a Pledge Agreement. 

Termination of Service on or after attaining the retirement age 

established by the Empioyer. 

Employment with the Company. 

The accounting term describing Company Shares for Allocation, 
Disbursement and voting purposes. 

The statutes of the Organization. 
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Vested Interest 	 The portion of a Participant's Account which may not become a 
Forfeiture and which reflects his Capital Accumulation. 

ARTICLE 3: Eligibility and Participation. 

(a) Eligibility to Participate: Each Employee of the Company who has completed his 
probation period shall become a Participant in the Plan on the first date he is credited 
with a Day of Service following the effective date of the Plan, unless he renounces his
 
membership in writing at such time.
 

A former Participant who is reemployed by an Employer shall become a 
Participant as of the date 	of his reemployment. The membership of a Participant who is 
on an Approved Absence 	shall be suspended during the period of his Approved Absence. 
A Beneficiary of a Participant shall not become a member in case of the Participant's 
death. Participation shall 	 terminate when the Disbursement of a Participant's Capital 
Accumulation has been completed. 

(b) Exclusions from Participation: An Employee shall be excluded from
 
participation in this Plan if he is:
 

(i) hired only for a period of temporary period, 

"(ii) works in the Company as a vocational training student, or 

(iii) was terminated 	because of being unqualified in the probation period. 

(c) Participants' Entitlements: For each Plan year in which a Participant is an 

eligible Employee on the 	Allocation Date, he is entitled to share in: 

(i) the cash dividends allocated for each Plan Year, 

(ii) the Allocation of cash Employer Contributions, and 

(iii) Forfeitures under Article 6. 

A Participant is also entitled to share in the allocation of voluntary Employer 
Contributions and Forfeitures for the Plan Year of his Retirement, Disability or death. 

ARTICLE 4: Employer and Employee Contributions. 

(a) Voluntary Employer Contributions: Discretionary Employer Contributions may
be paid to the Association for each Plan Year in such amounts (or under such formula) as 
may be determined by the Employer's board of directors. Employer Contributions may
be paid to the Association in cash or Company Shares, as determined by the Employer's 
board of directors. 
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(b) Voluntary Participant Contributions: Voluntary Participant contributions will be 
treated as savings in the Participant's accounts. Voluntary contributions by an Employee
will not be used to acquire for him Company Shares, but will be accumulated in his Other 
Investments Account. Voluntary Employee Contributions are non-forfeitable, and are 
always available upon demand. The interest on Voluntary Employee Contributions shall 
in no case less than interest on bank savings accounts. 

(c) Partial Payment for Shares by Employees: Participants shall make a payment of 
two percent of the nominal value of the shares in which they acquire rights. The payment
will be in cash or through deductions from their bonuses. The regulations governing such 
payments are specified in Article 14. 

(d) Mandatory Employer Contributions: In cases where the Employer guarantees 
an Acquisition Loan for Leveraged Shares, the Employer shall pay Employer
Contributions to the Association in cash in such amounts, and at such times, as needed to 
provide the Association with cash sufficient to pay any currently maturing debt 
obligations (including interest) under such guaranteed Acquisition Loan. If the Employer 
is the lender with respect to an Acquisition Loan, Employer contributions may be paid in 
the form of forgiveness of indebtedness under the Acquisition Loan. 

ARTICLE 5: Investment of Plan Assets. 

(a) General: Plan Assets will be invested by the Fiduciary primarily in Company
Shares. In the case of Employees of the Company, Plan Assets may be used to acquire
Company Shares from Company shareholders or from the Company, f such shares are 
offered for sale. The ESOP Fiduciary may also, with the approval of the Organization,
invest Plan Assets in such other prudent investments as the Fiducizry deems to be 
desirable for meeting the objectives of the Plan (including savings accounts, certificates of 
deposit, high-grade bonds, or other prudent investments). All purchases of Company
Shares shall be made at prices which do not exceed the Fair Market Value of such Shares 
as of the Allocation Date preceding or coinciding with the date of such purchase, as 
determined in good faith by the Fiduciary in accordance with the provisions of Article 16. 
Except for the financing of a Liquidity Fund to meet projected repurchases of Company 
Shares from terminated Participants, the Fiduciary may invest and hold up to 100% of the 
Plan Assets in Company Shares. 

(b) Acquisition Loans: The Organization may direct the Fiduciary to incur 
Acquisition Loans from time to time to finance the acquisition of Company Shares 
(Leveraged Shares) for the Organization, or to repay a prior Acquisition Loan. An 
installment obligation incurred in connection with the purchase of Company Shares shall 
be treated as an Acquisition Loan. An Acquisition Loan shall be for a specific term and 
shall bear a reasonable rate of interest. An Acquisition Loan may be secured by Pledged
Collateral, including a pledge of the Leveraged Shares acquired with the proceeds of that 
Acquisition Loan (or of a prior Acquisition Loan which is being refinanced). No other 
Plan Assets may be pledged as collateral for an Acquisition Loan, and no lender shall 
have recourse against Plan Assets other than such Leveraged Shares and other Pledged 
Collateral. 
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(c) Company-Guaranteed Acquisition Loans: In the case that a future Acquisition
Loan is guaranteed by the Company, any pledge of Leveraged Shares acquired with such 
a loan must provide that the Pledged Shares (plus earnings derived from such Pledged
Shares, where such earnings have not been committed or paid for servicing the 
Acquisition Loan) shall be released when payments on the Acquisition Loan are made by 
the Fiduciary. The pledge agreement must also provide that Share-Equivalents
representing Leveraged Shares released from pledge must be allocated to Participants' 
Company Share Accounts under Article 6(b). 

(d) Acquisition Loans Without Employer Guarantees: Where there is no 
Employer guarantee (or a comparable guarantee) of loan repayment on an Acquisition
 
Loan,
 

(i) 	 the release of Leveraged Shares may be postponed until the Acquisition 
Loan has been repaid in full, if required by the lender, and 

(ii) 	 dividends on such Leveraged Shares must first be used to meet scheduled 
debt obligations (including accrued interest) on such Acquisition Loan. In 
such a case, the release formula for Leveraged Shares in Article 5(b)(i) 
shall apply, and Share-Equivalents equal in number to such Leveraged
Shares will be allocated to Participants' Company Shares Accounts as if an 
actual release has occurred. 

(e) Payments on Acquisition Loans: Payments on any Acquisition Loan shall be 
made by the Fiducary (as directed by the Steering Committee or the Organization) only
 
from:
 

(i) 	 Employer Contributions and Employee Contributions paid in cash to enable 

the Fiduciary to repay such Acquisition Loans, and 

(ii) 	 Earnings attributable to such Employer and Employee Contributions, and 

(iii) 	 any cash dividends received by the Fiduciary on Leveraged Shares (whether 
allocated or unallocated) purchased with the proceeds of such Acquisition 
Loan. 

If the Company is not the lender with respect to an Acquisition Loan, the 
Company may choose to make payments on the Acquisition Loan directly to the Lender 
and to treat such payments as Employer Contributions. 

() Dividends: Cash dividends on Leveraged Shares in excess of repayment 
obligations on Acquisition Loans shall be credited to Participants' Other Investments 
Accounts as detailed in Art. 6(b)(ii) and (iii). As directed by the Organization, such 
dividends may be paid out in cash, put into a reserve for future repayments on the 
Acquisition Loan, invested for the benefit of Participants through the Other Investments 
Accounts, or deposited in a special reserve fund (a "Liquidity Fund") within the Other 
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Investments Accounts to meet future share repurchase requirements as Participants 
terminate their employment. 

(g) Sale of Company Shares: The Association may sell Company Shares to any 
person (including the Company), provided that any such sale must be at a price not less
 
favorable to the Plan than Fair Market Value as of the date of the sale. 
 Notwithstanding
the provisions of Article 5(e), the Association may apply the proceeds from the sale of 
unallocated Leveraged Shares to repay the Acquisition Loan (incurred to finance the 
purchase of such Leveraged Shares) in the event of the sale of the Company or the 
termination of the Plan, or if the Association ceases to be a qualified employees' 
association under Hungarian law. 

ARTICLE 6: Allocations to Participants' Accounts. 

(a) Types of Participant Accounts: A Company Shares Account and an Other 
Investments Account shall be maintained to reflect the interest of each Participant under 
the Plan. These Accounts may be administered by the Company (with the consent of the 
Organization), by the Organization or by an accounting firm hired by the Organization for 
this purpose. 

(i) 	 Company Shares Account: The Company Shares Account maintained for 

each Participant will be credited annually with: 

(1) 	 his partial payment for his shares under Article 4(c), 

(2) 	 his allocable number of Company Shares, including fractional 
shares, purchased and paid for by the Plan or contributed in kind by
the Company to the Plan as an Employer Contribution, 

(3) 	 his allocable number of Company Shares repurchased from 
terminated employees, 

(4) 	 any Forfeitures from other Company Shares Accounts, and 

(5) 	 any stock dividends on Company Shares allocated to his Company 
Shares Account. 

Allocated Company Shares will be credited to Participants' Accounts in the 
form of Share-Equivalents equal in number to such allocated shares. 

(ii) 	 Other Investments Account: The Other Investments Account maintained 
for each Participant will be credited annually with: 

(1) 	 his allocable share of Employer Contributions, which are not in the 
form of Company Shares, 

(2) 	 any voluntary Employee Contributions, 
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(3) any Forfeitures from Other Investments Accounts, 

(4) any cash dividends (other than currently disbursed dividends) on 
Share-Equivalents allocated to his Company Shares Account, and 

(5) any net income (or loss) of the Plan. 

In the case of the Employees, their Other Investment Accounts will also be 
credited 	with their payment of ten percent of the nominal value of shares 
allocated to them. 

The Other Investment Account will be debited for-the Participant's share of 
any cash payment made by the Fiduciary for the acquisition of Company 
Shares. Where there is no active public market for Company Shares, a 
special reserve fund shall be established within the Other Investments 
Account to meet future obligations for redeeming Participants' 
Share-Equivalents as Participants terminate their employment. 

(b) Formulas for Allocation to Participants' Accounts: The Allocations to 
Participants' Accounts for each Plan year will be made as follows: 

(i) 	 Allocating Shares to Participants' Accounts: Any Leveraged Shares 
acquired by the Plan for the Employees shall initially be credited to a 
"Loan Suspense Account". Whenever the Fiduciary makes a payment on 
the Acquisition Loan, the corresponding number of Share-Equivalents will 
be allocated to the Company Shares Accounts of Participants. 

The number of Leveraged Shares to be allocated from the Loan Suspense
Account to Participants' Accounts in any year of the loan repayment period 
shall equal the loan principal which has been repaid during the year, divided 
by the nominal value per share. 

In each Plan Year in which Plan Assets are applied to make payments on an 
Acquisition Loan, the Leveraged Shares released from the Loan Suspense 
Account in accordance with the provisions of this Article 6(b) shall be 
allocated in the foim of Share-Equivalents to the Company Shares Accounts 
of Participants in the manner determined by the Board, according, to the 
source of funds (cash dividends, Employer Contributions, Employee 
Contributions, and earnings attributable to such Employer Contributions or 
Employee Contributions) used to make payments on the Acquisition Loan. 

Whenever cash dividends on Share-Eouivalents previously allocated to a 
Participant's Company Shares Account are used for payments on the 
Acquisition Loan, some of the Share-Equivalents allocated from the Loan 
Suspense Account shall be allocated to that Participant's Company Shares 
Account. The allocation will be based on the ratio, on the preceding 
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Allocation Date, between the number of the Participant's Share-F, ,ivalents 
and the total number of Share-Equivalents in the Company Shares Accounts 
of all Participants. 

Whenever cash dividends on unallocated Company Shares are used for 
payments on the Acquisition Loan, Share-Equivalents will be allocated to 
Participants' Accounts in the ratio that the Compensation of each Participant 
bears to the total Compensation of all Participants. 

(ii) 	 Allocating Employer Contributions, Forfeitures and Cash Dividends on 
Unallocated Company Shares: Any cash dividends which are currently 
disbursed to Participants (or their Beneficiaries) under Article 12 shall not be 
credited to their Other Investments Accounts. Employer Contributions under 
Article 4(a) and Cash dividends on unallocated Company Shares which are in 
excess of repayment obligations and are not currently disbursed to 
Participants, Forfeitures under Article 9(b) will be allocated as of the 
Allocation Date to Participants' Accounts under a formula based on 
compensation, as specified in the last paragraph of Article 6(b)(i). 

(iii) 	 Allocating Cash Dividends on Allocated Company Shares: Any cash
 
dividendf which are received on Share-Equivalents allocated to Participants'
 
Company Shares Accounts and are not currently disbursed to Participants

will be allocated to the respective Other Investments Accounts of such 
Participants. The allocation will be based on the rat:, that the number of 
Share-Equivalents of each Participant bears to total Share-Equivalents 
allocated 	to all such Participants on the preceding Allocation Date. 

(iv) 	 Allocating Partial Payment for Shares by Employees: Any partial 
payments for shares an employee under Article 4(c) will be credited in the 
form of share-equivalents to his individual Company Shares Account. The 
number of share-equivalents shall be the amount of his contribution divided 
by the 

(v) 	 Allocating Voluntary Employee Contributions: Any Employee 
Contributions made by a Participant under Article 4(d) will be credited 
directly to that Participant's Other Investments Account. Voluntary
Employee Contributions will be credited with their part of the net income of 
the Other Investments Accounts of all participants (before deduction of any 
expenses of the Plan). 

(vi) 	 Allocating the Net Income (or Loss) of the Plsm: The net income (or loss) 
of the Plan for each Plan Year will be determined as of the Allocation Date. 

Prior to the Allocation of Employer Contributions and Forfeitures and of 
Employee Contributions for the Plan Year, each Participant's share of any 
net income (or loss) will be allocated to his Other Investments Account in 
the ratio that the total balance of such Other Investments Account @ bears to 
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the sum of the Other Investments Account balances for all Participants as of 
that date. 

The net 	income (or loss of the Plan includes the increase (or decrease) in the 
fair market value of Plan Assets (other than Company Shares), interest 
income, 	and other income and gains (or losses) attributable to Plan Assets 
(other than dividends on Company Shares) since the preceding Allocation 
Date, reduced by any expenses charged to the Plan Assets for that Plan 
Year. 

ARTICLE 7: Voting Company Shares. 

(a) Voting in the General Assembly of the Organization: On all matters of the 
general assembly of the Organization, including the election of Employee representatives to 
the Board of Directors and the Governing Committees: 

(i) 	 Prior to the first allocation of Share-Equivalents to Participants' Accounts, 
the ratio between the vote of each Participant who works for the Company 
and the total vote of the Company's Employee group shall be equal to the 
ratio between that Participant's Compensation and the total Compensation of 
the Company's Employee group. 

(ii) 	 After the first allocation of Share-Equivalents to Participants' Accounts, 
voting by Participants will be on a one-share, one-vote basis, based on 
Share-Equivalents allocated to Participants' Accounts. Unallocated Company 
Shares will be voted in the same proportion as the Participants' allocated 
Company Shares. 

The voting will be conducted as detailed in Section 5 of Part IIof these Statutes. 

(b) Voting the Employees' Shares in the General Assembly of the Company: The 
Board of Directors of the Organization will elect one of its members to vote the 
Employees' shares. This person may not be a member of the board of directors of the 
Company. 

(c) Nominating Employee Representatives to the Board of Directors of the 
Company: The Organization will have __ representatives on the board of directors of 
the Company (which consists of - members). The Board of the Organization shall elect 
from among its members the - representatives to the board of directors of the Company. 

ARTICLE 8: Disclosures to Participants. 

(a) Summary Plan Description: Each Participant shall be given a summary of the 
Plan written in a language which shall enable Employees to understand their rights under 
the Plan. Such summary plan description shall be updated whenever necessary, but at least 
once every five years. 
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(b) Summary Annual Report: Within nine (9) months after each Allocation Date,
 
each Participant shall be given a summary annual report of the Plan, providing him with a
 
summary of the activities of the Plan during the Plan Year and the financial status of all
 
Plan Accounts at the close of the year compared with the previous year.
 

(c) Annual Statement: Following each Allocation Date, each Participant shall be
 
given a statement reflecting the following information:
 

(i) 	 The balance (if any) in each of his personal Plan Accounts as of the
 
beginning of the Plan Year.
 

(ii) 	 The amount of dividends, Forfeitures, Employer Contributions, his 
Employee Contributions, and net income (or loss) allocated to his Accounts 
for the Plan Year. 

(iii) 	 The adjustments, if any, to his Accounts. 

(iv) 	 The new balances in each of his Accounts as of that Allocation Date, 
including the number of Share-Equivalents allocated to his Company Shares 
Account and the Fair Market Value of the Company Shares as of the 
Allocation Date. 

(v) 	 His years of Credited Service and his vested percentage in his Account
 
balances (under Article 10) as of that Allocation Date.
 

(d) Additional Disclosure: The Organizatoin shall make available for examination by 
any Participant copies of the Statutes of the Organization (including the Plan), the 
Fiduciary Agreement, the Organization deed of incorporation, the latest annual report and 
financial statement of the Plan, and any other reports required to be available to 
Participants by any ministry or agency of the Republic of Hungary. Upon written request 
of any Participant, his ESOP Governing Committee shall furnish copies of such documents, 
and may make a reasonable charge to cover the cost of furnishing such copies. 

WHAT 	PARTICIPANTS WILL RECEIVE 

ARTICLE 9: Vesting and Forfeitures. 

(a) Vesting: 

(i) 	 A Participant's interest in his Accounts shall become 100% vested and 
nonforfeitable, without regard to his Credited Service, if he: 

(1) is in the Service of the Company or of TRENCO on or after her 55th 

or his 60th birthday, 

(2) 	 incurs a Disability while employed by the Company, 
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(3) dies while employed by the Company. 

In these cases, the following vesting schedule in Article 10(a)(ii) does not 
apply. 

(ii) Except as otherwise provided in Article 10(a)(i), the interest of each 
Participant in his Accounts (except for interests resulting from his partial 
payment for his shares and from voluntary Employee Contributions, which 
are always 100% vested) shall become vested and nonforfeitable in 
accordance with the following schedule: 

Nonforfeitable 
Credited Service Percentage 
Under Article 11 Of Accounts 

Less than three years 0% 
Three to four years 20% 
Four to five years 40% 
Five to six years 60% 
Six to seven years 80% 
Seven or more years 100% 

(b) Forfeitures: Any portion of the final balance in a Participant's Account which is 
not vested (and thus does not become part of his Capital Accumulation) will become a
 
Forfeiture as of the Allocation Date of the Plan Year in which he ceases 
to be an Employee
of the Company for reasons other than death or disability. All Forfeitures will be 
reallocated to the Accounts of the remaining Participants, as provided in Article 6(b)(ii). 

(c) Vesting Upon Reemployment: Upon reemployment, a Participant will be
 
considered a new Employee for purposes of vesting.
 

ARTICLE 10: Credited Service. 

(a) Credited Service: An Employee's Credited Service for purposes of vesting shall be 
the number of Plan Years, beginning after the establishment of the Organization, in which 
he has accumulated at least 150 working Days of Service. 

(b) Absence Recognized by the Labor Law: If an Employee has not accumulated 150 
or more working days in any year because of illness, injury, military service, maternity
leave, or any other reason recognized by the labor law, then this year shall be included in 
his Credited Service. 

(c) Reemployment: If a former Employee is reemployed, he shall be considered a new 
employee for purposes of determining his Credited Service. 
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(d) Approved Absence: If an Employee is granted an Approved Absence, his Service 
is not terminated by the Approved Absence, but the period of the Approved Absence will
 
not be included in his Credited Service. Failure to return to work by the end of an
 
Approved Absence will terminate Credited Service as of the beginning of the Approved
 
Absence.
 

ARTICLE 11: When Capital Accumulation Will be Disbursed. 

(a) A Participant's Capital Accumulation will be disbursed following his termination of
 
Service, but only at the time and in the manner determined by the Organization.
 

(b) In the event of a Participant's Retirement, Disability or death, Disbursement of his
 
Capital Accumulation shall commence as soon as possible but no later than the Allocation
 
Date of the Plan Year following the Plan Year in which his Retirement, Disability or death
 
occurs.
 

(c) If a Participant's Service terminates for any other reason, Disbursement of his 
Capital Accumulation shall commence as soon as possible but no later than the Allocation 
Date of the third Plan Vear following the Plan Year in which his Service terminates. For 
distributions on such teninations, if a Participant's Capital Accumulation includes 
Leveraged Shares, such ,hares shall not be deemed to be part of his Capital Accumulation 
until 1he Allocation Date of the Plan Year in which the Acquisition Loan has been fully
repaid. The Association may however at its discretion make distributions on such 
terminations before the Acquisition Loan has been fully repaid, subject to the availability of 
cash in the Liquidity Fund. 

(d) The following alternative modes of Disbursement may be selected by the Board 
(after considering the available liquid assets of the Plan): 

(i) 	 Disbursement of a Participant's Capital Accumulation in a single lump sum; 
or 

(ii) 	 Disbursement of a Participant's Capital Accumulation in substantially equal 
annual installments over a period not exceeding five years (provided that in 
cases of insufficient liquidity, the period over which installments are 
disbursed may be reasonably extended by resolution of the Bard); or 

(iii) any combination of the foregoing. 

(e) If any part of a Participant's Capital Accumulation is retained in the Plan after his 
Service ends, his Accounts will continue to be treated as described in Article 6. Dividends 
will be credited on any undisbursed Share-Equivalents in the Participant's Company Shares 
Account, and interest will be credited on any undisbursed balance in his Other Investments 
Account. The rate of such interest shall be equal to the current rate on bank savings 
accounts. However, except as otherwise provided in Article 3(c), such Accounts shall not 
be credited with any dividends on unallocated Leveraged Shares, Forfeitures, and 
additional Employer Contributions. 
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(f) Disbursement of a Participant's Capital Accumulation shall commence not later than 
60 days after the Allocation Date coinciding with or next following his 60th birthday (or 
his term-nation of Service, if later). If the amount of a Participant's Capital Accumulation 
cannot be determined by the Board by the date on which a Disbursement is to commence, 
or if thc. Participant cannot be located, Disbursement of his Capital Accumulation shall 
commence within 60 days after the date on which his Capital Accumulation can be 
determined or after the date on which the Board locates the Participant. 

ARTICLE 12: In-Service Disbursements. 

(a) Cash Dividends: If there is no Company guarantee (or a.comparable guarantee) to 
support repayment of an Acquisition Loan, cash dividends on Leveraged Shares, whether 
allocated or unallocated, shall (after meeting the Organization's current expenses such as 
Fiduciary fees) first be used to meet current or accrued repayment obligations on the 
Acquisition Loan which financed su~ch shares. See Articles 5(e) and 5(f). 

After required debt service obligations are made and in accordance with Article 
5(0, any cash dividends payable on Company Shares allocated as Share-Equivalents to the 
Compary Shares Accounts of Participants may be paid currently (or within 30 days after 
cash dividends are paid to the Association or the Fiduciary) in cash by the Fiduciary to 
such Participants (or their Beneficiaries) on a nondiscriminatory basis, as determined by the 
Board. 

With respect to cash dividends payable on Leveraged Shares which remain 
unallocated, the Board of the Organization shall also direct the Fiduciary to make payments 
in cash to Participants based on their relative Compensation. Any dividends not currently 
disbursed shall be added to Participants' Other Investment Accounts. See Article 6(b)(ii). 

(b) Withdrawals: A Participant is not entitled to any payment, withdrawal or 
Disbursement under the Plan during his Service (except for interests resulting from 
voluntary Employee Contributions, which are always available for withdrawal upon 
reasonable notice). 

ARTICLE 13: How Capital Accumulation will be Disbursed. 

(a) The Disbursement of a Participant's Capital Accumulation will be made entirely in 
cash, unless both the Company and the Organization agree otherwise. No Participant has 
the right to demand Disbursement in Company Shares. If distributions from the Plan to 
Employees are managed by a Fiduciary, the Fiducary shall make such distributions only as 
directed by the Association. 

(b) Disbursement of a Participant's Capital Accumulation will be made to the 
Participant if living, and otherwise to his Beneficiary. Every Participant shall be 
requested, upon joining the Plan, to designate in writing a Beneficiary or Beneficiaries. A 
Participant may designate a different Beneficiary or Beneficiaries from time to time by
filing a written designation with the Association. A deceased Participant's entire Capital 
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Accumulation shall be disbursed to his Beneficiary within five years after his death. If a
Participant dies without a Beneficiary, his Capital Accumulation shall be distributed among
his inheritors in accordance with the law. 

ARTICLE 14: Partial Payment for Shares by the Employees. 

Employees of the Company will be required to pay two percent (2 %) of the nominal
value of the shares in which they acquire rights. The payments will be spread over the
first - years of the Share Acquisition Loan, and will take place through cash payments or 
through deductions from their wages. 

For every 2 HUF paid by an Employee, Share-Equivalents of shares with the

nominal value of 100 HUF will be credited to his Account. However, Employees will
 
have right to Disbursement of their Capital Accumulation only when the corresponding

Leveraged Shares have been allocated out of the Loan Suspense Account pursuant to
 
Article 6(b)(i).
 

Any Employee shall be entitled, at any time prior to the Disbursement of his Capital
Accumulation, to redeem all of the amount he paid into the Plan, with interest accumulated 
at a rate equal to the current rate on bank savings accounts. In this case, he will lose his 
,.ight for Disbursement of his Capital Accumulation. 

RTICLE 15: Rights, Options and Restrictions on Company Shares. 

In the event I'le Company and the Association both agree to a distribution of all or 
part of a Participant's Capital Accumulation in Company Shares, such distribution shall be
 
made under the following conditions:
 

(a) Any Company Shares distributed by the Plan shall be subject to a "right of

first refusal". 
 The right of first refusal shall provide that, prior to any subsequent transfer,
the shares must first be offered in writing for purchase to the Association, and then to the 
Company, at the prevailing Fair Market Value. A bona fide written offer from an
independent prospective buyer shall be deemed to be the Fair Market Value for this 
purpose. The Association and the Company shall have a total of 14 days to exercise the
right of first refusal on the same terms offered by a prospective buyer. The Company may
require that a Participant entitled to a distribution of Company Shares execute an 
appropriate share transfer agreement (evidencing the right of first refusal) prior to receiving 
a certificate for Company Shares. 

(b) The Association shall provide a "put option" to any Participant (or
Beneficiary) who receives a distribution of Company Shares. The put option shall permit
the Participant (or Beneficiary) to sell such Company Shares to the Association at any time
during two option periods, at the prevailin- Fair Market Value. The first option period
shall be for at least 60 days beginning ,-ithe date of distribution. The second option
period shall be for at least 60 day! beginning after the new determination of Fair Market 
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Value (and notice to the Participant thereof) in the following Plan Year. The Association 
may allow the Company to purchase Company Shares tendered to the Association under a 
put option. 

The payment for any Company Shares sold under a put option shall be made within 
30 days if the shares are distributed as part of an installment distribution. If the shares are 
distributed in a lump sum distribution, payment shall commence within 30 days and may be 
made in a lump sum or in substantially equal annual installments over a period not 
exceeding five years, with adequate security provided and interest payable at a reasonable 
rate (as determined by the Company or the Association) on the unpaid installment balance. 

(c) Company Shares held. or distributed by the Association may include such 
legend restrictions on transferability as the Company may reasonably require in order to 
assure con)_liance with applicable Hungarian securities laws. Except as otherwise provided
in this Article 15, no Company Shares held or distributed by the Association may be 
subject to a put, call or other option, or buy-sell or similar arrangement. The provisions of 
this Article 15 shall continue to be applicable to Company Shares even if the Association 
and the ESOP cease to exist. 

ARTICLE 16: No Assignment of Benefits. 

. A Participant's Capital Accumulation may not be anticipated, assigned (either at law 
or in equity), alienated, or subject to attachment, garnishment, levy, execution or other
 
legal or equitable process, except where specifically required by Hungarian law.
 

ARTICLE 17: Administration. 

(a) Composition and Fiduciary Role of the Organization's Board of Directors:
 
Under the ultimate authority of the general assembly, the highest policy-making and
 
administrative body of the Organization is its Board of Directors. The board shall consist 
of persons elected by the Employees; except that, if the Acquisition Loan is 
guaranteed by the Company the Company shall have the right to appoint - [a number
 
not exceeding one-half of the members of the Board.
 

The Board shall elect from among its members the following officers: a chairman 
(who shall be an Employee of the Company), a vice-chairman, a secretary and a treasurer. 
The selection and replacement of members of the Board of Directors are governed by Part 
II of these Bylaws, dealing with the governance of the Association. 

Although each member of the Board serves in a fiduci.j capacity, the Organization 
may contract with an outside Fiduciary to hold ESOP Assets on behalf of all members of 
the Organization and to serve as a directed Fiduciary, subject to instructions received from 
the Board with respect to investment, Allocation of dividends, Disbursement and voting 
matters affecting the Participants' Accounts. 
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(b) Voting, Records and General Authority of the Board of Directors: Any action 
on behalf of the Organization which is taken by the Board of Directors will be by vote of a 
majority of Board members at a meeting in which a quorum of - is present, or in writing
without a meeting. A Board member who is a Participant shall not vote on any question 
relating specifically to himself. 

The officers of the Board shall be authorized to execute any certificate or other 
written direction on behalf of the Organization. The Board shall keep a record of its 
proceedings and of all dates, records and documents pertaining to the administration of the 
Plan. 

(c) Powers and Duties of the Board of Directors: The Board of Directors of the 
Organization shall have all'the powers necessary to determine all matters of policy which 
pertain to the Organization and the ESOP Fiduciary Agreement as a whole, including 
without limitation the following: 

(i) 	 construing and interpreting the Plan and the Fiduciary Agreement, and 
adopting for administration of the Plan rules which are consistent with the 
terms of these ESOP Statutes; 

(ii) 	 resolving all questions relating to the eligibility of employees to become 
Participants; 

(iii) 	 determining the appropriate allocations to Participants'Accounts pursuant to 
Article 6; 

(iv) 	 determining the amount of benefits payable to a Participant (or Beneficiary), 
and the time and manner in which such benefits are to be paid; 

(v) 	 reviewing the performance of the Fiduciary with respect to the Fiduciary's 
administrative duties, responsibilities and obligations under the Plan and the 
ESOP Fiduciary Agreement; 

(vi) 	 selecting an impartial appraiser for determining the Fair Market Value of 
Company Shares as of such dates as it determines to be necessary or 
appropriate (provided that after the first Allocation of Share-Equivalents to 
Employes' Accounts, such valuation shall be carried out at least once a 
year); 

(vii) conducting at least once every three years a liquidity analysis of the Plan's 
obligations for redeeming Participants' Share-Equivalents, based on 
projections of future share values, employee turnover rates, vesting, future 
contributions and other factors affecting accumulations of terminating
members, and planning for the funding of a Liquidity Fund within the Other 
Investments Account to meet such repurchase obligations; 

(viii) 	 engaging any administrative, legal, accounting, clerical or other services
 
which it may deem appropriate;
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(ix) providing timely reports to the Participants regarding their Plan Accounts; 

(x) compiling and maintaining all records it determines to be necessary, 
appropriate or convenient in connection with the administration of the Plan; 
and 

(xi) executing agreements and other documents on behalf of the Plan. 

If the Association engages a Fiduciary, the Association shall be responsible for 
directing the Fiduciary as to the investment of Plan Assets in a menner which is consistent 
with the ogjectives of the Plan. The Board may delegate to the Fiduciary the responsibility 
for investing Plan Assets otiler than Company Shares. The Board shall establish a method 
for directing the Fiduciary to acquire Company Shares (and for otherwise investing the 
Plan Assets) in a manner which is consistent with the objectives of the Plan. 

The Board and any Fiduciary shall perform their duties under the Plan and the 
ESOP Fiduciary Agreement solely in the interests of the Participants (and their 
Beneficiaries). Any discretion granted to anyone acting in a fiduciary capacity under any 
of the provisions of the Plan or the ESOP Fiduciary Agreement shall be exercised only in 
accordance with rules and policies established by the Board of Directors of the 
Organization. These rules and policies shall be applicable on a nondiscriminatory basis. 

(f) - Expenses: All reasonable expenses of administering the Plan and the Plan Assets 
shall be charged to and paid out of the Plan Assets. The Company may, however, pay all 
or any portion of such expenses directly. The Company may also make such payments as 
a loan to the Organization, at reasonable rates of interest, to be repaid by the Organization 
once it starts receiving share dividends from the Company. 

(g) Information to be Submitted by the Co"mpany: To enable the Board of Directors 
to perform its functions, the Company shall supply full and timely information to the Board 
on all matters as it may require. The Company shall also maintain such other records as 
the Board may determine to be necessary or appropriate for determining the benefits due or 
which may become due to Participants (or Beneficiaries) under the Plan. 

(h) Delegation of Fiduciary Responsibility: The Board of Directors may from time to 
time delegate to one or more of its members and/or to any other persons or organizations 
any of its rights, powers, duties and responsibilities with respect to the operation and 
administration of the Plan which are permitted to be so delegated under the Plan; provided,
however, that responsibility for investment of the Plan Assets may not be delegated other 
than as provided in Article 17(d). Any such delegation shall be made in writing, shall be 
reviewed periodically by the Board, and shall be terminable upon such written notice as the 
Board in its discretion deems reasonable and proper under the circumstances. 

(i) Insurance and Indemnity: 

(i) Insurance: The Organization (in its discretion) or the Fiduciary (as directed 
by the Board) may obtain a policy or policies of insurance for Board 
Members (and other fiduciaries of the Plan) to cover liability or loss 
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occu:Ting by reason of the act or omission of a fiduciary. If such insurance 
is purchased with Plan Assets, the policy must permit recourse by the insurer 
against the fiduciary in the case of a breach of a fiduciary obligation by such 
fiduciary. 

(ii) 	 Indemnity: The Organization shall indemnify each member of the Board (to
the extent permitted by law) against any personal liability or expense 
resulting from his service on the Board, except such liability or expense as 
may result from his own willful misconduct. 

(j) Notices, Statements and Reports: The Company shall assist the Board, as 
requested, in complying with governmental rcporting and disclosure requirements. The
 
Board shall be the designated agent of the Plan for the service of legal process.
 

ARTICLE 18: Claims Procedure. 

A Participant (or Beneficiary) who does not receive a Disbursement of benefits to 
which he believes he is entitled may present a claim to the Association. The claim for 
benefits must be in writing and addressed to the Board. If the claim for benefits is denied, 
the Association shall notify the Participant (or Beneficiary) in writing within 90 days after 
the Committee initially receives the benefit claim. Any notice of a denial of benefits shall 
advise the Participant (or Beneficiary) of the basis for the denial, any additional material or 
information necessary for the Participant (or Beneficiary) to perfect his claim, and the steps
which the Participant (or Beneficiary) must take to have his claim for benefits reviewed. 

Each Participant (or Beneficiary) whose claim for benefits has been denied may file 
a written request for a review of his claim by the Board. The request for review must be 
filed by the Participant (or Beneficiary) within 60 days after he receives the written notice 
denying his claim. The decision of the Board in the matter shall be final. The decision 
shall be made within 60 days after receipt of a request for review and shall be 
communicated in writing to the claimant. Such written notice shall set forth the basis for 
the Board's decision. If there are special circumstances (such as the need to hold a 
hearing) which require an extension of time for completing the review, the Board's 
decision shall be rendered not later than 120 days after receipt of a request for review. 

ARTICLE 19: Limitations on Participants' Rights. 

A p2rticipant's Capital Accumulation will be based on his Vested Interest in his 
Accounts and will be paid only from the Plan Assets. The Organization, the Company, or 
the Fiduciary shall not have any duty or liability to furnish the Plan with any funds, 
securities or other assets, except as expressly provided in the Plan. 

The adoption and maintenance of the Plan shall not be deemed to constitute a 
contract of employment or otherwise between the Company and any Employee, or to be a 
consideration for, or an inducement or condition of, any employment. Nothing contained 
in this Plan shall be deemed to give an Employee the right to be retained in the Service of 
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the Company or to interfere with the right of the Company to discharge any Employee at 
any time. 

ARTICLE 20: Future of the Plan. 

The Organization reserves the right to amend or terminate the Plan (in whole or in 
part) at any time, by decision of its general assembly. Neither amendment nor termination 
of the Plan shall retroactively reduce the vested rights of Participants or permit any part of 
the Plan Assets to be diverted to or used for any purposes other than for the exclusive 
benefit of the Participants (and their Beneficiaries). 

If the Plan is terminated (or partially terminated), paticipation of Participants
affected by the termination will end. The Accounts of Employees affected by the 
termination will become nonforfeitable as of the date of termination. A complete
discontinuance of dividends on Company Shares, Employer Contributions and voluntary
Employee contributions shall be deemed to be a termination of the Plan for this purpose.
After termination of the Plan, the Plan will be maintained until the Capital Accumulations 
of all Participants have been disbursed. Capital Accumulations may be disbursed following
termination of the Plan, or Disbursements may be deferred as provided in Article 12, as
 
the Company shall determine.
 

- In the event of the merger or consolidation of this Plan with arather Plan, or he 
transfer of Plan Assets (or liabilities) to another plan, the Account balances of each 
Participant immediately after such merger, consolidation or transfer must be at least as 
great as immediately before such merger, consolidation or transfer (as if the Plan had then 
terminated). 

ARTICLE 21: Governing Law. 

The provisions of this Plan shall be construed, administered and enforced in 
accordance with the laws of the Arab Republic of Egypt. 
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ARTICLE 22: Execution. 

To record the adoption of this Plan, the Association has caused its appropriate
 
officers to affix its association name and seal hereto this __ day of
 
19_.
 

THE COMPANY 
EMPLOYEE SHAREHOLDERS' 
ASSOCIATION 

By 
Chairman 

(SEAL) By 
Secretary 

To record its concurrence with this Plan, the Company has caused its appropriate 
officers to affix its corporate name and seal hereon this day of , 
19 

THE 
COMPANY 

By 
Chairman 

(SEAL) By 
Secretary 
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MAIN FEATURES OF THE BYLAWS OF THE ORGANIZATION
 

The Statutes of the Employee Shareholders' Organization consists of two parts. Part I,
Statutes of the Employee Share Ownership Plan, defines the contents of the Plan: How shares will
be acquired, allocated and voted, dividends distributed, and capital paid out to members. Part II,
Bylaws of the Organization, defines the p.cess of operation of the Organization: Procedures for 
meetings, voting, duties of the officers, etc. 

The Organization shall hold an annual general meeting on a determined date, and special
meetings whenever requested by a certain percentage of its board. At any meeting, as well as on any
matters of the Company in which the vote is passed through the Organization to the members as
shareholders, each member is entitled to vote the shares allocated to him or her on a one-share, 
one-vote basis. the unallocated shares will be voted proportionately in the same manner as allocated 
shares. All matters will be decided by a majority vote. 

The Organization will be governed by a Executive Body. After the start-up period, directors 
will be elected for a three-year term, with one-third of the directors elected each year. The Board 
may appoint from its own membership an Executive Committee or other committees as necessary. 

The Board will elect the officers of the Organization: Chairman, Vice-Chairman, Secretary
and Treasurer. The present bylaws define the duties of these officers. The Board may also employ 
a manager for the Organization, compensate him and define his duties. 



June 30, 1992
COMPANYSTATUTES OF THE 

EMPLOYEE SHAREHOLDERS' ORGANIZATION 

PART II:
 
BYLAWS OF THE ORGANIZATION
 

ARTICLE 1: Membership. 

ARTICLE 1.1: Qualifications for Membership. 

Any person who meets the eligibility requirements for participation in the 
Company Employee Share Ownership Plan ("ESOP") as determinedin Part I. ARTICLE, 3 of these bylaws, or a beneficiary of such person under the ESOP, may be aincmbei ot this Organization. A non-transferable certificate of membership will be issued to each

member of the Organization. This certificate may be in any form which the Executive Body 
specifies. 

ARTICLE 1.2: Suspension or Termination. 

(a) Basis for Suspension or Termination: A member's rights will be automatically suspended,
or his membership automatically terminated, upon a suspension or termination of that member's
 
participation in the ESOP.
 

(b) Rights and Interests: The rights and interests of the member in the Organization cease
 
upon the termination of membership. The member is entitled only to payment for an equitably

appraised value of the member's property rights and interests in the ESOP. This value will be
 
determined, conclusively, by the Board.
 

ARTICLE 2: Meetings of Members. 

ARTICLE 2.A: Annual Meetings. 

The Organization will hold its annual meeting at the offies of the Organization at 
-_ A.M. on the day of of each year, or on a date or place


which the Board chooses at least _ days in advance ARTICLE 2.2: 
 Special Meetings. 

The Organization may call a special meeting at any time, by order of the Board. Such ameeting must be called if requested in writing by at least percent of the members. Not less
than signatures are required in such a request. This request must state the time, place, and 
object of the meeting. 

ARTICLE 2.3: Notice of Meeting. 

The members must be notified of every regular and special meeting. This notice will bemailed to the last known post office address of each member not less than days before the
meeting. The notice must state the time, place, and object of the meeting. Business not specified in 
the notice of a special meeting will not be permitted at that meeting. 
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ARTICLE 2.4: Voting by Members.
 

At any meeting of the members, or on any matters of the 
 Company
which are subject to vote of its shareholders, each member will be entitled to vote on a one-share,
one-vote basis on all Company shares or share-equivalents allocated to his or her personal accounts
within the ESOP. Upallocated shares acquired by the ESOP will be voted proportionately in the 
same manner as alloated shares. Until share-equivalents are allocated among personal ESOP 
accounts of the members, each member's relative compensation will determine his or her votingrights on Company shares acquired by the Organization. All matters involving Organization business
will be decided by a vote of the majority of share-equivalents voted on that matter. No cumulative
voting or voting by proxy shall be permitted. Any voting by the Organization or by any fiduciary of
the Organization on matters of the Company which are subject to
shareholder vote shall be voted as if by roxv in the manner reflected by the share-eniivalents vote
of the members and not in a biote voting nianner. Ii, hoW ,r, the total number ot members is
greater than _ , members or __ percent of the total number of members,
whichever is greater, constitutes a quorum. If a quorum is not present, a majority of those present 
may adjourn the meeting, without further notice. 

ARTICLE 2.5: Order of Business at the Annual Meeting. 

The order of business at the annual meeting will be: 

(a) Determination of quorum; 

(b) Proof of timely notice of meeting; 

(c) Reading and disposition of minutes; 

(d) Annual reports of officers and committees; 

(e) Unfinished business; 

(f) New business; 

(g) Voting on issues of the Company which are subject to shareholder 
vote; 

(h) Election of directors; and 

0) Adjournment. 

ARTICLE 3: Directors and Officers. 

ARTICLE 3.1: Number and Qualification of Directors.
 

The Executive Body will consist of 
 C__) members, who shall be elected by themembers of the Organization, except as noted in the following paragraph. The Chairman, or in his
absence, the Vice Chairman, shall preside over meetings of the Executive Body. 

In case the Company makes a guaranty of the acquisition loan used to purchase Company
shares, the Company shall have the right to appoint U [a number not exceeding one
half of the total] members to the Executive Body. 

_ 

2
 



ARTICLE 3.2: Election of Directors. 

Directors will be elected to succeed the incorporating directors at the first annual meeting of 
the Board. The first elected employee representatives to the Executive Body will consist of 

(__) directors elected for one year; _ _) directors elected for two years;
and _ (_) directors elected for three years. Thereafter, all elected directors will be elected 
for three years. In this way, after the start-up period one-third of the employee representatives on 
the Board will be elected every year. 

ARTICLE 3.3: Election of Officers. 

The Board will elect a Chairman, Vice-Chairman, Secretary, and Treasurer. The Board will 
do this within _ days after the Board's first election and every annual election of directors which 
follows. The Chairman and Vice-Chairman must be members of the Board, and at least one of them 
must be an elected member. 

All officers will hold their positions until (a) the election and qualification of their successor;
(b) their early removal due to death or resignation; or (c) their removal for cause. 

ARTICLE 3.4: Vacancies. 

If a vacancy, other than by expiration of a term, occurs on the Board, it will be filled by
 
appointment by the remaining Board members, until the next regular Board meeting.
 

ARTICLE 3.5: Board Meetings. 

The Board will hold regular meetings. These are to be held _ [state time and 
period, e.g. monthly], or at other times and places as the Board may determine. 

ARTICLE 3.6: Special Meetings. 

(a) Who may Call a Meeting: The Chairman or a majority of the directors may call a special 
meeting of the Board. 

(b) Procedure for Calling a Meeting: The call must be in writing, state the time and place of 
the meeting, and be signed by the person who called the meeting. This call must be addressed and 
delivered to the Secretary of the Board. 

(c) Business on Agenda: Any business may be discussed at a special meeting. 

ARTICLE 3.7: Notice of Board Meetings. 

The Secretary must give each director oral or written notice of all Board Meetings, at least 
_ hours before the meeting. This notice may be waived in writing by any of the directors. A 
director's presence at a meeting is equivalent to waiver of notice of that meeting. 

ARTICLE 3.8: Compensation. 

Whether the members of the Board or executive committee are to be compensated will be 
determined by the members of the Organization, at the annual meeting or at a special meeting. A 
Board member will not be allowed to hold any position in the Organization on a regular salaried 
basis. 
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ARTICLE 3.9: Quorum. 

(_ members of the Board [where some members of the Board are appointed bythe Company, add: (at least (___ of whom shall be elected Board members and
(_. shall be representatives of the 
 Company management)] shall
constitute a quorum for any Board meeting. 

ARTICLE 4: Directors' Responsibilities. 

ARTICLE 4.1: General Powers. 

The Executive Body will be in charge of all the business and exercise all the powers of theOrganization. (Part 11 of these bylaws specifies the powers aad duties of the Executive Body with
respect to policies, finances and administration of the ESOP). The only exception to this exclusive
grant of power is the powers reserved to members of the Organization by law, or by the deed ofincorporation or bylaws of the Organization. The rules and regulations which the Board establishes are not to be inconsistent with the law, or with the deed of incorporation or bylaws of the 
Organization. 

ARTICLE 4.2: Manager. 

The Board may employ a manager, compensate him and define his duties. 

ARTICLE 5: Officers' and Administrator's Responsibilities. 

ARTICLE 5.1: Chairman's Duties. 

The Chairman will preside over all meetings of the Board and of the Organization. If he is
absent or becomes disabled, the Vice Chairman will take over the Chairman's duties.
 

The Chairman will: 

(a) be in charge of the day-to-day operations of the Organization (but with the consent of theBoard, may hire an outside ESOP fiduciary to hold and safeguard ESOP assets and an outsideadministrator to carry on all financial and administrative matters affecting the ESOP and other 
functions under his supervision); 

(b) sign all membership certificates, ESOP agreements and other papers of the Organization asauthorized by the Board (but the Board may authorize others to sign checks, contracts, or other
instruments in writing on behalf of the Organization); and 

(c) perform any other duties which are usually performed by a chairman, or which are 
prescribed by the Board. 

ARTICLE 5.2: Vice-Chairman's Duties. 

The Vice-Chairman will take over the Chairman's duties if the Chairman is absent or 
becomes disabled. 
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ARTICLE 5.3: Secretary's Duties. 

The Secretary will: 

(a) keep a complete record of all meetings of the Organization and the Board; 

(b) be in charge of the supervision of the books and records of the Organization; 

(c) sign all membership certificates, along with the Chairman, as well as other rai:rs of the
Organization, as authorized by the Board; 

(d) serve all notices on Organization members, as required by law and by the bylaws of the 
Organization; 

(e) make a full report to the members of the Organization, at the annual meeting, of all matters 
related to his position; 

(f) keep complete membership records; 

(g) keep the seal of the Organization; 

(h) make all reports required by law; and 

(i) perform any other duties, as required by the Organization or the Board. 

4RTICLE 5.4: Treasurer's Duties. 

The Treasurer will perform all duties with respect to the Organization's finances which the 
Board prescribes. 

ARTICLE 6: Executive and other Committees. 

ARTICLE 6.1: Executive Committee. 

An executive committee, consisting of _ members, may be appointed by the Boardfrom its own memt,#rsh':,. The Board will determine the tenure if "flce,power, and duties of theexecutive committee. The Board may give to this executive committee, subject to the Board's
supervision, any of the Board's powers or functions. 

Copies of the minutes of aa.y meetings of the executive committee will oe mailed to alldirectors within _ days of the meeting. 

ARTICLE 6.2: Other Committees. 

The Board may appoint other committees as it deems necessary and appropriate. 

ARTICLE 7: Membership Certificates. 

The Board will cause appropriate certificates of membership to be issued. 
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ARTICLE 8: Property of the Organization. 

All astis and finances of the Organization will be admiiistered as specified in Part II of
 
these bylaws.
 

ARTICLE 9: riscal Year. 

The Orlganization's fiscal year will begin on the first day of of each year, and 
end on the last day of of the following year. 

ARTICLE 10: Miscellaneous. 

ARTICLE 10.1: Waiver of Notice. 

If the bylaws require that notice of a meeting be given to any Organization or Board 
ijember, he or she may waive that notice in writing. If an Organization or Board member attends a 

meeting, that attendance serves as a waiver of notice. If the member is attending that meeting for 
the express purpose of objecting to the transaction of any business on the ground that the meeting has 
not been lawfully calleo, then attendance is not deemed to be waiver of notice. 

ARTICLE 10.2: Printing of Bylaws. 

The bylaws wtd decd of incotporatio.i, after their adoption, will be printed in a pamphlet. A 
copy will be delivered to each member and to individuals who later become members of Me 
association, as hown on the record books. 

ARTICLE 10.3: Seal. 

The name of the Organization and year of its incorporation will be inscribed on the seal of 
the Organization. 

ARTICLE 11: Amendments. 

A bylaw may be amended at any regular or special meeting by an affirmative vote of the 
majority of share-equivalents in the Company which are allocated to the members, if 
the rfice of this meeting included a notice of the proposed .mendment. 

Dated: , 191 
Chairman 

(SEAL) 
Secretary
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AUTHORIZATION
 

FOR THE ORGANIZING COMMITTEE TO DO THE PREPARATORY WORK FOR THE
 
EMPLOYEE STOCK OWNERSHIP PLAN AT THE ................. COMPANY, AFTER
 

ITS TRANSFORMATION INTO AN ECONOMIC ORGANIZATION.
 

The undersigned, as employees of the above-mentioned company authorize (on the basis of 
Article 2, section (1) of ESOP Law no. XLIV. of 1992) the following persons: 

Name 	 Position Address 

to organize share ownership acquisition for the e-mployees within the framework of an ESOP, 
at the legal successor economic association, up to the extent possible according to the feasibility 
study, and to prepare its establishment, in compliance with the following aspects: 

I. 	 The feasibility study must corresp.'- to the requirements stated in Article 2, section (3) 
of the ESOP Law, and it must determine the extent of ownership share and the par value 
of shares (business shares) at which the program is feasible. 

The ianagement of the company must be involved in the preparation of the feasibility 
study, with special regard to the fact that the legal successor company must countersign 
the study after considering its technical preciseness, so that the feasibility study will 
describe the future profitability of the company in detail after a thorough analysis. 

2. 	 Taking the decision of the SPA about transformation and the ESOP co.'cept into 
consideration, in order to make purchase from the State Property Agency, the or'ganizing 
committee shall apply for a credit to the credit providing banking institution, or It shall 
make an offer for purchase to the SPA with the option of instalment payment in 
accordance with the regulations defined in Article 14 of the ESOP Law. 

3. 	 In light of the information in items 1-,& the organizing committee shall prepare a draft 
agreement for the purchase of the shares (business shares) from the SPA through an 
ESOP. Following the stipulations of the ESOP Law it shall come to an agreement with 
the SPA regarding the conditions of the sale and repayment, with special regard to the 
running time, within this to the gracn period and the amount of the interest due on the 
remaining purchase price and the credit obtained. 

4. 	 After having achieved the above-mentioned, the committee shall ask the ownership 
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organization of the legal successor company to make the approval of share property
acquisition through ESOP in accordance with the conditions approved by the SPA, an 
item on its agenda. 

5. 	 In light of the information in items 1-4 the committee shall prepare the statutes of the
ESOP organization established in accordance with the ESOP Law. The statutes must be
in compliance with the Article 9 of the ESOP Law. They must be made available to
business federations for discussion purposes, and to the employees for study. 

6. 	 After having accomplished the conditions stated in items 1-5, in accordance with the
ESOP Law, the committee must summon the employees of the economic association for 
the founding general assembly and organize and carry through the general assembly. 

7. 	 In case of establishment of the ESOP organization, from among the members of the 
organizing committee, two members - only jointly - are entitled to act and make 
agreements on behalf of the assigners. 

8. 	 If, at the founding general assembly, the employees - in accordance with Article 4,
sectin, (3) of the ESOP Law - declare the establishment of the organization, determine 
its statutes, and elect the representative and executive body of the organization, the
members of the organizing committee should apply to the general assembly for their 
resignation, as the termination of their activity. 

The undersigned employees, with full knowledge of the ESOP Law, understanding the issues
including in this authorization, and with their consent, approvingly signed this authorization. 

Date: .....................................................
 

Signatures (name, also maiden name, address) 

......................................................................................
 

2.......................................................................................
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October 26, 1992 

STATUTES OF THE ESOP OF THE ARANYP6K TRADING RT. 

I. 

The employees of the Aranyp6k Trading Rt. (hereinafter: "employer company") decided on 
the establishment of the ESOP Organization (hereinafter: "organization") in order that the 
employees could acquire an ownership share, in an organized and preferential way, in the 
economic association at which they are employed. 

1. 	 Name of the organization: ESOP Organization of the Aranyp6k Trading Rt. 

2. 	 The aim of the organization: For the purpose of acquiring property share at their own 
company, the employees of the employer company voluntarily establish an 
organization which is an independent legal entity with self-government and registered
participants. The objective of its establishment is to purchase from the SPA shares at 
the value of HF 150,000,000 offered by the SPA, and then sell these shares to 
employees within the framework of ESOP. 

3. 	 Headquarters of the organization: Budapest, Sas u. 1. 1051. 

4. 	 Name of the representative of the organization: NovAk I.stvAnn6 

II. 
The General Assembly of the Organization 

1. 	 The supreme body of the organization is the general assembly consisting of all the 
participants. A general assembly which is summoned in accordance with the 
regulations and which has a quorum represents all the participants. The resolutions 
of the general assembly are binding on the participants who were not present at the 
general assembly. The general assembly may be held also in the form of a partial
general assembly, following the regulations regarding the general assembly. 

2. 	 All participants are entitled to participate personally or through a representative, 
request information, make remarks, make a proposal, and vote. 

3. 	 The general assembly must be summoned by the board. The invitatioa to the general 
assembly must be announced at 1e various sections and businesses of the company,
15 days before the appointed date. The announcement must contain the time of the 
general 	assembly, and the items of the agenda. 

4. 	 A participant may exercise his rights regarding the general assembly through a 
representative. The general assembly has its quorum if at least one participant
member of the board and the majority of the members of the organization are 
personally present or represented. The authorization for representation is valid for one 
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general assembly, including the general assembly summoned again in case the 
previous one did not reach its quorum. 

5. 	 If the general assembly does not reach its quorum, another general assembly must be 
summoned within 15 days but on the 10th day the earliest. The general assembly
called for the second time has its quorum concerning the items of the agenda of the 
postponed general assembly, regardless of the number of participants present. 

6. 	 The following is included in the exclusive scope of authority of the general assembly: 
a) establish and modify the statutes, 
b) determine the annual budget, 
c) elect and recall the executive and representative body (board) and determine 

the payment for the members of the organizing committee, 
d) accept the annual report of the board, 
e) decide about the acceptance of the conditions of credit acquisition and 

instalment payments, 
f) determine the extent of the property share which is transferred into the 

ownership of the participants. 

7. 	 The general assembly must be summoned: 
a) 	 every year, 15 days before the deadline for the acceptance, by the participants 

of the annual accounting report concerning the organization, but not later than 
May 31, or 

b) if the court orders it, or 
c) if one-third of the members of the organization so wishes, pointing oul its 

reason and purpose. 

8. 	 The president of the board, or if prevented, a person elected from among the present
par'icipant members of the board, is the chairman of the general assembly. 

The chairman of the general assembly:
 
a) conducts the discussion,
 
b) assigns the person who keeps the minutes of the general assembly to keep the
 

minutes. 
c) asks two participants preseat to certify the minutes taken about the discussion 

and the resolutions, 
d) asks two participants present to collect and count the votes, 
e) orders the voting and announces the resolutions of the general assembly 

9. 	 The participants present at the general assembly inust be registered in the attendance 
sheet, which must show the name, address of the participants, and the number of 
votes due to them, according to section VII item 2 of the statutes, at the general 
asrembly of the organization and at the general assembly of the company. The 
rainutes of the meeting must be kept, containing the agenda of the general assembly, 
the questions presented for decision, the numbered resolutions wii the -'sultof the 
voting, and remarks made by participants which are required to be included in the 
minutes. 
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10. 	 The board announces the resolutions of the general assembly according to the mode 
of announcement described in 3. Unlawful resolutions of the genera assembly may
be challenged at the court by any participant, within 30 days from the time he 
obtained knowledge of it. 

The c.urt, on the basis of the claim: 

a) 	 may annul the unlawful resolution of the organization and if necessary, it may 
order 	to pass a new resolution, 

b) 	 in order to restore lawfulness, the court may summon the general assembly,
c) 	 if the lawfulness of the organization may not be assired otherwise, it may

suspend the functioning of the organization and send a supervisor to control. 

11. 	 If th-p number of voters exceeds 20, the voting is carried out by leaving the ballot. 
The ballots are distributed when signing the attendance sheets at the general assembly.
Each participant is given as many ballots as the number of resolutions which must be 
passed, according to the items of the agenda of the general assembly. The bailots 
must indicate the number of votes due to the participant. The number of votes due to 
each participant is determined by the board before the general assembly takes place,
following section VII item 2 of the statutes. If the number of voters does not exceed 
20, the voting is carried out by show of hands. 

III. The Executive and Representative Body, 

I1. 	 The-executive and representative body of the organization is a board consisting of at 
least five members. One member of the board is delegated by the Company, four 
members of the it are elected by the general assembly by means of secret ballot for 
three years, that is, for a definite period of time. The board elects its president from 
among 	its members. 

2. 	 The president of the board is entitled to handle individually any internal affairs of the 
organization. Regarding the other members of the board, two plrsons are entitled to 
handle jointly any internal affairs of the organization. The president of the board 
represents the organization vis-A-vis third parties in court and before other authorities. 

3. 	 The members of the board are responsible for their activities following the regulations 
of the Civil Code. 

4. 	 The board registers the organization in the following way: the president of the board 
signs his name individually after the signed, pee-printed or typed name r.: the 
organization, the other members of tho board jointly sign their names in acccx'.ance 
wiLh the specimen of signature certified by the public notary. 

5. 	 The board has quorum if it was sumnionci .xording to the regulation and if at least 
thre, , its members are present. Summoning the board is in accordance with the 
rules if the order and time of its regular meetings were previously determined in 
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writing, or the president or one-third of the members summons it in writing. 

The board must inform the general manager of the Company about the time of the
meeting. The general manager of the Company, participating in the meeting of the 
board, 	has a voice but does not have voting rights. 

6. 	 The Decisions of the board are made by simple majority. In case of a tie the president

has the casting vote, but in his absence, the member of the board who conducts the
 
meeting has the casting vote. This member is elected for conducting the meeting by
 
the other members by simple majority. 

7. 	 Preparation for the meeting of the board is the president's task, except when the 
meeting is summoned by the members in accordance with item 5. 

8. 	 The board: 
a) elects its president from among its members,
b) takes care of keeping regularly and according to the rules the registers which 

are compulsory for the organization, 
c) submits the annual balance sheet, asset statement, and annual budget to the 

general assembly,
d) writes at least twice annually a report about the werk and financial situation 

of the organization for the general assembly of the organization,
e) 	 decides on issues which do not belong to the exclusive scope of authority of 

the general assembly. 

9. 	 The board summons an extraordinary meeting at least 8 days in advance, with the 
notice of its agendo-, place and time. 

10. 	 The minutes of the meeting of the board must be kept, including the names of the 
participants, the agenda of the meeting, the issues presented for decision, the 
resolutions made, the result of the voting, and the remarks of the members of the 
board, which are required to be included in the minutes of the meeting. The minutes 
of the meeting are signed by the person who keeps the minutes, by the president of 
the board, or in his absence, by the member conducting the meeting, and another 
member. The board must publish its decisions in the way stipulated in section IIitem 
3 of the statutes. The decisions made by the board may be challenged in court by any
participant, ike the unlawful resolutions of the general assembly may be challenged 
in court by any participant. 

IV. 

The Term of the ESOP Organization 
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V.
 

Participation of Employees in the ESOP
 

1. 	 Any employee employed by the company for at least 50% of the official working 
hours, who has been employed by the company -- including the legal successor of the 
company -- for six months and did not waive his entitlement in writing, is eligible to 
participate. 

A perv wnwho wishes to join the organization is obliged to pay to the account of the 
ESOP Lrganization 5%of his net annual income but at least HF 5000 and no more 
than HF 15,000, concurrently with announcing their intention to join the organization. 
Any employees who meet these conditions are entitled any time to communicate in 
writing to the board his intention to join the ESOP. An employee who announced his 
wish to join the ESOP in writing in the above-described way will participate in the 
ESOP from the first day of the month following the date of his announcement. If his 
payment obligations to the ESOP Organization have been fulfilled, his affiliation may 
not be rejected. 

2. 	 In case the employee who is entitled to participate previously waived in writing his 
right to participate, with this announcement his previous waiver no longer applies. 

The board is obliged to communicate to the employee who is entitled to participate 
that he will get his entitlement for partiC.1pation on the first day of the following 
month. This information must be communicated to the employee on the first day of 
the month preceding his entitlement to participate. 

An employee who is entitled to participate and has been informed in writng, is 
obliged within 30 days after receiving the information to answer in writing to the 
board the following questions: 

-	 whether he wants to participate in the ESOP, or 
-	 whether he waives from his entitlement. 

Those who do not give an answer because of their own fault within 30 days after the 
delivery of the information, are considered not to participate in the ESOP. Such 
employees may not join tie organization in the year they were indefault. 

3. 	 An employee may participate in only one ESOP Organization at a time. Upon 
termination of employment, the employee's right to participate in the ESOP also 
terminates. 

4. 	 Rights of the participants: 

a) 	 Participate and vote personally or through his authorized representative at the 
general assembly of the ESOP Organization. 

b) 	 Challenge in court any unlawful resolution of the board and of the 
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organization, within 30 days after the participant obtained knowledge of it. 
c) Demand the opening of a share account within the organization in the name 

of the participant, if the board failed to do so. 
d) Obtain ownership right for the paid share if the amount in his share account 

reaches the par value of the share. 
e) In case of the participant's retirement or death, exercise his right of first 

refusal on the shares which are already in his ownership.
f) In case of termination of the ESOP Organization, demand the settlement of his 

accounts. 
g) Exercise in good faith his rights within the ESOP Organization. 

5. 	 Responsibilities of the participants: 

The participants understand that: 

a) 	 Until the credits and instalments of the ESOP Organization are paid off, the 
creditor banking institution has the right of mortgage on shares which are 
already in the participants' ownership, so these shares may not be alienated. 
These 	 shares will remain afterwards in the administration of the ESOP 
Organization. 

b) 	 They may not claim the dividends due on the shares owned by them, until the 
credit instalments of the ESOP Organization are completely repaid. 

c) At the general assembly of the Company, the board of the ESOP Organization
exercises the voting rights resulting from the shares obtained within the 
framework of the ESOP, except for the cases of the following items of the 
agenda:
 

- increase and decrease of the equity of the Company, 
- discussion of a proposal for the termination of employment of more 

than 10% of the participants at the employer company. 

d) 	 Also in other cases, the board -- after the receipt of the invitation -- is obliged 
to inform the participants by publication before the general assembly takes 
place about its time, place, items of the agenda, and the resolution proposals. 

Any participant may comment on the resolution proposals for the board, not 
later than five days before the general assembly of the employer company. 

The board is obliged to publish immediately after the general assembly the 
resolutions made at the general assembly of the employer company. 
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VI. 

The Procedure Following the Termination of Participation 

. Rights and Responsibilities of the Retired Participants 

In case of a participant's retirement or death during the repayment period, the ESOP 
Organization is entitled to the right of first refusal regarding the shares already owned 
by the participant. 

Regarding the shares which are not repurchased by the ESOP Organization, the 
pensioner exercises his membership rights in compliance with the ESOP Law and 
with the statutes of the ESOP Organization. 

2. Rights and Responsibilities of the heir(s) in Case of the Participant's Death, 

All the rights and responsibilities which the ESOP pensioner has according to the 
previous item of the statutes will be the due and responsibility of the heirs. 

3. The Procedure to Follow in case Employment is Terminated 
Given by the Employer or by the Participant. 

by a Special Notice 

i case the employment is terminated by a special notice given by the employer or 
by the participant, the employee is entitled to exercise his membership rights resulting 
from the shares not repurchased by the ESOP Organization in the way stipulated in 
the ESOP Law and in the statutes of the ESOP Organization. However, the ex
participant is obliged to offer the shares which are already owned by him for 
repurchase by the ESOP Organization. 

The ESOP Organization exercises its right of repurchase by paying 50% of the 
market value. This purchase price will be paid in four yeirs in equal instalments to 
the participant defined in this section. The deadline for paying the first instalment is 
the first half of the legal (calendar) year following the day of the termination of 
employment by special notice. 

4. In case the employment is terminated by a normal notice given by the employer or 
by the participant, the employee is entitled to exercise his membership rights resulting 
from the shares not repurchased by the ESOP Organization in the way stipulated in 
the ESOP Law and in the statutes of the ESOP Organization. 

However, he is obliged to offer the shares already owned by him 
Organization. 

to the ESOP 

The ESOP Organization 
market value. 

exercises its right of repurchase by paying 50% of the 

This purchase price is due as 
termination of employment. 

a lump sum in one year following the day of the 
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VII.
 

The Mode and Amount of the Payment of the Obligatory Contributions Made by the
Participants, 

1. 	 Upon establishmenZ of the ESOP Organization, the obligatory own resources of the 
organization are paid by the company. The shares purchased by using this resource 
will remain in the ownership of the ESOP Organization, that is, they will not be 
distributed' among the participants. 

After the establishment of the organization, a participant who joins the organization
is obliged to pay according to section V. item 1 to'the account of the ESOP 
Organization when joining the organization, as a condition of joining, 5%of his net 
annual income, but at least HI 5,000 and not more than HF 15,000. 

The ESOP Organization may use this amount exclusively for the repurchase of shares 
from the participants. Consequently, this amount must be kept as a separate fund. 

VIII. 

Consideration of the Years of Service. the Contribution to the Profit. and the Financial 
Responsibility when Exercising the Right of Property and Right for General Assembly. 

1. 	 The factors mentioned in the title are given numerical value with the help of 
multipliers co-ordinated with the annual basic payroll: 

Multipliers according to the time spent at the Rt: 

between 0 - 5 years 1.0 
between 5 - 10 years 1.5 
between 10 - 20 years 2.0 
between 20 - 30 years 2.5 
above 30 years 3.0 

Multipliers of the contribution to the profit and of the financial responsibility 
according to positions: 

On the basis of On the basis of 
contribution to profit f i n a n c i al 

responsibility 

shop assistant, clerk, warehouse 0.5 
worker, driver 

cashier, administrator 

Translator's note: the literal translationIs distribured', but itmay be "allocated" - must conflrm. 
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deputy 	shop manager 1.5 1.5 

manager of small shops, head of 2 	 2 
section, trade desk officer 

shop manager (medium-size shops), 3 	 2 
head of department 

shop manager (shops of special 3.5 2.5 
importance), senior head of 
department 

deputy 	general manager 4 3 

general 	manager 5 3 

2. 	 Consideration of multipliers during calculation: 

annual pay of a person times (total of the three multipliers) percentage rate of 
= the property

total annual payroll of participants, dividend and of 
adjusted by the nominator the voting 

right 

When giving numerical value to the right for general assembly, the number of votes 
per participant is determined on the basis of votes due on the shares which were 
transferred into the ownership of the participant in this percentage. 

The board 'nouncesto the participants every yc:z. after closing a business year, the 
number of votes calculated in this way. 

Both at the general assembly of the ESOP Organization and of the employer Company 
the participants may vote by leaving this anuee. 

Ix.
 

The Way of Transferring the ProIrty Share from the Ownership 
of the Organization into the Ownership of the Participat, 

I. 	 The board opens for every participant of the ESOP Organization a share account, in 
which the par value of the shares to be transferred into the ownership of the 
participant must be indicated. The share is transferred into ownership of the 
participant when the amount in the share account reaches the par value of the share. 

2. 	 After full repayment of the credit, 70 %of the shares in the ownership of the ESOP 
Organization will be distributed among the participants. The remaining 30 % will 

9
 



XI. 

Principles of Distribution of Property in Case of
 
Termination of the ESOP Organization
 

1. 	 Incase of termination of the ESOP organization during the operation of the employer 
company, the property shall be distributed in proportion to the total shares acquired 
during the entire period of the ESOP, among former and present participants which 
at the time of the distribution still own shares acquired within the framework of the 
ESOP. 

Other assets, in case of a dispute, shall be sold by auction and the counter-value shall 
be distributed according to this rule. 

2. 	 If the employer company terminates without a legal successor, shares and other assets 
in the ownership of the organization shall in case of a dispute be sold by auction, and 
the counter-value shall be distributed among the participants according to the rules of 
the preceding article. 

3. 	 This agreement is confidential. Its reproduction as well as giving information about 
its content to natural or legal persons who are not participants, lead to the violation 
of iis confidentiality. Information to third parties on behalf of the ESOP may be 
provided exclusively by members of the board. 

Budapest, 5 September 1992 

countersignature 	 Chairman of the Board 
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November 5, 1992 

DRAFT STATUTES
 

The employees of the .............. company decided on the establishment !-f the ESOP
organization (hereinafter: organization) in order that the employees could acquire an 
ownership share, in an organized and preferential way, in the economic association at which 
they are employed. 

1. 	 Name of the organization: .......... EOP Organization.
 

2. 	 The aim of the organization: for the purpose of acquiring property share, in .......... 
the employees of ............ voluntarily establish an organization which is an
independent legal entity with self-government and registered participants. The 
objective of its establishment is to purchase from the SPA shares at the value of...HF
offered by the SPA, and then sell these shares to employees within the framework of 
ESOP. 

3. 	 Headquarters of the organization: ............................
 

4, 	 Name of the representative of the organization: ........................
 

II. The General Assembly of the Organization 

1. 	 The supreme body of the organization is the general assembly consisting of all the 
participants. A general assembly which is summoned in accordance with the 
regulations and which has a quorum represents all the participants. The resolutluns 
of the general assembly are binding on the participants who were not present at the 
general assembly. The general assembly may be held also in the form of a partial
general assembly, with the written approval of the majority of the participants,
following the regulations regarding the general assembly 

1.1 	 All participants are entitled to participate, request information, make remarks, make 
a proposal, and vote. 

1.2 	 The general assembly must be summoned by the representative of the ESOP 
organization. The invitation to the general assembly must be announced at various 
sections and businesses of the company, 15 days before the appointed date. The 
announcement must contain the exact time, piace of the general assembly, and the 
items of the agenda. 

1.3 	 The general assembly has its quorum if the majority of the members of the 
organization is personally present or represented. A participant may exercise his 
rights regarding the general assembly through a representative. The authorization for 
representation is valid for one general assemb!y, including the general assembly 



summoned again in case the previous one did not reach its quorum. 

1.4 	 If the general assembly docks not reach its quorum, another general assembly must be 
summoned within 15 days but on the 10h day the earliest. The general assembly
called for the second time has its quorum concerning the items of the agenda of the
postponed general assembly, regardless of the number of participants present. 

1.5 	 The following is included in the scope of authority of the general assembly: 

a) establish and modify the statutes,
 
b) determine the annual budget,

c) elect and recall the executive body and determine the payment for the
 

members of the organizing committee,
 
d) accept the annual report of the executive body,

e) decide about 
 the acceptance of the conditions of credit acquisition and 

instalment payments,
f) determine the extent of the property share that is transferred into the 

ownership of tht participants. 

1.6 	 The general assembly must be summoned: 

a) 	 every year, ... days before the deadline for the acceptance by t&-- participants
of the annual accounting report concrning the organization, but not later than 
May 31, 

b) if the court orders it, or 
c) if one-third of the members of the organization so wishes, pointing out its 

reason and purpose. 

1.7 	 The president of the executive body, or if prevened, a person elected from among
the present members of the executive body, is the chairman of the general assembly.
The chairman of the general assembly: 

a) conducts the discussion, 
b) assigns the person who keeps the minutes of the meeting,
c) asks two participants present to certify the minutes taken about the discussion 

and the resolutions,
d) asks two participants present to collect and count the votes,
e) orders the voting and announces the resolution of the general assembly. 

1.8 	 The participants present at the general assembly must be registered in the attendance 
sheet, which must show the name, address of the participants, their number of shares,
and the number of votes due to them on the basis of the number of shares owned by
them. The minutes of the meeting must be kept, containing the agenda of the general
assembly, the questions presented for decision, the numbered resolutions with the 
.- sult of the voting, and remarks made by participants which are required to be 
included in the minutes. 
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1.9 	 The board announces the resolutions of the general assembly according to the mode 
of announcement described in 1.2. Unlawful resolutions of the geneial assembly may

be challenged at the court by any participant, within 30 days from the time lie
 
obtained knowledge of it.
 
The court, on the basis of the claim:
 

a) 	 may annul the unlawful resolution of the organization and if necessary, it may
order to pass a new resolution,

b) in order to restore lawfulness, the court may summon the general assembly,
c) If the lawfulness of the organization may not be assured otherwise, it may

suspend the functioning of the organization and send a supervisor to control. 

2. 	 The mode of voting: 

a) the voting is carried out by leaving the ballot. The ballots are distributed when
signing the attendance sheets at the general assembly. The ballot shows the
instructions how to fill it out. Each participant is given as many ballots as the
number of resolutions which must be passed, according to the items of the 
agenda of the general assembly. 

b) Unallocated shares acquired by the ESOP will be voted proportionately inthe 
same m.-iner as allocated shares. 

c) 	 Any voting by the Organization or by any fiduciary of the Organization on 
matters of the Company which are subject to shareholder vote
shall be voted as if by proxy in the manner reflected by the share-equivalents
vote of the members and not in a block voting manner. 

III. The Executive and Representative Body. 

1. 	 The executive and representative body of the organization is a board consisting of at
least three members. The members of the board are elected by the general assembly
by means of secret ballot. [ Alternative: ..... members of the board (a number not
exceeding one-third) are delegated by the company and ... members are elected by
the general assembly by means of secret ballot.]
The first elected members of the board will consist of ........... directors elected for 
one year; ............ directors elected for for two years; and ........... directors elected
 
for three years. Thereafter, all elected directors will be elected for ......... 
yeras. The 
board elects its president from among its members. 

2. 	 Any member of the board is entitled to handle individually any internal affairs of the
organization. The president of the board represents the organization vis-A-vis third
parties 	in court and before other authorities. 

3. 	 The members of the board are responsible for their activities following the regulations 
of the Civil Code. 
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4. 	 The board iegisters the organization in the following way: the president of the board
 
signs his name individually after the signed, pre-printed or typed name of the
 
organization, the other members of the board jointly sign their names in accordance
 
with the specimen of signature certified by the public notary. 

5. 	 The board has quorum if it was summoned according the regulation and i at least
 
three of its members are present [where some members of the Board afr appointed

by the Company, add: (at least ....... of whom shall be elected Board members and
 

...shall be representatives of the Company management). Summoning the board is 
in accordance with the rules if the order and time of its regular meetings were 
previously determined in writing, or if one-third of the members summons it eight 
days before the extraordinary meeting. 

6. 	 Decisions of the board are made by simple majority. In case of a tie the president has
 
the casting vote, but in his absence, the member of the board who conducts the
 
meeting has the casting vote. This member is elected for conducting the meeting by

the other members by simple majority. 

7. 	 Preparation for the meeting of the board is the president's task, except when the 

meeting is summoned by the members in accordance with item 5. 

8. 	 The board: 

a) elects its president from among its members, 
b) takes care of keeping regularly and according to the rules the registers which 

are compulsory for the organization,
c) submits the annual balance sheet, asset statement, and annual budget to the 

general assembly,
d) writes at least twice annually a report about the work and financial situation 

of the organization for the general assembly of the organization,
e) decides on issues which do not belong to the exclusive scope of authority of 

the general assembly. 

9. 	 The board summons an extraordinary meeting at least eight days in advance, with a 
notice of its agenda, place and time. 

10. 	 The minutes of the meeting of the board must be kept, including the names of the 
participants, the agenda of the meeting, the issues presented for decision, the 
numbered resolution, the result of the voting, and the remarks of the members of the 
board which are required to be included in the minutes of the meeting. The minutes 
of the meeting are signed by the president of the board, or in his absence, by the 
member conducting the meeting and another member. The board must publish its 
decisions in the way stipulated in item 1.2. The decisions made by the board may be 
challenged in court by any participant, like the unlawful resolutions of the general
assembly may be challenged in court by any participant. 

11. 	 The bylaws, after their adoption, will be printed in a pamphlet. A copy will be 
delivered to each member and to individuals who later become members of the 
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association, as shown on the record books. 

IV. The term of the ESOP organization 

1. 	 When the organization has transferred the ownership right of all its property shares, 
the board is obligated to summon within 30 days the general assembly, which may 
decide about the termination of the organization and the distribution of its assets. 

The ESOP Organization continues until the termination of the employer company, 
since the shares worth altogether .... % of the of the par value of the shares that are 
already in the ownership of the organization by the participants. 

V. Participation of Employees in the ESOP 

I 	 Rights and Respnsibilities of Employees Entitled to Vote Regarding the 
Establishment of the ESOP Organization 

1.1 	 Rights: voting about the following questions: 

a) whether an ESOP should be started at the company, and 
b) who should be the members of the organizing committee which consists of 

three members. 

If the organizing committee agreed with the interested parties on all the conditions of 
starting an ESOP, the founding general assembly should vote about: 

a) whether the ESOP organization should be established or not; if yes, 
b) what conditions should the statutes of the organization contain, within the 

framework of the requirements stated in Article 9 of the ESOP Law, and 
c) 	 who should be the members of the executive and representative body of the 

organization if they meet the conditions stated in the Law (Article 8 section 
4).' 

1.2 	 Responsibilities -- to fulfill his voting obligations, except ifhe is prevented by reasons 
beyond his control. Employees who are prevented from participating personally are 
entitled to vote in writing and submit their votes to the members of organizing 
committee or the executive and representative body, using the ballot introduced for 
this purpose. Those who do not participate in "oting because of their own fault are 
considered to be opponents of the ESOP. Such employees may not join the ESOP in 
the year of its establishment, not even if they would meet all the conditions ofjoining 
it. 

Translator's note: Any mention of "Article refers to the ESOP Law no. XLIV of1992. 
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2. Rights and Responsibilities of mplovees who are Entitled to Participate inthe ESOP. 

Any employee employed by the compLmy for at least 50% of the official working
hours, who has been employed by the company --including the legal successor of the company -- for ... months and did not waive his entitlement in writing, is eligible toparticipate. A person who wishes to join the organization is obliged to pay to theaccount of the ESOP organization .................. concurrently with announcing theirintention to join the organization. Any employees who meet these conditions are
entitled to inform the organizing committee in writing about their wish to join theESOP, or if the ESOP has already been established, they inform the executive
representative body of the organization. An employee who announced his wish to jointhe ESOP inthe above-described way will automatically participate in the ESOP fromthe first day of the month of a[or: quarter year] following the date of his 
announcement, and, if his payment obligations to the ESOP Organization have been 
fulfilled, his affiliation may not be rejected. 

Incase the employee previously waived in writing his right to participate, with this 
announcement their waiver no longer applies. 

An employee who is entitled to participate is obliged to answer in writing -- by thewritten request of the organizing committee or the executive body of the organization 
-- the following questions: 

a) whether he wants to participate in the ESOP, or 
b) whether he waives from his entitlement. 

Those who do not give an answer because of their own fault within eight days afterthe delivery of the written request, are considered not to participate in the ESOP.Such employees may not join the ESOP in the year of its establishment, even if they
would meet all the conditions of joining it. 

A former Participant who is reemployed by an Employer shall become a Participant
as of the date of his reemployment. The membership of a Participant who is on anApproved Absence shall be suspended during the period of his Approved Absence.
A Beneficiary of a Participant shall not become. a member incase of the Participant's
death. Participation shall terminate upon termination of employment. However, theterminating Employee shall retain all the rights of a Participant until the totality of
his account in the organization has been transferred to hic posession. 

Responsibilities of the Participants3. -ightsand 

An employee who is entitled to participate according !o items 1. and 2. mayparticipate only in one ESOP organization at a time (Article 4 section 4). Upontermination of employment, the employee's right participateto also terminates 
(Article I section 4). 
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3.1 	 Rights of the Participant 

a) 	 participate in the general assembly of the organization (Article 7 section 1),
and vote his shares personally or through his authorized representative (Article
9 item c), 
a. 1. 	 Comment, at least five days before the general assembly, on the 

resolutions proposed by the board.
b) challenge in court any unlawful resolution (Article 10 section 1) within 30

days after he obtained knowledge of it,
c) 	 exercise the voting right at the general assembly ensuing from the membership

right of the company, in the way stipulated in the statutes, the voting rights,
ensuing from the membership right, which result form the shares owned by
the organization (Article 17),

d) demand the opening of a share account in the name of the participant within
the organization, if the executive and representative body failed to do so 
(Article 18 section 1),

e) 	 obtain ownership right for one share whenever the amount in his shareaccount reaches the par value of the share type, which was purchased by the
organization within the framework of the ESOP (Article 18 section 3),f) take the shares purchased using own resources into unlimited ownership and
increase the cash investment in his own share account by transferring the
remaining part of the paid-up resources to his own share account (Article 18 
section 6).

g) sell to participants in the internal market shares purchased in the framework
of the FSOP (Article 19 section 1), and buy shares from other participants,
following the stipulations of the statutes,

h) in case of retirement during the repayment period, dispose of the shares
already in his ownership, at the same time respecting the organization's right
of first refusal; in case of the death of the participant, this right is due to his 
heirs (Article 19 section 2),

i) 	 in case cf termination of participation for other reasans during the repayment
period, exercise the right of membership on the basis of the shares already
owned by him, if the organization waives its right of first refusal within the
time stipulated by the stawutes, but not more than six months. In such cases the
rights 	 of membership are exercised within the limits of the -etrint on
alienation and mortgage on them, according to Article 19 section 1,

j) exercise the right of first refusal due to him concerning the shares repurchased
by the organization, after this right has been exercised by the employees of the 
company, who are entitled to but do not participate in the ESOP (Article 19 
section 4),

k) in case of termination of the _SOP organization, demand settlement of his 
accounts. 

3.2. 	 Responsibilities of the Partiipants. 

The participants are obliged: 

a) 	 to take financial responsibility for the debts of the organization to a limited 
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extent as defined in Article 19 section I of the law, 

b) to bear the proportional part of the purchase price of the shares purchased by
the ESOP organization from their own financial resources with the conditions 
and in the way defined in the statutes, 

c) to exercise in good faith their membership rights residting from the shares 
purchased within the framework of the ESOP at the general assembly in the 
way defined in the statutes of the ESOP organization. 

3.3. Restrictions on the Participant's Rights to the Shares 

a) Until the credits and instalments of the ESOP Organization are paid off, the 
creditor banking institution has the right of mortgage on shares which are 
already in the participant's ownership, so these shares may not be alienated. 
This restriction does not apply to the shares purchased with the participants' 
own resources. 

b) Participants may not claim the dividends due on the shares owned by them, 

until the credit instalments of the ESOP Organization are completely repayed. 

3.4. Voting ESOP Shares at the General Assembly of the Company 

At the general assembly of the Company, representative(s) of the board of the 
ESOP Organization exercise(s) the the voting rights resulting from the shares 
obtained within the framework of the ESOP, except for the cases of the 
following items of the agenda: 

-

-

increase and decrease of the equity of the Company 
termination of the ESOP Organization. 

3.5. 

In such cases, the ESOP board shall summon an extraordinary general
assembly of the Organization. The board shall vote at the general assembly of 
the Company all shares of the Organization in proportiion to the vote of the 
participants at the general assembly of the Organization. 

Information to Participants Regarding the General Assembly of the Company 

Also in other cases, the board - after the receipt of the invitation to the 
general assembly of the Company - is obliged to inform the participants before 
the general assembly takes place about its time, place, items of the agenda, 
and the resolution proposals. 

Any participant may comment to the board on the resolution proposals, not 
later thanfive days before the general assembly of the employer company. 

The board is obliged to publish immediately after the general assembly of the 
employei company the resolutions made in it. 
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VI. The Procedure Following the Termination of Participation 

1. 	 Rights and Responsibilities of the Retired Participants 

In case 	of retirement during the repayment period, the retiring participant is: 

a) 	 entitled to -

exercise his membership rights resulting from the shares he has already 
acquired during the repayment period in the way which follows the 
stipulations of Law no. VI of 1988 on Economic Associations (Gt.), the ESOP 
Law and the. statutes, with special regard to the right of first refusal for 
purchase due to the ESOP organization (Article 19 section 2), 

b) 	 obliged to -

follow the stipulations of the Gt., the ESOP Law and the statutes of the ESOP 
organization. 

2. 	 Rights and Responsibilities of the Heir(s) in Case of the ParticipanDeath 

According to Article 19 section 2 of the ESOP Law and the related provisions of the 
Civil Code, the rights and responsibilities the ESOP pensioner has according to the 
previous item of the statutes will be the due and responsibility of the heir(s). 

3. 	 Rights and Responsibilitie of a Participant who Unlawfully Terminates his 
EmploymgnL 

According to the stipulations of the Code of Labor Legislation, a participant 
terminating his employment unlawfully is: 

a) 	 entitled to -

exercise his membership rights resulting from the shares not repurchased by 
the ESOP organization in the way stipulated by the Gt, the ESOP Law and the 
statutes of the ESOP organization, with special regard to the restraint on 
alienation and the mortgage right regulated in Article 19 section 1 of the 
ESOP 	Law, 

b) 	 obliged to -

follow the stipulations of the Gt, the ESOP Law and the statutes of the ESOP 
organization, so as to allow the organization to repurchase the shares which 
have been acquired by the ex-participant in the way and at the priw. defined 
in the statutes, that is, the organization at its own discretion is entitled to pay 
the actual purchase price in instalments over five years. 
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4. 	 Rights and Responsibilities of the Participant whose Employment is Terminated by
a Sp=cial Notice Given by the Employer 

According to the Code of Labor Legislation, a participant whose employment is
terminated by a special notice given by the employer is: 

a) 	 entitled to -

exercise his membership rights resulting from the shares not repurchased by
the ESOP organization in the way stipulated by the Gt, the ESOP Law and the
statutes of the ESOP organization, with special regard to the restraint on 
alienation and the mortgage right regulated in Article 19 section 1 of the 
ESOP Law, 

b) 	 obliged to -

follow 	the stipulations of the Gt, the ESOP Law and the statutes of the ESOP
organization, so to allow the organization to repurchase the shares which have
been acquired by the ex-participant in the way and at the price defined in the 
statutes, that is, the organization at its own discretion is entitled to pay the
actual purchase price in instalments over two years. 

VII. The Mode and Amount ofthe Payments M 

1. 	 The Payment Obligations of the Participants and the Amount of theObigations 

By virtue of Article 14 section 4 of the ESOP Law, the condition for providing credit 
and instalment payment is that the ESOP organization has the minimum cash
requirements (own financial resources) defined in the Law. 

Article 18 section 6 of the ESOP Law stipulates that, in case these financial resources 
were not paid by the participants, but by the company or others, the guiding principle
for transferring property shares purchased with "own financial resources" into
possession of the participants is the statutes. The organization is obliged to transfer
the property shares purchased with the participants' own financial resources into the
possession of the participants immediately in proportion to the individual payments
made by the participants. If this cannot be accomplished completely, the countervalue
of the property shares remaining in the possession of the organization must be 
registered on the share accounts in the same proportion. 

The conclusions from the above are: 

a) the purchase price of the shares which may be acquired by the organization 
may not exceed fifty times the amount available at the purchase, 

b) 	 the cash requirements ("own financial resources") may be provided by the 
employer company, or its source may be a credit, meaning that preliminary 
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payments by the participants are not a condition for the establishment of an 
ESOP, 

c) If the reasonable purchase of property shares requires that the participants
make payments from their own resources, it is justified to encourage the 
participants to make payments in the following way: 

ca) 	 in accordance with the stipulations of Article 18 section 6 of the ESOP 
Law, the organization transfers the shares purchased with the 
participants' payments from their own resources into the participants' 
unlimited possession. 

2. 	 The Way of Making Payments by the Participants. 

The participants may make payments from their own resources either in cash or with 
compensation coupons (Article 14 section 1 of the ESOP Law). The compensation 
coupons must be taken as "own financial resources" at their par value. 

3. 	 The Payment Obligations of th_..Company 

In cases where the Company guarantees a loan for purchase of property shares by the 
organization, the company shall pay to the organization in cash in such amounts, and 
at such times, as needed to provide the organization with sufficient cash to pay any
currently maturing debt obligations (including interest) under such guaranteed loan. 

VIII. Regulatirns for Participants to Join the ESOP. 

1. 	 Announcing Participation at the Organizing Committee. 

Any time before the ESOP organization is established, applications for participation
in the ESOP may be submitted to the Organizing Committee. In accordance with 
Article 2 section 1of the ESOP Law, the condition for initiating an ESOP is that at 
least 25% of the employees assign an Organizing Committee of three members to 
start the ESOP. It is expedient to put down the assignment in the form of an 
agreement. The written announcement of the persons who signed the agreement, or 
initiated the ESOP in writing in any other way, is considered a written announcement 
of their wish to participate (i.e. they have joined the ESQP) as defined in Article I 
section 3 of the ESOP Law. The Organizing Committee may not reject those who 
wish to join. 

2. 	 Announcing Participation after the ESOP Has Been Established. 

After 	 the ESOP organization has been established, the employees eligible in 
accordance with the statutes may join the ESOP, by submitting a written application
to the Board of the Organization. The Board is obliged to accept the application,
noting that the applicant will start participating in the ESOP on the first of the month 
following the date of submission of the application. 
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IX. 	The Principles of Allocation and the Way of Transferring the Property Shares Owned
 
by the Organization into the Ownership of the Participants
 

1. 	 The Fro~rty Share Which is Transferred from the Ownership of the Organization
 
into the Ownership of the Participants and the Way it is Transferred
 

The executive body opens a share account for the participants. On this account the 
value of the property share transferred into the ownership of the participants must be 
registered (Article 18 section 1 of the ESOP Law). 

The aggregate amount registered on the participants' share accounts may not exceed 
the par value of the property shares already paid off (Article 18 section 2 of the 
ESOP Law). 

A property share is transferred into the ownership of the participants if the amount 
registered on the share account reaches the par value of the share, or in case of 
business shares, if this amount corresponds to the stipulations of Article 159 section 
1of Law no. VI of 1988 on Economic Associations (Article 18 section 3 of the ESOP 
Law) regarding the equity rate per business share. 

2. 	 Principles of the Allocation of Shares 

The individual participants receive shares by common right, by right of payment of 
own resources, on the basis of considering their net salary obtained in the first 
accounting year, their employment at the company (or at its legal successor), and 
their financial responsibilities, as follows: 
a) by common right all participants are entitled to receive the same amount, the 

upper limit of which is 5% of the par value of the allocable shares, 
b) 	 the account of participants who are the first to pay their own resources, is 

credited, as an increase and proportionately to their payment, with the amount 
three times more than the amount of the property share paid with own 
resources per participant, 

c) 	 considering the remaining part to be allocated as 100%, the participants' 
account is credited with 
a. 	 at least 50% of it, in proportion to the net income, 
b. 	 not more than 35% of it on the basis of the period of employment 

spent at the company or at the legal successor of the company, 
c. 	 at least 25% of it among employees with civil right responsibilities 

(managers), in proportion to net incomes. 

The exact proportions are approved annually by the general assembly after the 
calculations have been made, and with the observance of the above-mentioned. 

3. 	 Regulations Concerning the Repurchase of the Property Share Already Transferred 
into the Ownership of the Participants. 

The organization repurchases the property shares from the participants at an internal 
market price but at least at half of the market value. The internal market value of the 
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shares 	 is determined twice a year by an independent auditor -- assigned by the 
organization -- when controlling and auditing the annual balance sheet. This must be 
done within 30 days after the annual balance sheet have been submitted to the Tax 
Authorities, in accordance with the accounting stipulations, and also before the 
general assembly of the company and of the organization accepts the annual balance 
sheet. 

4. 	 Exrcising th Right Qf First Refusal in Case of Selling the Repurchased Property 

The other employees of the company, the participants, and the members of the 
company, in this order, are entitled to the right of first refusal regarding the 
repurchased property shares (Article 19 section 4 of the ESOP Law). 

This means that the above-listed persons in this order, may exercise their right of first 
refusal. However, until the repayment of the instalments has been completed, these 
property shares are not releaesed from the restraint on alienation and mortgage 
stipulated in Article 19 of the ESOP Law, and are kept in the administration of the 
ESOP organization. 

However exercising the right of first refusal does not lead to the release of shares 
- from the restraint on alienation and mortgage until the repayment of instalments, and 
does not entitle those exercising the right of first refusal to participate in the ESOP. 

These 	shares will also remain in the administration of the ESOP organization. 

The conditions of exercising the right of first refusal: 

a) 	 The sale of repurchased property shares takes place twice a year, after 
auditing the semi-annual and annual balance sheets, when on the basis of the 
balance sheet, the qualified auditor assigned by the organization determined 
the real internal market value of the property shares. 

b) The way of exercising the right of first refusal: 
ba) the selling price is 104% of the repurchase price (of which: 100% is 

the repurchase price and 4% is the administrative expense.),
bb) 	 from among those entitled to the right of first refusal, the claims of the 

first ones on the list must be completely met and then the claims of the 
persons of the next category may be met, 

bc) 	 the person exercising the rght of first refusal may buy from the 
repurchased property shares to the following extent: he may purchase
maximum 1.5 times more than the accumulated par value of the 
property shares per participant which is already owned by the ESOP 
organization. 

bd) 	 general rule of refusal in case of oversubscription within one group: 

subscription of the greatest tubscribed amount shal! be decrcasd to the 
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value of the next subscription until oversubscription discontinues. 

5. 	 Rules Relevant to the Alienation of the Proly..ehare which Remained in the
Ownership of the Organization after the Repayment of Credit and Instalments. 

According to the decision of the general assembly, the organization is entitled to keep
the property shares in its ownership -- for a definite period cf time and to a definite 
extent determined by the general assembly -- even after repa),aent of the insitalments 
(Article 18 section 5 of the ESOP Law). After the expiration of this period, this 
property share must be sold. If the general assembly waives its above-mentioned 
right, the property share which is owned by the organization after the repayment of 
the instalmo'nts must be sold. 

6. 	 Principles of Distribution of the Property in Case of Termination of the Organization, 

1. 	 In case of termination of the ESOP organization during the operation of the 
employer company, the property shall be distributed in proportion to the total 
shares acquired during the entire period of the ESOP, among former and 
present participants which at the time of the distribution still own shares 
acquired within the framework of the ESOP. 

Other assets, in case of a dispute, shall be sold by auction and the counter
value shall be distributed according to this rule. 

2. 	 If the employer company terminates without a legal successor, shares and 
other assets in the ownership of the organization shall in case of a dispute be
sold by auction, and the counter-value shall be distributed among the 
participants according to the rules of the preceding article. 
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November 15, 1992 

DRAFT STATUTES
 
OF THE HEREND PORCELAIN WORKS RT.
 

L. .encral Data 

The employees of the Herend Porcelain Works Rt. (hereinafter: company), on the basis of 
Law no. XLIV of 1992 (hereinafter: ESOP Law), decided on the establishment of the 
ESOP organization (hereinafter: organization) in order that the employees could acquire 
an ownership share, in an organized and preferential way, in the economic association at 
which they are employed. 

1. 	 Name of the organizatin: 

ESOP 	Organization of the Herend Porcelain Works Rt. 

2. 	 The aim of theQrgarnization: 

For the purpose of acquiring a property share', the employees of the Herend 
Porcelain Works Rt. voluntarily establish an organization which is an independent
legal entity with self-government and registered participants. The objective of its 
establishment in to purchase shares offered for sie by the Herend Porcelain Works 
Rt. and then -- following the regulations of the ESOP Law and the statutes of the 
organization - transfer these shares to accounts of the employees. The intention 
of the 	organization is to purchase shares at HUF 682,500,000 offered for purchase
by the 	State Property Agency. 

3. 	 Headquarters of the organizdtion: 

8440 Herend, Kossuth Lajos u. 140. 

4. 	 Name of the representative of theorganization: 

II. 

The Participants and the General Assembly of the Organization 

5. 	 The participants of the organization are the employees of the company who are 
employed by the company for at least 50% of the official working hours and who 
have been employed by the company -- including the legal successor of the 
company -- for six months and did not waive their entitlement in writing, and who 

Translator'snote: In Hungarian,the experssion "propertyshare"signifies a share of 

the company's property, i.e. a block ofshares. 



gave a 	written notice of their intention to participate. 

S. 	 The supreme body of the organization is the general assembly consisting of all the 
participants. A general assembly which is summoned in accordance with the 
Yegulationis and which has a quorum represents all the participants. The 
resolutions of the general assembly are binding on the participants who were not 
present at the general assembly. The general assembly may be held also in the 
form of a partial general assembly initiated by the executive and representative
body of the organization (hereinafter: board) and following the regulations
regarding the general assembly. 

6.1 	 All participants are entitled to participate, request information, make remarks,
 
make a proposal, and vote.
 

6.2 	 The general assembly must be summoned by the representative of the ESOP 
organization. The invitation to the general assembly must be announced at various 
sections and businesses of the company, and also in the official gazette of the 
Herend Porcelain Works Rt., 15 days before the appointed date. The 
announcement must contain the exact time, place of the general assembly, and the 
items of the agenda. Tte invitation should be sent personally to employees who 
are temporarily absent from their work. 

6.3 --	 The general assembly reaches its quorum if the majority of the participants of the 
organization are personally present or represented. A puticipant may exercise his 
rights regarding the general assembly through a representative. The authorization 
for representation is valid for one general assembly, including the general
assembly summoned again in case the previous one did not reach its quorum. 

6.4 	 If the general assembly does not reach its quorum, another general assembly must 
be summoned within 15 days, but on the 10th day the earliest. The general
assembly called for the second time has its quorum concerning the items of the 
agenda of the postponed general assembly, regardless of the number of participants 
present.
 

6.5 	 The following is included in the scope of authority of the general assembly: 

a) establish and modify the statutes,
 
b) determine the annual budget,
 
c) elect and recall the executive body and determine the payment for the
 

members of the organizing committee, 
d) accept the annual report of the executive body, 
e) df'ide about the acceptance of the conditions of credit acquisition and 

instalment paymerts, 
f) determine the extent of the property share which is transferred into the 

ownership of the participants. 

6.6 	 The general assembly must be summoned: 
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a) every year, 15 days before the deadline for the acceptance by the 
participants of the annual accounting report coicerning the organization, 
but not later than May 31, 

b) if the court orders it, or 
C) if one-third of the members of the organization so wishes, pointing out its 

reason and purpose. 

6.7 The president of the board, or if prevented, a person elected from among the 
present members of the board, is the chairman of the general assembly. 

The chairman of the general assembly: 

a) 	 states that the general assembly was summoned according to the regulations 
and that the general assembly has a quorum, 

b) conducts the discussion,
 
c) proposes the person who keeps the minutes of the meeting,

d) proposes two participants present to certify the minutes taken about the
 

discussion and the resolutions, 
e) proposes two participants present to collect and count the votes,
0 orders the voting and announces the resolution of the general assembly. 

6.8 	 The participants present at the general assembly must be registered in the 
attendance sheet, which must show the name and address of the participants. The 
minutes of the meeting must be kept, containing the agenda of the general
assembly, the questions presented for decision, the ;umbered resolutions with the 
result of the voting, and participants' remarks which are required to be included in 
the minutes. 

6.9 	 The board announces the resolutions of the general assembly according to the 
mode of announcement described in 6.2. Unlawful resolutions of the general
assembly may be challenged at the court by any participant, within 30 days from 
the time he obtained knowledge of it. 

The court, on the basis of the claim: 

a) may annul the unlawful resolution of the organization and, if necessary, it 
may order to pass a new resolution, 

b) in order to restore lawfulness, the court may summon the general 
assembly,

c) 	 If the lawfulness of the organization cannot be assured otherwise, it may 
suspend the functioning of the organization and send a supervisor to 
control. 

7. 	 The mode of voting at the general assembly of the organization. 

7.1. The general assembly of the organizat-on decides on the person who keeps
the minutes, those who certify the minutes, and on the persons who count 
the votes. 
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7.2. The voting is carried out by leaving the ballot. The ballots are distributed 
when signing the attendance sheets at the general assembly. The ballot 
shows the instructions how to fill it out. Each participant is given as many
ballots as the number of resolutions which must be passed, according to the 
items of the agenda of the general assembly. 

7.3. About issues related to exercising the ownership rights, the voting due on
shares which are owned by the participants is carried out by way of 
enforcement of ownership rights, and the voting due on shares owned by
the organization is carried out by way of enforcement of the principles of
allocation determined in item 27.2. The numbcr of votes due to each
participant -must be indicated on the ballots according to this and taken into 
consideration when counting the votes. 

7.4. 	 When making resolutions about other questions than the exercising of 
ownership rights, leaving one ballot counts as one vote. 

7.5. 	 The resolutions are passed by the majority of votes. 

III. 

The Executive arJ Representative Body 
(The board) 

8. 	 The executive and representative body of the organization is a board consisting of

six members. 
 Four members of the board are elected by the general assembly by 
means of secret ballot for three years, and two members are appointed by the
board of directors of the company for three years. The first elected members of
the board will consist of one director elected for one year; one director elected fortwo years; and two directors elected for three years; one member of the board will 
be appointed by the board of directors of the company for one year, the other 
member will be appointed for two years. The board elects its president from 
among 	its members. 

9. 	 Any member of the board is entitled to han6.e individually any internal affairs of
the organization. The president of the board represents the organization vis-A-vis 
third parties in court and before other authorities. 

10. 	 The board registers the organization in te following way: the president of the
board signs his name individually after the signed, pre-printed or typed name of
the organization, the other members of the board jointly sign their names in
accordance with the specimen signature c¢,rtified by the public notary. 

11. 	 The members of the board are respoaisible for their activities following the 
regulations of the Civil Code. 
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12. 	 The board has quorum if it was summoned according to the regulations and if at
least three of its members are present. Summoning the board is in accordance 
with the rules if the order and time of its regular meetings were previously
determined in writing, or if one-third of the riembers summons it as an 
cx -aordinary meeting. 

13. 	 The board summons its extraordinary meeting in writing at least 8 days in
 
advance, including the place and time.
 

14. 	 Decisions of the board are made by a simple majority. In case of a tie the 
president has the casting vote, but in his absence, the member of the board who 
conducts the meeting has the casting vote. This member is elecd for conducting 
the meeting by the other members by a simple majority. 

15. 	 Preparation for the meeting of the board is the president's task, except when the 
meeting is summoned by the members in accordance with item 12. 

16. 	 The board: 

a) elects its president from among its members,
b) takes care of keeping regularly and according to the rules the registers

which are compulsory for the organization, 
c) 	 takes care of the registration of the share accounts of the participants and at 

least once a year informs the participants about the number, the par value,
and the current price of the shares in their share account and in their 
possession,
 

d) 
 writes at least twice annually a report about th, work and financial situation 
of the organization for the general assembly of the organization,

e) submits the annual balance sheet, asset statement, and annual budget to the 
general assembly,

f) 	 decides on issues which do not belong to the exclusive scope of authority of 
the general assembly.

g) the board is obliged -- for the request of the participants -- to give them all 
the informaticn regarded the company, except for those which are 
considered to be trade secretu concerning the basic interests cf the 
company, and to inform continuously the participants about the condition of 
the company and the organization. 

17. 	 The minutes of the meeting of the board must be kept, stating that the meeting was 
summoned accordirg to the regulations and that it reached a quorum. The minutes 
includes the names of tie participants, the agenda of the meeting, the issues 
presented for decision, the numbered resolution, the result of the voting, and those 
remarks of the members of the board which are required to be included in the 
minutes of the meeting. 

The minutes of the meeting are signed by the president of the board, or in his 
absence, by the member conducting the meeting and another member. The board 
must publish its decisions in the way stipulated in item 6.2. The decisions made 
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by the board may be challenged in court by any participant, in the way stipulated 
in item 6.9. 

IV. 

The Term of the ESOP Organization 
and its Termination 

18. The organization is established for 25 years. During the functioning of the 
company, the functioning of the organization may be extended with the resolution 
of the general assembly of the company. 

19. The termination of the organization: when the organization has transferred the 
ownership right of all its property shares, the board is obligated to summon within 
30 days the general assembly, which may decide about the termination of the 
organization and the distribution of its assets. 

For other cases of termination, the stipulations in Article 20 of the ESOP Law are 
effective. 

V. 

Participation of Employees In the ESOP 

20. Rights and Responsibilities of Employees wh 
the Official Working Hours. 

are Empoe for at least %of 

20.1. They are entitled to: 

a) 

b) 

vote whether an ESOP organizing committee should be established and 
whether an ESOP should be started at the company, 
on the basis of the preliminary agreements between the three-member 
organizing committee and the interested parties about all the conditions of 
starting an ESOP, to vote: 

ba) whether the ESOP orgaization should be established or not; if yes, 

bb) what conditions should the statutes of the organization contain, 
within the framework of the requirements stated in Article 9 of the 
ESOP Law, and 

20.2. 

bc) who should be the members of the board of the organization if they 
meet the conditions stated in the Law (Article 8 section 3). 

They are obliged to: Fulfill their voting obligations, except if they are prevented
by reasons beyond their control. Employees who are prevented from participating 
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personally are entitled to vote in writing and submit their votes to the members of 
the board, using the ballot introduced for this purpose. Those who do not 
participate in voting because of their own fault are considered to be opponents of 
the ESOP. Such employees may not join the ESOP within a year after its 
establishment, not even if they would meet all the conditions of joining i. 

21. 	 Rights and Responsibilities of Employees who are Entitled to-Participate in theEME . 

2 	.1. Any employee employed by the company for at least 50% of the official working

hours, and who has been employed by the company -- including the legal
 
successor of the company -- for at least six months, is eligible to participate. In 
case the employment of a person at the company is terminated, but he or she was 
a participant of the organization, he/she will automatically become a participant 
upon renewal of employment. If the termination of employment !ak s place for 
reasons not attributable to the employee, when applyiag the principles of allocation 
stated in item 28.2. -- on the basis of the decision of the board -- the period of 
former employment may also be included. A participant who is entitled to 
participate may waive his entitlement only in writing. 

21.2. 	 Any employees are entitled to inform in writing the organizing committee, or -- in
 
case the organization has already been established -- the board, about their wish to
 

- - join the ESOP. An employee who announced his wish .o join the ESOP, if he 
fulfills all the conditions stated in item 27.3., will automatically participate in the
ESOP from the first of July or January after the date of his announcement and 
after he became eligible, and his affiliation may not be rejected. In case the 
employee previously waived in writing his right to participate, with this 
announcement their waiver no longer applies. However, limitations determined in 
item 21.3. apply to such cases. 

21.3. 	 An employee who is entitled to participate is obliged to answer in writing -- by the 
written request of the organizing committee or the board of the organization -- the 
following questions: 

a) 	 whether he wants to participate in the ESOP, or 
b) 	 whether he waives from his entitlement. 

Those 	who do not give an answer because of their own fault within eight days
after the delivery of the written request, are considered not to participate in the 
ESOP. Such employees may not join the ESOP within a year after its 
establishment, even if they meet all the conditions of joining it. In such cases an 
employee may join the organization after the above -mentioned period of time is 
over and only on the employee's initiative. 

22. 	 Rights and Responsibilities of the Participants. 

An employee who is entitled to participate according to item 21.1. may participate 
only in one ESOP organization at a time (Article 4 section 4). Upon termination 
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of employment, the employee's right to participate also terminates (Article I 

section 	4). 

22.1 	 Rights of the Participant 

a) at the general assembly (partial general assembly) of the organization: 

-	 participate (Article 7 section 1) and express his opinion, 
- vote (Article 9 item c), 

challenge in court any unlawful resolution of the general assembly
(Article 10 section 1) within 30 days after he obtained knowledge of 
it, 

b) 	 challenge in court any unlawful resolution of the board (Article 10 section 
1) within 30 days after he obtained knowledge of it, 

c) exercise at the general assembly of the company the voting rights -- which 
are among the membership rights' -- resulting from the shares owned by
the organization, as stipulated in the statutes of the organization (Article 
17), 

d) 	 demand the opening in the name of the participant of a share account 
within the organization, if the executive person failed to do so (Article 18 
section 	1), 

e) 	 obtain ownership right for one share whenever the amount credited in his 
share account reaches the par value of the share type or its multiple, which 
was purchased by the organization within the framework of the ESOP 
(Article 18 section 3), 

f) 	 take into possession the shares purchased using own resources and -- if the 
amount paid is not enough for the purchase of whole number(s) of shares 
and additional amounts have not been contributed to the own resources -
credit his account with the cash amount of the remaining part of the paid
up resources and with the shares during the first share allocation resulting
from instalment payments (Article 18 section 6). 

g) 	 after the completion of repaying the instalments, sell to other participants
shares credited in his account within the framework of the ESOP or 
purchased in the internal market, and buy shares from other participants, 
following the stipulations of the statutes, 

'. 	 in case of retirement during the repayment period, dispose of the shares 
already in his ownership, at the same time respecting the organization's 

2 Translator's note: In Hungary, shareowners are considered "members" of the 
company, and the expression "membership rights" refers to shareowner'srights. 
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right of first refusal (Article 19 section 2), 

i) 	 in case of termination of participation for other reasons during the 
repayment period, exercise the right of membership on the basis of the 
shares already owned by him, if the organization waives its right of first 
refusal within the time stipulated by the statutes, but not more than six 
months. In such cases the rights of membership are exercised within the 
limits of the restraint on alienation and mortgage on them, according to 
Article 19 section 1 and section 3, 

j) 	 exercise the right of first refusal due to him concerning the shares 
repurchased by the organization, after this right has been exercised by
employees of the company who are entitled to participate in the ESOP but 
do not do so. 

k) 	 in case of termination of the ESOP organization, demand settlement of his 
accounts. 

1) 	 The participant is entitled to ask for and receive from the board all 
information regarding the company -- with the exception of trade secrets 
concerning the basic interests of the company -- as well as all information 
regarding the realization of the ESOP and regarding his own property 
share. 

22.2. 	 Responsibilities of the Participants. 

A participant is obliged: 

a) 	 to bear the proportional part of the purchase price of the shares purchased 
by the organization from his own financial resources, under the conditions 
defined in items 25 and 26 of the statutes. 

b) 	 to exercise in good faith his participation rights within the ESOP 
organization in the way stipulated in the statutes, and his membership rights 
resulting form the shares purchased within the framework of the ESOP at 
the general assembly. 

c) 	 to exercise his membership rights resulting from the shares purchased 
within the framework of the ESOP in the way stipulated in the statutes and 
to permit that during the repayment period the organization will spend on 
the repayment of instalments the dividends due on the shares, except for 
dividends which are due on shares purchased with own resources (Article 
14 section 3). 

23. 	 Special Cases of Termination of Employment during the Repayment Perio. 

23.1. 	 Rights and Responsibilities of Retired Pticiana,. 
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In case 	of retirement during the repayment period, the retiring participant is: 

a) 	 entitled to -

exercise his membership rights resulting from the shares he has already 
acquired during the repayment period in the way which follows the 
stipulations of Law no. VI of 1988 on Economic Associations (Gt.), the 
ESOP Law and the statutes, with special regard to the right of first refusal 
on share purchase due to the ESOP organization (Article 19 section 2), 

b) 	 obliged to -

follow the stipulations of the Gt., the ESOP Law and the statutes of the 
ESOP organization. 

23.2. 	 Rights and Responsibilities of the Heir(s) in Case of the Participant's Death. 

According to Artic!e 19 section 2 of the ESOP Law and the related provisions of 
the Civil Code, the rights and responsibilities which a ESOP pensioner has 
according to item 23. 1. of the statutes will be the du- and responsibility of the 
heir(s). The difference is that the heir -- within six months after the shares came 
into his possession -- is obliged to offer the shares for purchase to the 
organization. An heir who is emplov.A by the Herend Porcelain Works Rt. is an 
exception to this rule. 

The heir is obliged to make the above-mentioned offer also if the participant dies 
before retiring. 

23.3. 	 A Participant who Terminates his Employment Unlawfully (Resignation, etc.). or 
whose Employment is Terminated by a Special Notice Given by the Empioyer. 

a) 	 is entitled to -

exercise his membership rights resulting from the shares not repurchased 
by the ESOP organization in the way stipulated by the Gt, the ESOP Law 
and the statutes of the ESOP organization, with special regard to the 
restraint on alienation and to the mortgage right regulated in Article 19 
section 1 of the ESOP Law, 

b) 	 is obliged to -

follow the stipulations of the Gt, the ESOP Law and the statutes of the 
ESOP organization, so as to allow the organization to repurchase the shares 
which have been acquired by the ex-participant for at least 50% of the 
internal market price. The repurchase is done in such a way that the 
organization, at its own discretion, is entitled to pay the actual purchase 
price in instalments over five years. 

10 



23.4. 	 InCgei Employment is Terminaied in Other Ways (Staff Decrease. Mutual
 
Agre.ent, SSpcial Termination of Employment on_.he Part of the Employee.
 

Stipulations defined in item 23.3. are effective, with the difference that the 
repurchase is done at internal market price and the organization, at its own 
discretion, is entitled to pay the purchase price in instalments over two years. 

24. 	 The Amount of the Payments Made by the Participants. 

24.1. 	 Payment Obligations of the Participants and Amount of the Oblig-ons. 

By virtue of Article 14 section 4 of the ESOP Law, the condition for providing crie±it
and instalment payment is that the ESOP organization has the minimum cash 
requirements (own financial resources) defined in the Law. As a consequence of the 
above: 

a) 	 the purchase price of the total of shares which may be obtained by the 
organization may not ex-eed 50 times the amount deriving from the own 
resources available at the time of the purchase, 

b) these own resources must be covered by the own payments of the participants. 

The own resources which have to be paid by a participant are defined on the basis of 
preliminary calculations, with the observance of the principles of allocation according
to item 27.2. The own part to be paid on the basis of this equals 2% of the price -
at the time of purchase of the share package -- with which the organization could 
theoretically credit the participant's account on the basis of the allocation done at the 
time when the payment was effected. The participants may also pay more than this,
hut their payment may not exceed 5% of the price of the above-mentioned share 
package at the time of purchase. 

The paid own resources only potentially indicate -- allowing for no alterable factors -
- the quantity of shares which ispossible for the participants to receive individually,
but it does not determine the number and value of shares which are allocated in the 
accounts of the participating individuals during the repayment of instalments. 

24.2. Article 18 section 6 of the ESOP Law stipulates that, if the organization is obliged 
to transfer the property shares purchased with the participants' own financial 
resou~rces into the possession of the participants immediately in proportion to the
individual payments, and if this -- since the shares paid with own resources do not
constituting whole numbers --cannot be accomplished completely, the property shares 
corresponding to the partial par value must be registered in the share account of the 
participant. 

25. 	 The Way of Making Payments bythe Participants. 

The participants may make payments from their own resources either in cash or with 
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compensation coupons (Article 14 section 1 of the ESOP Law). The compensation 

coupons must be taken as "own financial resources" at their par value. 

26. Regulations for Participants to Join the ESOP. 

26.1. Announcing Participation at the Organizing Committee. 

In accordance with Article 2 section 1 of the ESOP Law, the condition for initiating 
an ESOP is that at least 25% of the employees assign an Organizing Committee of 
three members to start the ESOP. Before the ESOP organization is established, the 
employees of the company may apply for participation in the ESOP at the Organizing 
Committee. The organizing committee releases a written notice and every employee 
of the company is entitled to give an answer, indicating that he/she: 

a) wants to participate in the ESOP 
b) waives his entitlement to participate. 

The answer must be given in writing within eight days. If an employee fails to 
answer because of his own fault, it is considered to be a "no" answer. 

At the founding general assembly all employees of the company may participate 
regardless of their answer to the above-mentioned notice. However, those who 
waived their right to participate may vote only if they withdraw their waiver. The 
organizing committee may not reject their joining. 

26.2. Announcing Participation after the ESOP Has Been Established. 

After the ESOP organization has been established, the employees eligible in 
accordance with the statutes may join the ESOP, by submitting a written application 
to the board of the organization. In case the conditions stated in item 26.3. are met, 
the board is obliged to accept the application, noting that the applicant will start 
participating in the ESOP on the first of January or July following the date of 
submission of the application and the date of becoming eligible. 

However, if an employee, because of his own fault, fails to answer to the notice 
calling for participation at the general assembly of the organization within eight days 
after the notice was delivered to him, or waives his entitlement at the general 
assembly, or does not submit an application to participate, it is considered that 
employee does not want to participate in the ESOP. An employee who waives his 
entitlement in this way may not join the organization within a year after the ESOP 
was started, even if all the personal conditions are met. Such employee's joining may 
be initiated by the employee himself on the expiration of the above-mentioned period 
of time. 

26.3. The Condition of Joining after the Establishment of the Organizatioq. 

An employee who, according to the above, did not join the organization when it was 
started, or did riot pay his cash requirement because of his own fault, or obtained his 
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entitlement after the organization was established, is obliged to pay his own resources 
according to item 24.1., as a condition of joining the organization later on. 

27. 	 The Principles of Allocation and the Way of Transferring the Propery Shares Owned 
by the Organization into the Ownership of the Participants. 

27.1. 	 The Way the Property Share is Transferred from the Ownership of the Organization 
into the Ownership of the Participants. 

The board opens a share account for the participants. On this account the value of 
the property share transferred into the ownership of the participants must be 
registered (Article 18 section 1of the ESOP Law). 

The aggregate amount registered on the participants' share accounts may not exceed 
the par value of the property shares already paid off (Article 18 section 2 of the 
ESOP Law). 

A property share is transferred into the ownership of the participants if the amount 
registered on the share account reaches the whole number multiple of the par value 
of the 	shares (Article 18 section 3 of the ESOP Law). 

27.2. 	 Principles of the Allocation of Shares. 

The individual participants receive shares purchased for cash or for compensation 
coupons by right of payment of own resources. Tney receive shares paid off during
the accounting year on the basis of considering their net salary obtained in the first 
accounting year and their employment at the company (or at its legal successor), as 
follows: 

a) 	 For those paying their own resources, shares corresponding to the par value 
of the payments are transferred into their possession. 

b) 	 Shares paid off and released for allocation are allocated in such a way that the 
net salary, relating to the accounting year, of the participant is taken into 
consideration at a value 3% larger after every service year spent -it the 
company or at its legal successor. In the case of porcelain painters, potters
and plaster workers, the period of service must be increased by the three years 
of training when calculations are being done. Incomplete years of service are 
taken into consideration proportionately. 

During the application of the above-mentioned allocation rules, calculating on the 
basis of the par value of shares allocated in the share accounts regarding the 
accounting year, the ratio of the smallest credited share package to the largest one 
may not be larger than twice the lowest and highest salaries related to the complete 

13
 

/ 



accounting year'. 

When it comes to allocation, the shares which were actually paid off in that financial 
year are allocated among participants who were employees of the company in that 
particular financial year. If the participant's employment was terminated during the 
financial year, at the time of allocation the proportionate part of the year may be 
taken into consideration. 

A basic principle of allocation is that not even after the completion of instalment 
payment should the share package corresponding to the 25% of the registered capital 
get into the individual possession of the participants, but should remain in the 
ownership of the organizatior until the general assembly makes a different decision. 
This is why in the last three years of the instalment payment period the board makes 
a proposal to the general assembly regarding the allocation of paid-off shares so that 
the above-mentioned basic principle could be ensured. The general assembly is 
entitled to decide about the allocation of shzres -- kept in the possession of the 
organization in this way -among the participants. 

If the par value of the shares being in the possession of the a participant exceeds 
1.6% of the registered capital, no more shares will appear in the individual share 
account of the participant and he loses his right of fiist refusal for the repurchased 
shares which are to be sold by the oiganization and also for subscription in the 
internal share market which is operated by the organization. An employee who is not 
a participant is not entitled to the right of first refusal if the par value of the shares 
owned 	by him exceeds 1.6% of the. registered capital. 

27.3. 	 Regulations Concerning the Repurchase of the Property Share Already Transferred 
into the Ownership of the Participants. 

The organization repurchases the shares from the participants at an internal market 
price, but in cases described in item 23.3. the organization may reduce the purchase
price to 50% of this market value. The internal market price o)" tk-; shares is 
determined twice a year by an independent au'itor when controlling and auditing the 
annual balance sheet, within 30 days after the balance sheet has been prepared and 
before the general assembly of the comp.ny accepts the balance sheet. 

Items 23. and 23.1.-23.4. describe the regulations concerning repurchase. 

The main source of repurchase during the instalment payment period is the amount 
transferred to the organization by the company from its pre-tax profit, in accordance 
with the basic objective of the ESOP Law, i.e. helping the employees to acquire an 
ownership share, in an organized and preferential way, in the economic association 

3 Translator's note: Bearing in mind the discussions preceding the drafting of the 
statutes, this seems to be a mistake offormulation, and the intention isjust the opposite-- "the 
ratio ofthe largest credited share package to the smallest one may not be larger than twice 
the ratio of the highest to the lowest salaries related to the complete accounting year". 
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at which they are employed. Supporting the organization this way is extremely
important, because only in this way may it be ensured that the new participants of the 
organization obtain ownership in a preferential way and only in this way may
employee ownership maintained in the long run, and the shares of the company kept 
in the possession of nationals. 

A further source of repurchase is the amount paid by the persons joining the 
organization, in accordance with item 26.3. 

The purchase price of the repurchased but later sold shares is also to be applied to 
increasing the resources for repurchase. 

27.4. 	 Exercising the Right of First Refual in Case of Selling the Repurchased Propy
Shar. 

The other employees of the company, the participants, and the members of the 
company, in this order, are entitled to the right of first refusal regarding the shares 
repurchased by the organization but intended to be sold (Article 19 section 4 of the 
ESOP Law). 

This means that the. above-listed persons, in this order, may exercise their right of 
first refusal. However, until the repayment of the instalments has been completed,
these property shares are not released from the restraint on alienation and mortgage
stipulated in Article 19 of the FSOP Law, and are kept in the administration of the 
ESOP organization. 

The conditions of exercising the right of first refusal: 

a) 	 The sale of repurchased property shares which ale intended to be sold takes 
place twice a year, on the internal dealing days, after auditing the semi-annual 
and annual balance sheets, when on the basis of the balance sheet, the 
qualified audhor assigned by the organization has determined the real internal 
market value of the property shares. 

b) 	 The way of exercising the right of first refusal: 

ba) 	 the selling price is 104% of the repurchase price (of which: 100% is 
the repurchase price and 4% is the administrative expense),

bb) 	 the person exercising the right of first refusal may subscribe from the 
repurchased property shares which are intended to be sold to the 
following extent: the par value of the total of shares in his possession 
must not exceed 1.6% of the registered capital,

bc) 	 from among those entitled to the right of first refusal, the claims of the 
first ones on the list must be completely met and then the claims of the 
persons in the next category may be met. Within the subscription 
groups the general rules of share subscription are to be applied, i.e. 
oversubscription may be rejected, considering a general basic 
principle, according to which the highest subscribed amounts must be 
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decreased to the amount of the next subscription until oversubscription 
discontinues. 

In case of refusal, the subscribed amount may be reduced in the 
following way: 

bca) 	 the subscription may be taken into consideration only if the 
extent of the property share of the person who subscribes does 
not reach the 1.6% limit defined in bb),

bcb) 	 if there is still oversubscription then calculation must be done 
first on the level of satisfying the subscription for the smallest 
amount. If above this there still remains a property share for 
sale, it should be allocated among the interested parties in 
proportion to the subscriptions in a way that nobody may be 
offered to buy a property share for a purchase price higher than 
subscribed by him,

bcc) if, according to bcb), i.e. in accordance with calculations done 
on the basis of the smallest subscribed amount, not everybody 
can receive such portion of the property share, then those 
announcing their intention of pre-emption, purchase in 
proportion to their participation rate. 

Shares repurchased by the organization during the instalment payment period or after
that may also be included in the allocation to share accounts, and may be used for the 
purpose of helping new participants to obtain ownership. The right of first refusal 
may not be applied in case of shares allocated or distributed in this way. 

27.5. 	 Rules Relevant to the Alienation of the Property Shares whic' Remained in theOwnership of the Organization after the Repayment of Credit and Instalments. 

According to the decision of the general assembly, the organization is entitled to keep
in its ownership property shares of up to 25% of the registered capital, for 25 years,
or for a period extended by the general assembly for the time of the functioning of 
!he company, even after repayment of the instalments (Article 18 section 5 of the
ESOP Law). After the expiration of this period, if the general assembly does not
take the oppoitunity of extending it, this propery share must be allocated or sold 
among the participants. In this case, rules stated in item 27.4. relating to the right
of first refusal are to be followed. 

27.6. 	 Principles of Distribution of the Prorty in Case of Termination of the Organization. 

In case of termination of the ESOP organization, the shares which are repurchased
or not yet allocated and owned by the organization shall be distributed among the
participants. Other property of the organization must be distributed among the participants
in proportion to their accumulated property share acquired within the framework of the 
ESOP. 

28. 	 Exercising the Voting Rights at theGeneral AssemblyoftheCompany. Due on 
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Shares Obtained within the Framework of the ESOP. 

28.1. Exercising the Voting Rights during the Instalment Payment Period. 

At the general assembly of the company the participants may exercise the voting
rights due to them on the shares which are in their possession by paying their own 
resources, or which were already paid off and allocated to their share accounts. The 
voting rights. may be exercised personally or through an authorized representative. 

During the instalment payment period and after tOat, the voting rights due on the 
share package corresponding to 25% of the registered capital are exercised at the 
general assembly of the company by the assigned member of the board on the basis 
of the authorization for voting which was given to him by the participants at the 
general assembly of the organization prior to the general assembly of the company. 

The voting rights due on the shares which are not yet paid off and are above the share 
package corresponding to 25% of the registered capital and are owned by the 
organization must be given to the participants, with the observance of the allocation 
principles determined in item 27.2. 

28.2. Exercising the Voting Rights after the Completion of the Instalment Payment. 

- After the completion of the instalment payment, the voting rights due on paid-off
shares owned by the organization are exercised at the general assembly of the 
company by the assigned member of the board on the basis of the authorization which 
was given to him by the participants at the general assembly of the organization prio, 
to the regular general assembly of the company. In case of an extraordinary generr,
assembly of the company -- except when the agenda seriously concerns the employee
share owners, in which case an extraordinary general assembly of the orgainization 
must be summoned -- the authorization is given by thc board., with the obligation to 
give a detailed report at the following general assembly of the organization. 

After completion of the instalment payment, the voting and dividend rights due on 
shares already paid off and transferred into the possession of the participants may be 
exercised by the participants without any limitation and they may assign this right to 
other persons as well, including the board of the organization. 

29. After the statutes have been approved at the general assembly of the organization, 
they must be delivered to each member of the organization. The statutes are 
considered to be as business secret, therefore it is forbidden to give them to or inform 
about their contents any legal or natural person other than the participants. Only the 
members of the board are entitled to publish statements about them. 
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November 30, 1992. 

Feasibility Studies for Hungarian ESOPs 

Purpose of the Feasibility Study 

Hungarian ESOP legislation requires a feasibility study as a prerequisite to the formation 
of an FSOP. The purpose of the feasibility study is to determine whether debt incurred to 
finance the initial purchase of employee shares can reasonably be expected to be repaid 
from the future income expected to be generated by the ESOP shares. The feasibility
study must also detail the extent of employee ownership participation and the par value of 
shares at which the ESOP is economically feasible. 

For the ESOP to be approved, the feasibility study must quantitatively demonstrate that 
the income expected from the employee investment (in the form of dividends) will be 
sufficient to service any debts incurred in purchasing employee shares'. Therefore, there 
must be a high probability that the company will be profitable in the future and will 
generate sufficient dividends for ESOP investors to service outstanding debts. 

The ESOP Organizing Committee is responsible for commissioning the feasibility study 
and also for arranging financing with potential lcnders. It is likely that creditors will use 
the feasibility study as a basis for considering lending opportunities. Given the 
importance of this analysis, potential creditors will probably require that the feasibility 
study be undertaken by an independent qualified third party, although the law does not 
specifically require this. 

The company is obliged by law to provide the information necessary to conduct the study 
and must countersign the completed report, certifying that its contents are professionally 
valid. This provision is intended to insure the integrity of the information underlying the 
study. The law specifies that the cost of the feasibility study be borne by the company if 
the ESOP is established. Although the law is silent regarding who will bear the cost of 
the ESOP study if the ESOP is not established, it is likely that the company will also 
bear this cost. 

I The ESOP Law permits the company to made annual a contribution of up to 20% of 
its pre-tax pfofit to finance its ESOP. Annex C of the paper titled "Issues Relevant to the 
Financing of ESOP in Hungary" ( September 9, 1992) shows thiat it is in the financial 
interest of the company and the pther shareholders to make a contribution of 20% of pre
tax profit of the ESOP, since (because of the tax advantage) this will result in cheaper
financing for the acquisition of the company than by means of existence credit. 



Framework for the Feassibility Study 

The law does not specify the form of the feasibility study. HowevL-r, creditors will, most 
likely, require a cash flow projection as a basis for considering lending opportunities. 
This is especially true in light of the fact that it is unclear whether lenders will be able to 
secure the ESOP loans with company assets. In addition, ESOP Participants will need a 
reasonable estimate of their ability to service debt from dividends generated by their 
investment in the company. 

For purposes of an ESOP feasibility study, a cash flow projection is essentially a two 
step process (Table 1). Step 1 requires an explicit projection of free cash flow for the 
company over the term of the ESOP loan. Free cash flow is defined as revenue less 
expenses (both operating and financing an exclusive of ESOP debt service), plus non-cash 
expenses (such as depreciation), less expected capital investment and any changes in 
working capital. Step 2 relates to the calculation of dividends available to service ESOP 
debt. Although the law does not specify the form of the feasibility study or of cash flow 
projections, Table I should provide a suitable framework. Table 2 shows the calculations 
of the cash availJale to finance ESOP share purchase, in case the company also makes a 
contribution of before-tax profit to the ESOP. 
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TABLE 1: FINANCING OF ESOP CREDIT FROM DIVIDENDS
 

STEP 1 Year I Year 2 ... Year' 

Revenue
 

minus: Expenses2 

equals: Pre-tax Income 

minus: Tax 

equals: Net Income 

plus: Noncash Expenses3 

minus: Capital Expenditures4 

+(-) Change in Working Capital 

equals: Free Cash Flow FCF FCFNFCF ... 

STEP 2 

divided by: Total Shares Outstanding 

equals: Dividends Per Share 

multipliedby: ESOP Shares 

equals: Cash Available to ESOP ESOP ... ESOPN 
Service ESOP Loan 

Where: 

N - The term of the ESOP loan 
2 - Both operating expenses and costs of financing the business.This 

should exclude expenses which will be borne by the ESOP. 
3 - Noncash expenses include depreciation and amortization, which are 

included in "Expenses", but which require no cash outlay in the 
current period. 

- Investment in plant and equipment which is capitalized in the year
of acquisition and expensed (depreciated) over a specified period of 
time. 

- The net increase (-) or decrease (+) in (current assets less current 
liabilities). 



TABLE 2: FINANCING OF ESOP CREDIT FROM DIVIDENDS AND COMPANY 
CONTRIBUTION 

STEP 1 Year I Year 2 ... Year'N 

Revenue 

minus: Expenses2 

equals: Pre-tax Income 

minus: 20% of Pre-tax Income 
Contributed to ESOP 

equals: Taxable Income 

minus: Tax 

equals: Net Income 

plus: Noncash Expenses3 

minus: Capital Expenditures4 

+(-) Change in Working Capital5 

equals: Free Cash Flow FCF FCF ... FCFN 

STEP 2 

divided by: Total Shares Outstanding 

equals: Dividends Per Share 

multipliedby: ESOP Shares 

equals: Cash Available from 
ESOP Dividends 

plus: 20% of Pre-tax Income 

equals: Cash Available to ESOP ESOP ... ESOPN 

Service ESOP Loan 



Where: 

N - The term of the ESOP loan 
2 - Both operating expenses and costs of financing the business.This 

-
should exclude expenses which will be borne by the ESOP. 
Noncash expenses include depreciation and amortization, which are 
included in "Expenses", but which require no cash outlay in the 

-
current period.
Investment in plant and equipment which is capituized in the year 
of acquisition and expensed (depreciated) over a specified period of 
time. 

- The net increase (-) or decrease (+) in (current assets less current 
liabilities). 
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Evaluation of Cash Flow Projections 

Based on this analysis, and, in order for the ESOP to be economically viable, the "Cash 
Available to Service ESOP Loan" in each year must be sufficient to satisfy the contractual 
payment obligations of principal and interest agreed between the ESOP and the lender. If 
"Cash Available to Service ESOP Loan" in a given year, with the exception of the first 
two years (during which the ESOP law provides a grace period), is less than the current 
repayment obligation, then the ESOP may be forced into default, unless the Participants 
are willing to fund the shortfall. 

The integrity of the feasibility study is influenced by the reasonableness of the projections 
underlying the cash flow model. These projections should be based on the best available 
information. For this reason, it is useful to study historical trends in sales, earnings and 
investment which may provide some indication of future performance. For instance, if the 
company has routinely invested in machinery and equipment to maintain productive 
capacity, future investments can be reasonably estimated by looking at historical trends. 
Alternatively, if the company has postponed required order to maintain productive 
investment, it may be more difficult to estimate. However, it is certain that in order to 
maintain productive capacity the company will have to invest in plant and machinery in 
the future. This will have a negative impact on the cash flow available to investors as 
dividends. 

Sensitivity Analysis 

As with any projection of future events, there is no guarantee that projected results will 
be realized. This is especially true in Hungary, where companies are not accustomed to 
projecting cash flow and the dynamics of unprecedented economic transformation are 
difficult to predict. For this reason, variables which are subject to a high degree of 
uncertainty should be identified and the effect of a change in a key variable on the ability 
of the ESOP to service debt should be considered by both borrowers and lenders. For 
instance, if sales are eroding due to increased competition in the Hungarian market, 
several scenarios should be evaluated in the cash flow projection , using different revenue 
assumptions. This will measure how the ability of the ESOP to s-,-ice debt could be 
effected under different circumstances. Usually it is advisable to consider: 

* a base case, reflecting a the vest estimate of future performance, 

" a conservative case, reflecting a conservative view of the base case, 

* a best-case scenario, reflecting an optimistic view of future events, 

This analysis will set upper and lower limits of possible cash flows. The greater the 
variation between cases, the greater the risk of not achieving the cash flow projections. 



Conclusion 

The feasibility study is intended as a quantitative proof to demonstrate that the ESOP is 
feasible, given the proposed debt service obligations of the borrowers. However, the 
feasibility study in no way guaranteesthefuture performance of the business or the 
success of the ESOPin servicing its financialobligations. The quality of the feasibility
study is only as good as the information and assumptions underlying the projections. If 
done properly, the feasibility study should provide both ESOP Participants and potential
lenders with a meaningful assessment of the level of debt which can comfortably be 
taken on by the ESOP to finance the purchase of employee shares. 



August 6, 1992 

PROPOSED AMENDMENTS TO THE ESOP LAW 

1. Proposal: Company board members who are not full-time employees of the
 
company, and ESOP consultants, may be members of the ESOP (in exception to the
 
general membership qualifications stipulated in Article 1(2) of the ESOP law.
 

Comment: Board members who are outsiders because of their expertise have an 
important role in the company's success and should be motivated by an ownership stake 
as are the employees. Consultants could be induced to work on both establishment and 
operation of the ESOP in return for an ownership stake completely or partially in lieu of 
fees. This will lower the cost of consultants to the ESOP, especially during the critical 
establishment period when the ESOP is typically short of cash. 

2. Proposal: If during two years the (after-tax) profits on the ESOP shares are not 
sufficient to service the ESOP loan, the company may discontinue the ESOP and the bank 
will possess the ESOP shares, with no further claims against the company. 

Comment: This proposal was originally introduced to the 1992 ESOP bill by the 
Share Participation Foundation and supported by MP Gyula Teller of the Free Democrats 
party. The proposal would effectively remove the company guarantee for the ESOP. 
While it may motivate more companies to set up ESOPs, it may demotivate banks from 
giving ESOP credits. Since Banks' willingness to lend to ESOPs is likely a more serious 
constraint than companies' willingness to set up ESOPs, this amendment may be counter
productive. 

3. Proposal: Rcplace the formula of tax exemption for 20% of the profits, by a
 
formula of tax exemption of a contribution to the ESOP equal to a certain percentage of
 
the payroll, as is the case in the US and UK. (The percentage is less important than the
 
principle of pegging the company contribution to payroll rather than to profits). 

Comment: A formula based on profits is inherently less generous than a formula 
based on turnover. It gives of course no deductibility if there is no profit. When there is 
profit, it gives much less of a tax advantage than a formula based on turnover, as shown 
in the attached table. 

The rationale for this amendment would be that company contributions for 
employee share acquisition are a type of employee benefit, and thus should be related to 
salary. (The weakness in this argument is that employee benefits in Hungary are not tax
deductible! Thus proposal #5 may be more realistic). 

4. Proposal: If #4 is not acceptable, make the tax exemption of 20% of the profits
applicable to profits used for repayment of ESOP loan principal, and allow tax
deductibility of any amount of profits used to repay interest on an ESOP loan. 



Comment: This proposal would align Hungarian law with US ESOP legislation, 
where the limit on tax deductibility of ESOP loans (25% of payroll) applies only to 
payment of principal, while there is no limit on the deductibility of interest payments. 
Since interest on loans to the company (which are invested in the company and thus 
ultimately increase the equity) is a deductible business expense, the same rationale should 
apply for deductibility of interest on ESOP loans, which similarly increase the employees' 
equity. 

Since the interest on a 100 M HUF 10-year ESOP loan at 17.2% (the current
 
interest rate on such loans) totals 148.3 M HUF over the life of the loan, this provision
 
would have a similar effect to increasing the ESOP deduction from 20% to nearly 50%,
 
while it is likely to attract a lot less resistance.
 

5. Proposal: Make it possible to apply the exiting share discounts (both "employee 
shares" bought at a 90% discount and common shares at a 50% discount) to an ESOP 
loan. For example, if the maximum allowable discount is 10% of the registered capital, 
the ESOP could buy 30% of the shares for the price of 20%. (This is not excluded by 
the ESOP law, but the Rules of Procedure should make it explicit.) 

Comment: In this way, there would not be one block of shares bought by 
employees on discount, and another block acquired with an ESOP loan; all shares would 
remain in the ESOP. Thus there would be more collateral for the ESOP loan, and more 
dividends for its repayment. 

6. Proposal: Make dividends on employee shares tax-deductible to the company. 

Comment: This would also align Hungarian ESOP legislation with US legislation, 
and increase resources available to repay ESOP loans. However, it is likely to be less 
effective than either proposal #5 or #6 above, since divide.ids are only a fraction of the 
post-tax profit per share (especially in the first few years). Its effect will also be less 
immediate, since profits in year 1 will cause dividends in year 2 and are deductible (and 
thus available for ESOP loan payments) from year 2 taxes, which are paid in year 3. 

7. Proposal: Include ESOs among the persons who can qualify for privatization 
lease contracts under committee amendment no. 6379 (proposal no. 6281) of June 22, 
1992. 

Comment: The so-called privatization lease is in reality a disguised sale on 
instalments. (The principal legal difference is that in a privatization lease title passes at 
the end of the lease period while in a sale on instalments it passes at the start but is held 
in pledge by the seller until the end--this difference may have little practical significance). 
The principal fiscal difference is that in a privatization lease, the lessee (who is in reality 
the buyer) is allowed to deduct from his tax base the lease payments corresponding to 
both principal and interest. 

If the law permits to pay for state assets over time and with pre-tax profits, it is 
difficult to see why these advantages should be given only to individuals (management 
and investors) and not to groups of employees organized as ESOPs. 
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One objection is that the ESOP is a non-profit, tax-exempt organization which is
prohibited from engaging in economic activities. This calls for creative thinking to find 
an appropriate legal formula. 
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* Despite early success, privatization's progress has Flowed and popular support is declining. 
'New approaches are being sought to genurate wides,,,)read participation. The Government's 
employee share ownership program (ESOP) is a key component in accelerating privatization and 
ensuring widespread participation yet the program is inneed ofamendments and expansion. 

* Anviysis of ESOP Law and recommendations for change are provided by an international ESOP 
expert (analyst was principal craftsman of U.S. ESOP law). 

* Analysis grouped into three key areas: ESOP procedures, ESOP structures and ESOP 
incentives. 

* Certain amendments should be given legislative priority to prevent abuse and to enhance 
viability. ESOPs should be viewed as a key component of a long-term economic strategy 
designed to foster widespread dorestic ownership, enhance company performance and reduce 
future fiscal strains by promoting broad-based tconomic self sufficiency. 

* ESOP procedures: 

The present 12-step procedure is urmecessarily complex, burdensome and time-consuming. 

- Simplification is badly needed. 

- Key recommendation: separate the establishment procedures from those required to secure 
the financing. 

* Model legal documents should be prepared to speed privatization. 

* ESOP structures -- the law needs amendments to reflect the core ESOP operating principles: 
participation, limitation and distribution. 

- Participation principle: clear rules are required to ensure that a broad base of a company's 
employees become ESOP participants and receive benefits from that participation. 

- Limitation principle: rules are needed to ensure that the benefits of an ESOP are not 
monopolized by a few employees (or by a small group of employees) and that any disparity in 
ESOP benefits among participating employees is not inappropriate. 

- Distribution: the prescnt prohibition against disaibutions during the term of an ESOP loan 
should be replaced with disincentives for early distributions; sponsor ESOP companies should be 



required to repurchase shares for which there is no reliable market with rules ensuring that this 
repurchase liability is not unduly burdensome to sponsor companies. 

- Rules are needed to govern the nature of the employer securities that may be used in an 
ESOP. 

* ESOP Incentives 

- Restore parity between the terms of the "existence credit" and the terms available for ESOP 
financing. 

- As the primary ESOP tax incentive, utilize a tax deduction based on the payroll of 
participating employees rather than one based on the sponsoring employer's profits. Allow ESOP 
interest payments as a sepprate tax deduction (i.e., rather than reducing ESOP-related tax reliefs). 

- Permit a Company tax deduction for dividends paid on ESOP-held shares where those 
dividends are used to repay ESOP debt, are paid out to employees or are accumulated in the plan.
Permit tax-free receipt of a limited amount of such dividends for 10 years. Repeal the 
requirement that all dividends paid on ESOP shares must be used to repay ESOP debt and that all 
shares encumbered by an ESOP loan be held by the lender until the ESOP loan is fully repaid. 

- Permit a Company tax deduction for Company shares repurchased from employees to the 
extent that such deduction is no greater than the lesser of the cost of I.he shares or the amount 
paid to employees for the shares repurchased 

- Extend installment payment facilities to ESOPs. 

- Permit payment for ESOP shares in the form of a tranche of non-voting preferred shares 
that the company can redeem Va its ESOP provided the company meets predetermined
performance standards. Should the ESOP fail to meet those standards, the government (or its 
agent) could conver! those shaes to common voting shares and either be sold to others,
contributed to finance a public purpose (e.g., to fund teacher's pensions), or grouped in portfolios
for other purposes (e.g., to capitalize banks). 

- Extend ESOP incentives to private (vs. only privatizing) companies and allow ESOPs to be 
used for financing new capital, including permitting ESOP financing to be used to acquire assets 
in liquidation. 

- Permit bank debt to be swapped for equity in privatizable companies with an agreement that 
an ESOP will later be used to acquire that equity from the bank. 

- Extend lease-purchase agreements to ESOP organizations. 



- Group installment payment contracts and lease puuohase agreements into portfolios and 
contribute them to Lhe capital structure of banks in return for administering these agreements and 
supporting ESOP lending. 

- Permit banks an exemption from tax for a portion of their income generated on ESOP 

loans.. 

- Permit ESOPs to be used to privatize a separate unit(s) ofa company. 

- Seek financial support for ESOP privatizations from the International Fhiance Corporation 
and the European Bank for Reconstruction and Development, including utilizing their equity 
capacity to support ESOP debt financing and using ESOPs as a mechanism both for exiting that 
equity investment and in support of capital structures designed to transfer to Hungarian ownership 
some portion of the interests of foreign investors. 

- Implement ESOPs broadly as a "first step" privatization initiative (i.e., including ESOPs in 
those enterprises not yet scheduled for privatization). 

- Implement ESOPs in those companies in which the government intends to maintain a 
majority stake. 

- Utilize warrants in privatizing companies with the proceeds from those warrants dedicated 
to certain public purposes. 

- Use ESOP shares as a form ofnon-cash payment for redundancies. 

- In designing a credit note privatization plan, permit employees to use the credit notes to 
acquire shares on a preferred basis. 

- Implement a promotional campaign to educate Hungarians about capital ownership and to 
assist ESOP companies in communicating regularly and extensively with their employees. 

- Combine ESOPs with ESOP-like financing techniques to foster ownership among those 
employed by companies with which the ESOP company has a significant economic relationship 
such as suppliers and customers. Utilize the ESOP concept to create ownership more generally, 
including implementing "self-financing" techniques in companies providing public services (e.g., 
gas and electricity) to create ownership by consumers. 



Introduction. 

As an international consultant on employee stock ownership program (ESOP) policy 
formulation and implementation,' I have been asked (a) to analyze the Hungarian ESOP law and 
relevant foreign experience, indicating where the law could be improved, including suggesting 
specific modifications and additions for consideration and (b) to offer a set of recommended 
amendments to the ESOP law and to othei existing and proposed legislation which could 
encourage employee ownership. 

The structure of this report is organized largely according to three principal subject categories:
ESOP procedures, ESOP structures and ESOP incentives, with an appendix containing a st of 
suggested legislative amendments for each of these subject areas. Certain legislative amendments 
should be given priority (e.g., in the areas of fairness) to prevent potential abuse and to enhance 
viability. Not all the recommended changes will require legislative amendments. 

ESOPs should be considered a component of long-term economic policy designed to foster 
widespread domestic capital ownership, to enhance company performance and to reduce fiscal 
outlays with policies that promote an opportunity fo, more Hungarians to become economically 
self sufficient. 

Background.
 

Hungary was the frst of the Eastern European countries to begin privatization in earnest. It 
was also the first to succeed in attracting significant interest from foreign investors. Yet 
privatization has slowed and is falling behind stated targets (e.g., to achieve less than 50% state 
ownership in 1994). Many of the best companies were sold to foreign owners (e.g., beverages and 
tobacco) and most ofthe remaining companies need significant capital investment. A fingering 
worldwide recession has further eroded privatization's progress while the competition for scarce 
investment capital from neighboring in-transition economies has slowed the in-flow of foreign 
capital. 

Present privatization policy includes a wide range oftargets though the structure and 
priorities are ambiguous and, overall, the policy lacks a unifying theme. The financial techniqu-s 
and infrastructure of privatization arc only partially developed. A restrictive and inflationary 
financial environment has slowed privatization and hampered widespread participation. 
Meanwhile, both internal fiscal pressures and external forces (e.g., IMF concerns)2 have driven
 
privatization into a revenue-oriented mode which has resulted inreinforcing the feeling of
 
exclusion among the majority of Hungarians who lack the financial resources to participate.
 

I A CV appears in the appendix.
 

2 Approximately US$720 million of a US$1.5 billion !MF loan agreed to in 1991 remains to
 
be disbursed. Disbursements have been suspended since March 1992 due to IMF concerns
 
relating to Hungary's deteriorating fiscal condition.
 



In addition, certain social factors are beginning to erode the early support for privatization. 
For example, after a long period ofrelative equality in incomes and living conditions, the 
Economic Research Institute reports that the top five percent of Hungarian workers now make 
eight times more than the bottom five percent, an income disparity higher than that of France or 
Germany. Similarly, the hoped-for improvement in living standards has not materialized and living 
standards have been eroded for many. For example, the government reports that 50 percent of the 
10.4 million Hungarians live at or below the poverty level of US$120 per person per month. Of 
these, two million fell into poverty inthe last two-and-a-half years. One of the political results has 
been an increased suspicion and skepticism concerning privatization and a steady increase in the 
strength of socialist political candidates. The widespread lack of understanding or involvement 
further plagues the process 

In short, privatization is at a critical juncture. The privatization approach ofwzting for 
demand to develop has lost what little momentum it possessed. The continuation of current 
trends would contradict both economic and political goals. A change in policy is inevitable. The 
common denominator inthis change isa shift from "markect-based" privatization techniques (i.e., 
based on waiting for demand) to politically-based techniques based on generating demand. New 
approaches are under development (such as a "credit note" privatization mechanism) designed to 
generate privatization demand with immediate revenue generation taking a decidedly secondary 
role to the political need to expand domestic participation more broadly.' 

The Government's Employee Share Ownership Program (ESOP) initiative 4 is one component 
of an ongoing initiative meant to assist in accelerating the privatization process by including 
Hungarian workers in privatization on a largely "self-financed" basis - with credit extended to 
employee groups to enable them to purchase state property not solely with the modest savings 
from the earning of their labor but largely with the future earnings of their privatized employer. It 
is also hoped that ESOPs can assist in enhancing the productive potential of those companies in 
which workers gain an ownership stake. 

The Government also provides several preferential methods for employees to purchase shares 
with their own funds. For example, one method permits employees to acquire a special class of 
shaxes comprising up to 10% of a company's shares at 10o ofthe price.' Another method 
permits employees to purchase shares at a 50% discount, either paying for the shares immediately, 
acquiring them with an "existence credit" (or "E-Loan")6 or paying 25% as a down payment and 

3 The technique of free-of-charge "voucher" privatization has been politically rejected. The 
concept ofprivatization through "credit notes" (also known as purchase notes or credit bonds) is 
actively being developed. The early drafts would make available to all citizens a limited number 
of purchase notes enabling them (or their agent(s)) to bid for state assets on a mortgage basis 
(either individually or in conjunction with others), with repayments deductible from personal 
income up to 30% of annual before-tax income. As this mechanism is still in the conceptual stage, 
further explanation is beyond the scope of this report except to suggest that such notes be 
designea to operate in support ofESOP financing. 
4 
 Law no. XLIV of 1992 (accepted June 9, 1992).
 

See Property Policy Guidelines of 1992.
 



paying the balance over 3 years at preferred "E-Loan" interest rates. The maximum preference 
that the state may provide under these provisions (set forth in its Property Policy Guidelines) may 
not exceed 10% of the value of the company and 12 months' basic payroll per person.' It should 
be noted that the Government's E-Loan program does not include any requirement for broad
based participation or other fairness criteria. 

The Government's privatization law includes a varicty of privatization mechanisms, including a 
modified form of "leasing"9 and including a preference for privatizations that include an ESOP'°. 
Similarly, the State Property Agency reflects that preference in its tender procedures." In 
addition, the Government's ESOP Law sets forth a lengthy series ofprocedural requirements and 
provides certain incentives for ESOP financing, thc riost significant incentive being the possibility 
for the government (a) to accept a small down payment (as little as 2%), (b) to be paid in 
installments over a lengthy period (10 years) including a 2-year, interest-payments-only "grace 
period", and (c) to allow an ESOP company to apply 20% of its pre-tax profits to make those 
installment payments. Thus far, however, the installment payment facility contemplated in the 
ESOP Law has not been permitted by the State Property Agency It appears this position may 
soon be modified as the State Property Agency recently published its first tender in which 
installment payments are specifically permitted. 

6 The "existence credit" (or "E-loan") is a government-facilitated bank loan that assists 
individuals (thus far, primarily entrepreneurs ofmid-sized businesses) inbuying state-owned 
property. Individuals are permitted to deduct from their otherwise taxable income 30% of the 
expense of servicing an E-loan. The State Property Agency will accept E-loans for up to 20% of 
the purchase price. The E-loan program has been available since 1991. The current terms of an 
E-loan (since February 1993): 15-year term loan, 3-year interest-payments only grace period, and 
3%interest plus a 4% margin for the banks. For loans of less than 5 million HF, the borrower 
need contribute only 2% of "own" funds (i.e., 98% can be borrowed); loans over 5million HF 
require 15% of own funds. 
7 Property Policy Guidelines of 1992, Part 5 (approved October 27, 1992). These 
guidelines expired December 31, 1992; however, the new draft reportedly is (thus far) identical. 

This 10% limit can be raised to 15% if 10%,/ of the equity does not equal 12 months' basic 
payroll. 
9 For those company holdings which are difficult to sell by way ofimmediate transfer, the 
State Property Agency (SPA) may arrange for a "sale by lease" whereby via a tender process

natural persons may lease an enterprise for a maximum ten years with the lease payments applying
 
toward the purchase price so that title transfers at the end of the lease without further
 
consideration. Article 68 ofLaw LIV of 1992.
 
10 Act LIV of 1992 ("Law on the sale, utilization and protection of assets in provisional state
 
ownership"). Paragraph 76 provides that an ESOP may be included as an offeror in the
 
competitive tender for the sale of state property. In the event of equal conditions among offerors,
 
Paragraph 80 provides a preference for ESOP offers.
 
11 "State Property Agency Statutes on the Order of Tender Procedures (Competitions).
 
Article 46.(1) reflects the legal requirement that ESOPs be provided a preference.
 



Ownership-Sensitive Financing Techniques 

To fully understand the need for ESOP-type financing techniques, it is essential fi.-st to 
understand the impact on ownership of traditional corporate financing techniques. That, in turn, 
requires an understanding of the sources ofcorporate funds. Practically all corporate funds 
(whether to finance new capital or transfers ipownership) are generated within a "closed system" 
consisting of four sources, as follows: 

Internally-Generated Funds 

- Earning & Profits - which are reinvested for current owners 
- Depreciation Allowances - which are reinvested for current owners 

Externaily-Generated Funds 

- Debt - which is repaid for current owners 
- Equity - which is most affordable by current owners 

The reason "capitalism" does such a poor job of creating "capitalists" is because it is not
 
designed with that goal. Its goal is to finance capital, not to create capitalists. If policy makers
 
want to see the two goals combined, they must be willing to design policy initiatives with that
 
goal inmind. Absent such initiatives, this "closed system offinance" will tend to concentrate
 
ownership and income.
 

Also, it is important for privatization policy makers to understand that this "closed system" 
begins to operate once a company isprivatized. Thus, if the goal is to promote broad-based 
domestic ownership patterns, that goal can only be reached with policy initiatives designed both 
to attain and sustain those patterns. Absent that political will, traditional techniques of finance 
will tend to create ownership patterns typical of the oligarchies of Central and South America and 
the Caribbean, leading to likely further erosion of support for privatization. 

It should also be noted that providing investment incentives to this "closed system" (as 
was done in the U.S. with "suppy-side economics" that reduced corporate tax rates and 
accelerated depreciation allowances) only accelerates this closed system's innate tendency to 
concentrate ownership and income. Also, by failing to promote broad-based economic self 
sufficiency, this system tends to exacerbate fiscal strains as voters use their political assets (i.e., 
their votes) to extract income from the economy in lieu of economic assets (i.e., income
producing capital) that would enable them to earn that income. 

The ESOP financing concept focuses on the employment relationship as the most 
cost-effective locale to being the implementation of ownership-expanding techniques of finance 
due partly to the potential impact on the company (and on the economy) of increased motivation, 
productivity, profitability, etc. (along with an accompanying increase in tax revenues). In the case 
of privatization, it is widely viewed as socially unjust, politically unacceptable and unwise to shift 



from public to private ownership without including as significant owners those whose efforts will 
be essential to the future success ofthe privatized companies. 

The balancz uithis report nalyzes the ESOP Law, offers an overview of recommended 
changes and suggests incentives for enhancing the applicability of the ESOP as a privatization 
financing technique. An appendix provides suggested guidelines for legislative action. Certain 
critical amendments should be given legislative piority to prevent abuse and to enhance viability. 
Many of the recommendations do not require legislative action. Additional study would be 
required to recommend a more comprehensive ownership-broadening initiative. 

.ESOP Procedures. 

Overview, The procedures for establishing an ESOP necessarily reflect a mixture of both 
policy and practical concerns. A threshold policy issue concerns what party (or parties) are 
authorized to bring the ESOP into being. The practicality issues concern not only how the ESOP 
will be established but also how it will secure the financing essential to its operations within the 
relevant time frame. Unless the policy aspects concerning the establishment of ESOPs are well 
coordinated with the practical aspects of implementing ESOPs as a technique of finance, the 
ESOP initiative will fail to achieve the desired policy results. 

As currently crafted, the required ESOP procedures are overly complex, burdensome and 
time-consuming, potentially serving more as a barrier than as an inducement to speedy 
privatizations with the use of ESOPs. In addition, the shortage of competent counsel and 
consultants suggest the desirability of developing model legal documents to speed the 
privatization process and to ensure that employees can have the appropriate documents prepared 
for presentation to the State Property Agency and others within what is a very truncated time 
period. 

Under the present ESOP law, twelve identifiable tasks are required in order for an 13SOP to be 
established, as follows: 

(1-4) Formation of Organizing Committee: 25% Vote: Negotiations Feasibility Study,'" An 
employee group must be formed to educate itself and its fellow workers about ESOPs and to 
organize a polling process in which at least 253% of their co-werkers express support for the 
ESOP and agree in writing to the formation of a 3-member "Organizing Committee"." With no 
indication of potential sources of funding (or technical expertise), the legislation requires that this 
Organizing Committee: (a) commence negotiations concerning the privatization, 4 (b) commence 

12 Article 2 of the ESOP Law. 
13 If the assets of a unit of a state-owned enterprise are separated aside by the State Trustee 
Organization or the State Property Agency for the purpose of establishing an ESOP, this 25% is 
based on the employee group employed by that particular unit. 
14 This Committee is directed to "come to agreement with the owners," with this agreement 
to include the conditions of sale and other obligations concerning the contract of sale. 



IV 

the preparation of a feasibility study"5 and (c) commence the formation ofan ESOP Organization 
for the purpose offinancing, holding and administering the assets of the ESOP. 

The company is directed to share relevant data with the Committee and, if the Committee 
succeeds in establishing the Organization, the expenses of the feasibility study must be borne by 
the Company. There is no indication how such expenses are to be paid in the interim. As a 
practical matter, absent access to the funding with which to retain professional assistance, the 
ESOP Organizing Committee must turn to the resources of its members (from whom it must 
simultaneously raise the requisite level of equity)" - or it must locate professional service 
providers willing to expend time and resources on a speculative basis (e.g., with an agreement to 
be paid on a success basis). 

(5) Approval of General Assembly offthe Company. The Organizing Committee must then seek 
the approval of the general assembly of the company for the establishment of an ESOP 
Organization. 

(6) 40% Approval. Employees must organize a "founding general assembly" at which at least 
40% of all employees support establishment ofthe ESOP Organization. 

(7) Formulation and Approval Qf Statutes. Employee-members of the Organization must establish 
statutes for the ESOP Organization" and seek a 40% vote of Epproval of all employees. 

(8) Election f Executive Bod. The employees mlst organize themselves in such a way that they 
are able to formulate a proposed executive body for the ESOP Organization and then organize an 
election ofthis body (with 40% of all employees approving). 

(9) Company Certification of Feasibility . The Organization must secure the company's
certification of the feasibility study (i.e., "certifying that the contents are professionally valid"). 

is This sudy "must conclude that if the conditions of the agreement are fulfilled, the financial 
situation of the Company will make it possible to repay the purchase price and the interest on the 
property." (Article 2(3) ofthe ESOP Law) With this study in hand, the Committee "may apply to 
banking institutions for credit, or it may offer installment payments to the vendor-owner." (Article 
3(1) of the ESOP Law)
16 Article 14 of the ESOP Law requires that the ESOP Organization "must have its own 
financial resources" and sets forth a formula linking the minimum quantity of "own resources" to 
the purchase price of the property per participant. It the average price per participant (i.e., of 
those shares proposed for financing by the ESOP) is less than 5 million HF, employees must raise 
2% of the total funds required to buy that tranche of shares. Between 5-10 million HF per ESOP 
participant, employees' own Fesources must total 15% of the amount above 5 million HF. If the 
average price is above 10 million HF, employees must jaise 25% of the portion above 10 million 
HF. 
17 Those statutes must comply with Article 9 ofthe ESOP Law which includes 13 
categories ofESOP-related issues that must be specified in the statutes of the ESOP 
Organization. 



(10) Court Registration The employees must seek court registration of the Organization. This 
procedure often takes many months." 

(11) Financial Commitments. Although the ESOP Organization is required to have its own 
financial resources," as a practical matter, it is unclear how a commercial lender could offer 
irrevocable financing to an organizing committee, particularly when it is uncertain that the ESOP 
Organization will receive its legal status. It may also be impractical for the Organizing Committee 
to retain counsel for this purpose if there is no registered entity for whom services can be 
provided. Also, it is unclear that the State Trustee Organization is obligated to accept the tender 
of an interim Organizing Committee. 

(12) Payment, Payment must be made within 30 days of acceptance of the tender (i.e., perhaps
well before the ESOP Organization has b,'-come a court-registered entity)." 

As currently crafted, this ESOP establishment and ESOP financing procedure is complex,
burdensome and time-consuming - and includes aspects that are impractical in terms of 
facilitating the formation and financing of ESOPs in a manner that meets the needs of the 
privatization process. In addition, if the employees do not receive notice of the tender invitation 
well in advance to its issuance, this complex procedure makes it difficult to compete in the tender 
on a timely basis. 

"..ecommendation: the procedure would benefit from substantial simplification and 
streamlining, including authorizing a procedure whereby company management initiates 
establishment of the ESOP. Givc-n the procedural and practical difficulties confronting those who 
would comply with the Law as currently drafted, active management participation is required both 
in establishing the ESOP and in arranging the financing. If that is the desired policy intention, the 

M Article 4 of the ESOP Law sets forth a certain procedure for "establishing" the ESOP 
Organization and indicates that "Upon the establishment of the Organization, the Organizing
Committee ceases to exist." Yet Article 2 suggests that the Organizing Committee has continuing
obligations regarding the feasibility study and negotiations concerning the conditions of sale. 

Article 14 ofthe ESOP Law. 
The ESOP Law (Article 14(5)) references two sources of credit for ESOP financing: bank 

credit and installment payments (i.e., with the government acting as both vendor and lender),
providing however that the term of repayment may not be more than ten years of which two years 
may be an interest-only grace period. In addition, the interest rate must equal the interest rate of
"privatization credit" (Article 15 of the ESOP Law). Until recently, ESOP organizations were 
entitled to credit at 60% of the issuing bank's basic rate plus a 4% margin for the intermediary 
bank (i.e., approximately a 17.2% interest rate). In an attempt to speed privatization, the 
Government ofHungary recently issued a decree changing the terms ofcredit for "E-loans" to a 
maximum 15-year term (with a permissible 3-year grace period) and a 3%interest rate (plus the 
intermediary bank's 4% margin). Given the weakened state of the companies, the economy and 
the banks, it is not clear tha the banks are willing to lend for a 4% margin. Thus, even ifESOP 
loan terms are conformed with the new, more generous E-loan terms, installment payments seem 
likely to emerge as the most attractive method of ESOP financing. 



Law should be amended to make that intention transparent and to structure a collaborative 
process that can attain the policy goals. 

Employee-initiated ESOPs. Although the stated intent of the legislation is to foster 
employee-initiated ESOPs, the law should not preclude employers from unilaterally initiating and 
implementing ESOPs provided the law is structured and regulated to prevent the establishment of 
ESOPs that are abusive to employees. A primary purpose of this report is to recommend such a 
structure. 

Collaborative ESOPs. In order to facilitate employee-initiated ESOPs, the law should be 
amerided to provide a procedural framework that separates the employee establishment of ESOPs 
from the more complex and collaborative effort required to secure ESOP financing. Thus, an 
ESOP Organizing Committee (and/or the company) could initiate the process of educating 
employees about ESOPs, establishing the ESOP Organization and seeking the support for what 
must necessarily be a collaborative effort (i.e., with managers) to prepare a feasibility study, 
secure financing, prepare an offer and negotiate with the vendor. 

In addition, certain other amendments should be considered such as: 

(1) Early Notification to Employees: Extended Tender Period. The ESOP Law should be 
amended to include provision for early notification to employees of the tender opportunity. In 
addition, the tender period should be extended to 90 days upon timely notice to the SPA of a 
possible ESOP tender, thereby providing employees with more time to organize, complete the 
required procedures and secure the financing. 

(2) Fee Limitation. Amend the law to provide a limit on the fees that an employer can be 
required to incur due to an Organizing Committee-initiated feasibility study, with this limit geared 
to the capitalization of the company. 

(3) Matching Grant Program. Approach one or more multilateral financial organizations (e.g., 
the European Bank and/or U.S.A.I.D.) for funds to facilitate a grant program to provide 
assistance for ESOP-related feasibility studies by ESOP Organizing Committees, with such grant
funds converting to a company-paid 10-year, interest-free loan in those instances where an 
ESOP/privatization transaction is completed. Consider: (a) structuring this grant on an 
employer-matching basis and (b)allowing the funds to be utilized both for feasibility studies and 
for implementation costs. 

(4) Legal Retroactivity, Provide an amendment to the law indicating that (a) a 
properly-constituted Organizing Committee shall be considered a duly-registered legal entity 
pending its approval by the court,2' and (b)once duly registered, this legal status shall have 
retroactive effect. 

M' Note that the ESOP Law provides that "[T]he registration of the Organization may not be 
refused ifthe founders met the requirements stated by this Law." Article 5(2). 



(5) Access to Credit Guarantees. As part ofthe Government's consideration of the proposed
Credit Guarantee Program, the Government should allow such guarantees to be granted to 
facilitate the timely submission of ESOP-related tenders, with that guarantee being granted on a 
conditional and interim basis until the Organizing Committee can receive its certified legal status 
and qualify for other financial support 

(6) Enforcement Action. Commence an enforcement action against a recalcitrant employer in 
order to serve notice on all employers that the obligation to pay the costs of a feasibility study
ordered by an ESOP Organizing Committee is not optional.' In addition, a registration
procedure should be established whereby the ESO? iegal documents (and subsequent
amendments thereto) must be filed with an appropriate Ministry in order to facilitate regulatory
monitoring to ensure that ESOPs are established and operated in compliance with the law. 

(7) Model Documents Assistance should be sought for funds to retain competent counsel 
and consultants to prepare a "standardized" set of legal documents and instructions for the 
implementation of ESOPs as part of the privatization process. Such a set of documents could be 
further customized to fit the unique circumstances of each company and could provide a guide to 
employees and their representatives and advisors in navigating their way through this rather 
complex process. This could help fill the need for employees to have the appropriate legal
documents ready for presentation to the SPA within what is a very truncated time period.
Resources should also be sought to develop a "standardized" set of materials providing a layman's
description ofESOPs. 

To be viable, the ESOP must be able to operate as a technique of finance capable of acquiring,
holding, distributing and, where appropriate, repurchasing shares. In addition, it needs the 
capacity to make appropriate interim use of any earnings on such shares. With certain limited 
exceptions, the ESOP Law precludes the ESOP Organization from the pursuit of any economic 
activity.' In order to operate effectively, the ESOP Organization should be granted tax-free 
status and be authorized to engage in activities appropriate to its function as a financing technique
and as a repository for employees' shares. In particular, the ESOP should be allowed to use 
dividends on ESOP-held shares to repay ESOP debt (the only permissible use under current 
ESOP law), to invest those dividends (for example, to earn funds with which to repurchase 
employees' shares) or to pay them out in whole or in part to employees. Certain other structural 
issues are addressed inthe Appendix. 
2 Given the limited universe of capable attorneys and consultants presently working in this 
area, it may be impractical at this time to expect someone within this group to initiate a legal 
proceeding whose purpose is to encourage employers to cooperate with this fledgling process
(and to comply with the law). Thus, it may prove more practical to amend Article 2(4) to 
specifically indicate that enforcement proceedings may be initiated either by private action or by
public authorities. If this amendment is shown to be insufficient to compel early compliance, the 
Ministry ofJustice should consider an enforcement action. The commencement of such an 
enforcement action may be sufficient to ensure the cooperation contemplated inthe law. 
23 Article 16, Section (1). The exceptions (set forh in Articles 14 and 19) pertain largely to 
the use of the ESOP Organization to finance the shares and to repurchase distributed shares. See 
also Article 26, Section (3). 



1'I 

The ESOP concept is organized around three key principles: participation, limitation and 
distribution, described as follows: 

1. -Participation (or the "democratic principle.q) - suggests that where government is 
involved in encouraging the accumulation of privately-owned capital, that encouragement should 
be accompanied by a requirement that a broad base of citizens participate in and benefit from that 
policy. In the case of an ESOP, this suggests that a broad group of employees must be included as 
participants (versus, for example, limiting participation to company executives). Thus, the ESOP 
Law should be amended to ensure that an ESOP sponsor company does not qualify for public 
support (e.g., in the form of tax reliefs or other preferences) unless a broad base of the company's 
employees participate in the plan and receive benefits from the plan. 

As currently crafted, the legislation has strongly (perhaps overly) democratic procedural
requirements for establishing an ESOP but no requirements ensuring that a broad base of 
employees actually participate in (and benefit from) the.ESOP. TIhe legislation should be amended 
to include specific criteria concerning which employees must be eligible to participate and, of 
those eligible, who must participate inand receive benefits under the plan. 

Participation Recommendations:' 

Eligibl emplqyee. should include, at a minimum, those over age 18 who have been 
employed by a company for at least one year (including service prior to establishment of the 
ESOP) and who work at least half time. Those who own 5%or more of the company's shares 
should be considered ineligible to participate (see limitation principle, below). Also, rather than 
the current ESOP law provision permitting the exclusion of those with less than 5 years of service 
with the company, include more liberal eligibility criteria but permit the ESOP rules to include a
"vesting" requirement' within certain parameters (e.g., requiring that an employee be a participant 
for 5 years before earning full rights to his ESOP account) - thereby encouraging early
participation in the ESOP (important for psychological reasons) while also acknowledging that 
employees can be required to earn their ESOP benefits via their length of service with the 
company. For example, a vesting schedule could provide that employees earn their ESOP shares 
at the rate of200/o/year of service with the company. 

Par.icipants: &t a minimum, at least ,00 /o of those eligible should be participants. This 
requirement is meant to recognize that some employees will l~ot want to (or cannot afford to) 
2 The conceptual overview of each of these sub;ect categoiies is developed inmore detail in 
the Appendix. 
2 "Vesting" is roughly synonymous with nonforfeitable. For example, if someone leaves a 
company 40% vested in 100 shares, he would be entitled to 40 shares and the remaining 60 would 
.be forfeited. Jfthis vestng concept is adopted, the disposition of such forfeitures must also be 
determined (e.g., reallocation to remaining employees, revert to the campany, applied to an 
account to repurchase shares of departing employees, etc.). Also to be determined iswhether the 
ESOP is required to credit prior service with the company (i.e., prior to the date the ESOP is 
established) in determining whether an employee has accumulated sufficient vesting service. 



IJ
 

participate. This also enables ESOPs to be designed to include/exclude employee groups within 
the controlled group that includes the corporation in order to reflect differing operating or 
workplace philosophies (e.g., at different job sites). If the prima-y ESOP incentive continues to be 
profit (vs. payroll)-related, this participation test should be applied on an appropriate "controlled 
group" basis such that, for example, half the employees of the headquarters company cannot 
monopolize the benefits of an ESOP established for the entire controlled group ofcompanies.2 

2. Limitation (or the "anti-monopoly principle"). This principle is meant to ensure that any
government-sponsored ownership participation effort is structured to ensure that the bulk of the 
benefits are not monopolized by a few participants . In addition, it is meant to indic.ate that 
government policy will assist employees in gaining an ownership stake in their company but will 
not assist without limits (i.e., individual, group and company limits). 

Limitation Recommendations: 

Individual Limitation: no employee may have credited to his ESOP account shares equal in 
value to more than 3 months pay on an annual basis." Shares may be credited to participants' 
accounts on the basis of salajy, length of service, job responsibilities or any job-related criteria 
provided that for any year the maximum ESOP benefits credited to the highest-paid participant 
does not exceed ten times that credited to the lowest-paid participant.' In addition, on an 
ongoing basis, no participant's ESOP account may exceed in value more than 10%/ofthe total 
value of all ESOP accounts and no more than 80% of the ESOP's assets may be held inthe 
accounts ofthe highest-paid 20% of participants. Working together, these limitations are meant to 
acknowledge that pay-related ESOP benefits tend to favor long-service, high-paid employees 
which isa rational policy but one that should operate only within certain limits. 

Company Limitation: change the company-claimable tax relief from profit-related to 
payroll-based (for reasons set forth below), allowing the company to claim an annual tax 
deduction no greater than 25% of participants' payroll. Also, rather than including in this 
percentage the interest expcnse of ESOP-related debt, instead allow a separate tax deduction as 
a ordinary business expense. 

3. Distribution (or the "private property" principle). This principle is meant to reflect both a 
philosophical and a practical point. It is meant to encourage companies to create for their 
2 This provides a reason for not basing the ESOP tax reliefs on profits but instead on the 
pyroll ofparticipating employees (see discussion below).
2 For purposes ofdeterming whether a participant's account is approaching the limitation 
criteria, the price ofthe shares on the date acquired by the ESOP should be utilized (vs. some 
later date when the shares may be credited to the participant's ESOP account). 
29 In making this annual computation, I further recommend that it include any credited 
amounts attributable to forfeited account balances and exclude any amounts attributable to 
dividends paid on ESOP-held securities. 



10 

employees an ownership income to supplement their labor income - both for purposes of 
enhancing their purchasing power and in order to begin the process of educating workers 
concerning the long-term rights and responsibilities that accompany the acquisition and nurturing
of an income-producing capital estate. For this purpose, a corporate tax deduction should be 
permitted for dividends paid on ESOP-held shares (see incentive recommendations below). This 
principle is also meant to reflect the pragmatic necessity of applying the corporation's cash flow to 
rpay debt incurred to enable employees to acquire this capital on a largely "self-financed" basis 
(i.e., largely paid for from the partially tax-relieved earnings ofthe company). 

Current ESOP law requires that shares acquired with an ESOP loan be pledged as security for 
the ESOP-related credit until the loan is repaid in full. In addition, all dividends paid on those
 
pledged shares must be used to reduce ESOP-related indebtedness. This creates several
 
difficulties, both political and practical (described below).
 

Also, employees expect to be able to realize the value oftheir shares. This may require that the 
employer maintain a market inthe shares. Ifan ESOP company is required to repurchase its 
shares, additional concerns arise regarding the magnitude and timing of this repirchase liability
and its possible impact on both the financial condition ofthe company and the value of the shares. 
Also, disiribution and transfer rules can determine whether an ESOP company becomes publicly
traded, perhaps inadvertently (e.g., if a sufficient number of employees receive a company's shares 
as .SOP distribu.ikms.) 

Workers could begin to trade shares among one another within a company as well as between 
among other ESOP companies. This type ofrudimentary capital market can also provide a 
means for workers to diversify their stockholdings, thereby reducing risk while also setting a value 
for the shares and providing a potential source of share liquidity. The multilateral financial 
organizations could provide assistance to coordinate this effort and assist in making a market for
 
such shares.
 

Further, the type of securities acquired via an ESOP will largely determine the quality of the
 
ownership that employees have in their employer. Given the wide range of possible employer

securities that could be devised, it is advisable to provide some constraint on the types of
 
securities that may be acquired for ESOP purposes
 

Attention should be paid to how this new version of an ownership stake can oe made "real" 
for workers. With the availability of (a) 15-year financing for privatization, (b) a requirement that 
all ESOP shares remain as bark collateral until the loan is repaid inits entirety, and (c) a 
requirement that all dividends paid on ESOP-held shares be used to repay debt - the only reality
accompanying the workers' ESOP ownership for the first 15 years may be an occasional vote 
(often on issues of little interest, concern or importance). 

In addition, this new type of ownership will be introduced inthe historral context of 
workplaces in which workers have been told for years that they (or "the people") owned the 
means ofproduction and where the workers frequently participated in ye:ar-end "profit" sharing." 

These "profits" were often the result of an accounting fallacy that decapitalized 2 
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To implement such a restricted form of ownership has the potential to create a persuasive
recruiting tool for socialist political candidatcs. At the same time, however, ESOP financing must 
be structured in a commercially feasible fashion and will require a commitment of future 
corporate cash flow to repay debt while also meeting other pressing company needs. On balance,
the ESOP Law should permit maximum plan design flexibility in the release from pledge of those 
shares for which payment has been made and in the disposition of dividends on ESOP-held shares, 
leavag these issues to negotiations among the parties. 

Distribution Recommendations: 

Reasonable Restraints on Ownership: Shares subject to loan encumbrance should be released 
and credited to employees' ESOP accounts as ESOP loan principal is repaid.' The trading of 
such shares should be permitted on the cor-pany's internal market on a tax-free basis."1 
Employees should have e-_rly access to their privatization-related shares but with sensitivity to the 
financial needs of the company. Thus, employees should be able to call for a distribution of 50% 
of their allocated shares two years after such allocation, anotbr 25% three years thereafter find an 
additional 25% after three more years. 

Incentives should be provided to encourage long-term shareholding. Thus ifdistributed shares 
are sold prior to the passage of three years following their distribution, the shares should be 
subject to individual income tax on 100% of their value, with that tax declining b> 25% ineach of 
the subsequent four years such that proceeds realized from the sale of shares sold after the end of 
the sixth year following distribution would be free of tax. 

ESOP-sponsoring companies should be allowed to impose a right of first refi:sal on their
 
shares provided its duration does not exceed 30 days. Companies for which there is no active
 
market for their shares s'ould be required to provide a market for their ESOP-distributed shares
 
(i.e., the employees would have a "put option" to the employer that could be exercised ty the
 
ESOP) provided, however, that the put is not operable until two years after such time as the 
shares are allocated to participants' accounts and the amount due may be paid out to employees 
over a 3-year period provided reasonable interest is paid inthe interim. 

An ESOP should be precluded from holding shares that have a combination of voting and 
dividend rights less than the best class of common shares of the company, except to allow the use 

companies by paying out as "profits" those funds that should properly have been reserved as 
depredation, thereby requiring a government-financed injection ofnew funds, leading to a steady
increase in government debt and fueling inflation. However, from the worker's persp mtive, that 
was accessible, consumable cash available under an earier form of "ownership" that will be denied 
under this new, allegedly improved form. 
30 This will require an accompanying technical amendment ensuring the reasonable 
amortization of ESOP loans (i.e., that principal payments are spread somewhat evenly over the 
loan term). 
31 This recommendation suggests that these shares be treated for trading purposes as though
they were "employee shares" as provided inArticle 244 ofthe Companies Act. Thr. the trading
would be limited to existing and retired company employees. 
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company (the current ESOP law permits those who terminate during the loan repayment period to 
be paid out at 501/o ofthe share value).3" 

Addressing the Education, Training and Communication Deficit: A well-conceived and 
well-implemented ESOP initiative will be insufficient unless it is accompanies by a substantial and 
sustained program designed to educate workers and managers and to transform workplace 
attitudes Hungarian workers have been educated as workers, not as employee-owners. Add to 
that the nontraditional, debt-financed nature of Hungarian privatization and the indirect/deferred 
form of ownership offered via ESOPs and you have a recipe for certain confision and possible 
disillusionment. This initiative should be accompanied not only by a requirement that the cc- iy 
be required to regularly communicate with its workers but also by an initiative designed to 
educate and train the employees (including management employees). The assistance of 
multilateral financial organizations should be sought for this purpose. 

Research suggests that ESOPs have their most positive impact (on morale, motivation, job 
satisfaction, enterprise performance, etc.) when accompanied by changes in the workplace 
environment designed to foster more widespread and active participation, including management 
techniques that are being implemented inthe best-performing companies worldide regardless 
who owns their shares (workplace participation, continuous improvement, employee 
empowerment, total quality management, just-in-time inventory management, etc.). This 
component should also focus on providing training designed to instill nmanagement techniques that 
will enable employees to realize more "psychic" income from an ownership stake that may not be 
capable ofgenerating significant cash income (or share appreciation) over the short and 
medium-term. Absent these new management/organization technique:,, these companies may 
never become entities capable of producing significant economic benefits from ownership. 

Article 19, Section (3) of the ESOP Law. 3 
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M. ESOP Incentives. 

Analysis. Incentives for ESOPs should be structured to have the desired impact on the ESOP 
as a technique of corporate finance. That requires ensuring that the incentives are appropriate 
across a broad spectrum of differing circumstances and that they are structured to achieve the 
intended result with the least possible fiscal strain. 

Recommendations: 

Parity of"E Credit" and ESOP Cr-'it. The terms ofthe "ECredit" and the terms available for 
ESOP financing should be kept in parity (i.e., the terms of the loan, the interest rate and the down 
payment). Recent changes in the "ECredit" have created a situation that disfavors ESOP 
financing. Previously, both the E-Credit and the ESOP Credit were repayable over a 10-year 
period with a 2-year grace period. The E-Credit now enjoys a 15-year repayment period with a 
3-year grace period. In addition, previously both the E-Credit and the ESOP Credit were 
required to contribute 25% of "own" resources for that portion of the credit in excess of 10 
million BF.3 That requirement remains for ESOPs whereas the requirement has been deleted for 
the E-Credit, leaving it with an "own" resources requirement ofonly 15% of that portion above 5 
million IHF. In addition to restoring parity between these two principal privatization mechanisms, 
that part ofthe ESOP Law governing bank credit extensions should be conformed to ensure that 
the accessible bank credit may not exceed 85% (vs 75%) ofthe purchase price.' 

Payroll vs. Profit-based ESOP Incentive. At present, the ESOP Law permits an employer to 
claim a tax deduction of up to 20% of its profits in order to fund an ESOP or to repay
privatization debt associated with an ESOP. Using a profit-related criteria (vs. a 
compensation-based criteria) presents several problems, particularly if the ESOP is to be used as a 
viable financing technique. For example, a commercial lender can confidently project a company's 
future payroll and predict with some certainty the tax-relieved cash flow available for 
ESOP-related debt service if the tax reliefis based on that payroll. That isnot the case for profits. 

Also, a compensation-based tax incentive ensourages the design of inclusive ESOPs because 
the available tax relief is a finction ofthe total compensation ofthose participating whereas a 
profit-related tax reliefcreawes a perverse incentive to narrow the eligibility criteria in order to 
generate larger ESOP'allocations for those who participate (which becomes even more important 
in marginally profitable comptnies). Current law has tempted at least one company to limit 
ESOP eligibility to headquarters company employees, sharing with them the tax-relieved profits of 
the entire controlled group of companies. 

The basis of this key tax incentive should be converted to one based on 25% of participating 
employees' compensation. In addition, this 25% deduction should be available for the use of 
companies to repurchase their shares from employees who have received distributions under the 
plan. 

Article 14, Section (4) ofthe ESOP Law. 
U Article 26, Section (6) ofthe ESOP Law amending Article 39, Section (2) of Law no. 
LXIX on banking institutions and their activities. 

3 
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Interest Expense ofESOP Debt, The interest paid on ESOP debt should be permitted as an 
ordinary business expense rather than, as under current ESOP Law, reducing the tax relief 
allowable for servicing principal payments on ESOP debt. Interest expense is an ordinary and 
necessary business expense and should be claimed in the usual way, not in a way that interferes 
with the speedy privatization ofstate-owned enterprises. 

Repurchase Expense Permit a company tax deduction for company shares repurchased from 
employees to the extent that such deduction is no greater than the lesser of the cost ofthe shares 
or the amount paid to employees for the shares repurchased. This repurchase-related tax relief 
may be essential in the early years ofESOPs in order to constrain the repurchase costs of ESOPs 
inthose companies for which there is not yet a public market for their shares.. 

ESOP Shares Held as Collateral. Under current law, no portion of debt-financed ESOP 
shares may be alienated prior to the full repayment of that debt.' Thus, for erample, 100% of the 
shares must remain pledged as security for a loan on which some small portion remains to be paid. 
This appears to be unreasonable and may hamper the viability of the plan - e.g., if employees 
cannot get access to any portion of their shares until the end of what may be a relatively long loan 
term (e.g., 10-15 years). 

ESOP Dividends. ESOP-sponsor companies should be permitted a tax deduction for 
dividends paid on ESOP shares as long as those shares are held in an ESOP (thereby encouraging 
long-term shareholding). The dividends paid to ESOP participants on their ESOP-held shares 
should be granted tax-free status for the next 10 years. This approach will enable ESOP sponsors 
to accelerate the repayment oftheir privatization debt while also providing the company and its 
employees an incentive to make the company sufficiently profitable that it can pay dividends. In 
addition, this approach will assist inhelping workers understand the desirability of a capital-based 
ownership income (while also setting a firm termination date on this incentive to limit its fiscal 
impact). 

Extend installment payment facilities to ESOPs. The installment payment facilities should be 
accessible to ESOP financing in order to assist in accelerating the pace of privatization and to 
involve more Hungarians inthe privatization process. ESOP installment sales should require a 
5%down payment (vs. 20% for individuals) and employees should be permitted to apply their 
E-credit (and restitution bonds) toward this down payment. In addition, the installment loan 
facility should be available for ESOP privatizations without the otherwise applicable precondition 
that there are no previous acceptable cash offers. 

ESOPs for Financing New Capital. The ESOP Law should be amended to permit ESOPs to be 
used for the financing of new capital (i.e., by allowing ESOPs to be used to acquire newly-issued 
or treasury shares of the company). This could provide a tax-incentivized method for 
simit aneously expanding both productive capacity and private capital ownership. This would 
also be a necessary change to accommodate the use of ESOP financing to acquire assets in 
liquidation. 

Article 19, Section (1) of the ESOP Law. 
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Purchases inLiquidation. ESOP financing should be available to buy the assets of a business 
in liquidation.' 

.ESOP Incentives Available for Private Companies. The ESOP-related tax reliefs should be 
made more broadly available. For example, by providing encouragement to ESOPs in 
already-pivate companies, policy makers would be providing those companies a means by which 
present and future shareholders could "go public privately" - using the ESOP as a market for all 
or some portion of theh shares (the most common use for ESOPs in the U.S. and the U.K.). The 
availability of uch an in-house "exit mechanism" could also help attract the capital ofboth foreign 
and domestic investors who may otherwise be concerned about the illiquid nature of their 
Hungarian investments. In addition, the ESOP could provide a way to balance the need for 
foreign investment capital with the political distaste for long-term foreign ownership and control 
- by providing foreign investors a means (and an incentive) tn transform this foreign capital into 
domestic ownership, by providing a tax-favored means to phase-down or exit that interest. 

In addition, encouraging this ESOP market for foreign-owned shares provides a way to 
conserve foreign exchange earnings on which foreign owners would otherwise have a claim in 
perpetuity. The ESOP also provides a means fbr multilateral financing organizations to exit their 
investments (such as the IFC and/or the European Bank). 

Debt-for-Equity Swaps. The government should consider permitting Hungarian bank debt to 
be swapped for equity in privatizable enterprises with an agreement for that equity later to be 
acquired by the company's ESOP with a company loan from that bank (converting that equity 
back into debt -- creating an income-earning asset for the bank). Multinational financial 
organizations should be approached to provide support for this transaction. 

Redeemable Preferred Shares. In payment for a tranche of ESOP shares in a privatized 
company, the government should accept a tranche non-voting preferred shares, with those shares 
paying a preferred minimum dividend (akin to a low interest loan for an installment sale), with the 
company having the right to use its ESOP to redeem from the government a portion of such 
shares each year (conditioned on the company meeting predetermined performance standards). 
Should the company fail to meet those standards and redeem shares according to schedule, the 
government should convert those shares into common voting shares and either hold them for sale 
to others, contribute them to finance a public purpose (e.g., to fund teacher's pensions), or group 
them inportfolios for other purposes (e.g., to contribute as capital to banks). 

Tius, the workers (via the ESOP) would have the opportunity to acquire a predetermined 
ownership stake, provided they can help the company become sufficiently productive and 
profitable that the company can afford to redeem those shares. A financial intermediary could be 
used to stand in place of the government, serving as the repository for unredeemed shares and 
acting as agent to :ll those shares on the government's behalf or bundling those shares into a 
mutual fund for sale to the public or to institutions. Utilizing this security (vs loan) approach to 

The Polish privatization program includes such an option. This use of ESOPs provides 

another reason for permitting ESOPs to finance new capital. 

36 
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privatization financing could also assist inaccomplishing the politically-desired employee 
ownership result without the necessity of injecting additional debt into the system. 

Lease/Purchase Arrangements extended to ESOPs. The lease-purchase privatization model 
should be made available either directly to ESOPs or to companies sponsoring major ESOPs," 
either on the same terms as now made available to individuals or, preferably, on mnore favorable 
terms (e.g., with reduocd initial payments). 

Capitalizing Banks. The Government should consider grouping installment sale contracts and 
lease purchase agreements into portfolios to average the risk. These portfolios could become a 
capital contribution to a bank (or a component of a bank). In return, the bank could agree to 
dedicate some portion ofthe resulting loan capacity to support ESOP financing and/or agree to 
perform the administrative tasks that accompany iuch contracts and agreements. 

Grant of Shares to ESOP. The Government mpy wish to consider whether a modest grant of 
shares should )e made to employees via an ESOP. Recognizing that employees do not have the 
savings or the earning power to personally buy a significant tranche of shares, this grant would be 
a method for aligning employees' economic interests with the long-ter-m performance objectives of 
the company. Although this tranche of shares conceivably could be sold to the employees via 
ESOP financing repaid from future company earnings, the government may wish to consider 
foregoing a modest amount of such revenue (also relieving the company of that strain) and instead 
make a grant of shares in order to accelerate the speed ofprivatization and widen the scope of 
participation. The revenue foregone inthe form of sale proceeds could possibly be recovered by 
hastening the privatization, thereby relieving the government of any continued subsidies while 
gaining increased tax revenues from companies privatized via means that can enhance company 
performance by ensuring that employees gain a significant ownership stake." 
37 Current law limits leasing to natural persons. 
3S As an example of share grant/purchase programs being implemented elsewhere, the 
Russian Federation's privatization program includes three options for employees to gain a 
significant ownership stake. Option I grants employees a free tranche of 25% of the company's
authorized capital in the form ofnon-voting preferred shares (but not of an average value greater 
than 20 times the minimum monthly salary) with an option to buy an additional 10% on favorable 
terms (e.g., 30% discount from book value, payment in installments over 3years, down payment 
of 15%, and privatization vouchers may be used for the down payment). Company executives are 
allowed to buy up to 5%of the shares at book value and may use vouchers as payment. Option 2 
allows employees to buy a majority of the shares (i.e., 51%) at a preferential price set at 1.7 times 
book value with up to 500/ of that value payable with vouchers. Option 3 (limited to companies
with more than 200 employees and a book value between I million and 50 million rubles) permits
employees to enter into an agreement with the Property Fund to restructure the company and to 
acquire 20%/of the stock at its book value (vouchers cannot be used) and another 20% tranche at 
a 30a discount, paid in installments over 3 years, down payment of 20% and privatization
vouchers may be used for :Jie dc vn payment. The total stock purchased by each employee may 
not exceed 20 times the minimum monthly salary. Prior to qualifying for this favored purchase 
under Option 3, the workers must present a feasible restructuring agreement (including, for 
example, a foreign investor) that will be concluded within one year and each must pledge as 
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lender Incentives. Commercial lenders should be provided incentives to engage inESOP 
lending, For example, lenders could be permitted to exclude from their taxable income a portion 
of the interest earned on ESOP loans. The competition for such tax-refieved loans would be 
reflected in lower interest rates for ESOP companies. And/or banks could be granted more 
favorable corporate tax rates (or capital requirements) based on a formula linked to the 
percentage of their assets reflected inthe form of ESOP loans. 

ESOPs As Purchasers of Separate Units of a Company. The separation of a unit of company 
may be an attractive method for privatizing viable componentr of a company that also includes 
nonviable components. Yet the privatization methodology does not presently accommodate this 
process. Although this approach presents certain problems (a separate valuation is needed; the 
SPA may need to undertake certain guarantees toward creditors for that portion of the company's 
debt, etc.), these problems should be resolved in the interest ofaccelerating the privatization 
process and strengthening the operation of viable components of otherwise weak enterprises. 

Financial Support. The Government should seek financial support for ESOP privatizations 
from the International Finance Corporation and the European Br,k for Reconstruction and 
Development, including utilizing their equity capacity to support ESOP debt financing and using
ESOPs as a mechanism both for exiting that equity investment and in support of capita' structures 
designed to transfer to Hungarian ownership some or all of the inter-eass of foreign investors. 

Matching Grant Program. The Government should apply to one or more multilateral financial 
organizations (e.g., the European Bank and/or U.S.A.I.D.) for funds to facilitate a grant program 
to provide assistance for ESOP-related feasibility studies by ESOP Organizing Committees, with 
such grant funds converting to a company-paid 10-year, interest-free loan in those instances 
where an ESOP/privatization transaction is completed. This matching grant program could be 
structured on an employer-matching basis and expanded to allow the funds to be utilized both for 
feasibility studies and for implementation costs. 

ESOPs as a First Step Privatization Initiative, Consideration should be given to using ESOPs 
as a "first step" privatization initiative. For example, pending full privatization of its capital 
structure, the U.S.-owned railroad, Conrail, was 85% government-owned and 15% ESOP-owned 
though managed on market-based principles. This model suggests the potential for using the 
ESOP as an opening wedge for privatization, particularly where combined with a management 
contract designed to direct the enterprise based on market-based operating principles. 

ESOPs in State-Owned Enterprise4. Implement ESOPs in those companies in which the 
government intends to maintain a majority stake (e.g., energy, telecommunications, 
transportation, etc.). 

Warrants." Warrants can provide a mechanism for spreading the benefits of the potential 
success of privatized companies with those nct directly employed by the company but who may 

collateral their own personal assets in an amount no less than 200 times minimum salary. 
A warrant is a type of security that entitles the holder to buy a proportionate amount of 
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be stakeholders rather than stockholders - providing such critical services as education, security,
fire protection, water and sewage treatment, etc. For example, the privatizing entity (or a 
designated agent) could take warrants in privatized companies and dedicate any proceeds to fund 
housing or pensions for such stakeholders, or to finance projects designed to support economic 
reform efforts (such as infrastructure projects), or to provide capital for banks agreeing to support
ESOP loans for other pivatizations, etc. Company-sponsored ESOPs could provide a potential
market for the shares when those warrants are exercised. This approach provides a method for 

' more widespread social (i.e., stakeholder) sharing inprivatizations. 

ESOP Shares as Redundancy Compensation. Consideration should be given to using ESOP 
shares as a non-cash form of compensation for addressing redundancies, with terminated 
employees being compensated, in part, with an extraordinary allocation ofcompany shares along 
with a preference inthe liquidation of those shares. 

-Credit Notes. In the design of a "credit note" privatization plan, consideration should be given 
to permitting employees to use their notes to purchase shares in their employer at a steep 
discount. 

Promotional Campaign. Implement a promotional campaign to educate Hungarians about
 
capital ownership and to assist ESOP companies in communicating with their employees on a
 
sustained basis.
 

Beyond ESOPs. The ESOP privatization technique could be combined with broader 
ESOP-type financing to assist in creating ownership not only by those directly employed by an 
enterprise but also by those employed by companies with whom the enterprise has significant
economic relationships (such as suppliers and customers) and those employed by companies
formed on the basis of previously state-owned holding companies. Similarly, !he ESOP financing 
concept should be adapted to create ownership by the customers of those companies providing
certain public services (such as gas and electricity services ) via consumer/community stock 
ownership plans ("CSOPs"). 

tESOPs _The related enterprise share ownership plan ("RESOP") provides a technique for 
employees of related companies to own shares in a non-employer company. This can help 
facilitate a type of vertically-integrated, cross-ownership system with the potential: (1) to 
positively impact the quality of productive throughputs (i.e., by creating motivated 
employee-owners at each stage of the production process), and (2) to include as owners those 
individuals who may otherwise be excluded, such as enabling micro-enterprise proprietors (such 
as small farmers and employees of smaller, more volatile yet often more dynamic businesses) to 
participate in the ownership of larger, more established and (importantly) more value-added 
enterprises."' 

stock of a company at a specified price for a period ofyears or for an indefinite period. 
V For example, in return for granting Chrysler a $1.2 billion loan guarantee, Chrysler
provided the government with warrants which, initially valued at $6 per share, were later sold at 
for $72.. 
41 Currently pending Jamaican legislation is designed to encourage such "related enterprise 
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This same concept could be applied to larger related enterprises such as including the 
employees of shipping companies in the ownership of a railway or including the employees of 
metal producers and/or transporters in the ownership of a metal-fabricating company, etc. This 
approach could also enable corporate employees to diversify their ownership stake by owning
shares both intheir employer and in a separate yet related enterprise. Facilitating the internal 
trading of shares among employees insuch related enterprises could also advance this goal. Such 
ownership structures could also contribute to enterprise viability and competitiveness by
encouraging capital structures that acknowledge the logistical and financial environment in which 
in-transition companies currently operate.' 

CSOPs. As Hungary continues its transition, it may wish to consider transferring to private 
ownership certain state-owned public service providers (such as gas and electricity). When 
considering how to structure that privatization (or partial privatization), government officials 
should recognize that the company's consumers are required to pay a price for their services that 
includes the cost of debt service, capital expenditures for expansion, environmental clean-up, and 
the cost of a fair return to those investors (i.e., a return adequate to encourage them to continue 
their investment in this company rather than another). As the sole source of such a company's 
revenue, the consumer's patronage both maintains the value of the company's shares and finances 
new capital expansion for the investors - via rates set by a regulatory body. 

In financial markets, the value ofa company is a function of the cash flow it is expected to 
generate over time. The discounted present value ofthat projected cash flow approximates the 
value of the enterprise and the price investors are willing pay for shares in the company. In the 
case of a public service provider, the sole source of cash flow is bills paid by its customers. Thus, 
the "CSOP"concept suggests that those customers should have an opportunity to see some 
portion of their cash payments applied to finance capital ownership for themselves rather than 
solely for (often absentee) investors. Where a provider of such services has monopolistic or 
near-monopolistic consumer relationships (the usual case), the rationale for including such a 
CSOP component is strengthened. 

General Stock Ownership Plans ("GSOPs"). Similar ESOP-type "selffinancing" techniques 
could expand ownership more generally. One such mechanism is the general stock ownership
plan similar inmany ways to "voucher" privatization plans.' In one version ofthe GSOP 

share ownership plans" ("RESOPs").
42 See CapitalChoices - Changingthe Way America Invests inIndustry (1992)- a research 
report presented to The Council on Competitiveness and co-sponsored by the Harvard Business 
School in which the report's author, Harvard Professor Michael Porter, advocates that 
*Ownership should be expanded to include directors, managers, employees, and even customers 
and suppliers." 
3 Whereas voucher privatization schemes often provide means for citizens to invest in a 

variety of companies (either directly or via mutual-type funds), the GSOP concept enables a large
number of citizens to acquire shares in a single company, although a GSOP could be adopted in a 
numbere of companies, thereby achieving the same effect. Voucher privatizations typically enable 
citizens to acquire shares for a nominal sum whereas GSOPs envision the shares being paid for 
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concept, a corporation is permitted to operate tax free prcvided it complies with the operational
principles ofESOPs (i.e., broad-based participation, individual limitation and a distribution 
creating widespread capital-based incomes. 

For example, the U.S. enacted GSOP legislation in 1978 authorizing "general stock ownership
corporations" granting tax-free status to any corporation that: 

(1) includes as a shareholder each citizen ofthe chartering state, 
(2) limits individual ownership to 10 shares, and 
(3) pays out 90% of its pre-tax earnings to shareholders on a current basis. 

A similar approach could be adapted, for example, to foster broad-based ownership of all or a 
portion of a company extracting natural resources" or a public service company or any other 
revenue-generating activity whose scope is national, regional or local. Or a GSOP could be 
combined with an ESOP or with any of the other ESOP-like financing techniques (e.g., RESOPs 
or CSOPs). 

over time largely with the earnings of the company. 
4 The U.S. GSOP legislation was originally designed to enable Alaskan citizens to acquire

the interest of British Petroleum Pipeline, Inc. in the TransAlaska Pipeline Service Corporation,
paying for it with the future dividend stream. Although never implemented (for state political
reasons), the scheme was regarded as financially feasible. A similar approach could be adapted to 
foster widespread citizen ownership participation indrilling rights or in minera deposits located 
on public lands (for example, with the GSOP retaining a royalty interest and a more conventional 
company gaining the extraction rights). 



APPENDIX
 

This appendix contains legislative guidelines reflecting recommendations contained in the text 
ofthis report. The guidelines appear inthe same subject category order as in the text: ESOP 
procedures, ESOP structure and ESOP incentives. These guidelines are not intended to serve as 
direct amendments to the law but, rather, as a descriptive set of suggested amendments that can 
guide parliamentary counsel in preparing those substantive, technical and conforming amendments 
required to reflect the recommendations contained in this report. It is anticipated that more 
analysis will be needed inorder to implement a comoprehensive ESOP Law. 

1.ESOP PROCEDURES 

Simplifly and streamline the ESOP Law and make other substantive changes as follows: 

(1) Employer-initiated ESOPs. Amend Article 1,Section 5 to indicate that employers may
initiate the establishment of an ESOP. Add language at the end of Section 5 to reflect the
 
following:
 

"In the alternative (or in conjunction with the Organizing Committee), upon the request of 
the management of an enterprise, the State Trustee Organization may set aside the assets 
of a unit of a state-owned enterprise for this purpose provided that the State Trustee 
Organization is confident that the ESOP established will comply with this Law." 

(2) Collaborative ESOPs. etc.. Amend Articles 2 to 4 to separate the employee

establishment of ESOPs from the effort required to secure ESOP financing, as follows:
 

(a) Amend Article 2, Section (3) to indicate that the feasibility study may be prepared either by
the Organizing Committee, by the Company or via a collaborative effort. 

(b) Amend Article 2, Section (4) to place a limit on the fees that a Company can be obligated to 
bear for the preparation of a feasibility study. [Recommendation: devise a formula linked to the 
capitalization ofthe company.] Also amend this section to specifically authorize legal 
proceedings by either government or private action to recove;' such expenses. 

(c) Assuming negotiations with the multilateral financial organizations are successful, add a 
new Section (5)to Article 2 establishing an employer-matching grant program to provide 
assistance to pay for ESOP feasibility studies and implementation costs. Amend Article 16, 
Section (4) to indicate that the Organization may draw against these funds to reimburse 
implementation costs of the Organization. Provide that, in those instances where an 
ESOP/privatization transaction is completed, the non-employer-paid portion of such costs will 
convert to an employer-paid, 10-year, interest-free loan. 
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(d) Amend Article 3, Section (1) to provide that the bank application (or the offer of
 
installment payments or negotiations for a lease-purchase agreement) may be made by the
 
Organizing Committee, by the Company or via a collaborative effort.
 

(e) Amend Article 14, Section (1) to indicate that the purchase may be by the Organization
using both its resources and the resources of the Company. Amend Section (4) to indicate that 
the Organization may draw upon the resources ofthe Company in marshaling its own resources. 

(3) Legal Effect of Registration, Amend Article 6, Section (2) to indicate that the 
Organization shall be considered a quasi-registered legal entity pending its approval by the Court 
and, once duly registered, this legal status shall have retroactive effect. Amend Article 5, Section 
(1) to delete the requirement that declaration ofapproval by the Company must be attached to the 
registraticii application. 

(4) Extended Deadline for Submitting Bids. Amend Article 2, Section (2) to provide a 90
day period in lieu of a 35-day period as the deadline for the application for the sale of assets in
 
those cases where the State Property Agency receives notification (within 30 days) of an interest
 
in submitting an ESOP offer.
 

(5) Early Notification Required. Amend Paragraph 78 of Act LIV of 1992 to require that 
the State Property Agency provide employees of a company w'th the earliest possible notice that a 
tender may be commenced for the sale of their employer compa iy and that the deadline for 
submitting tenders shall not be less than 90 days from the date ol'such notification. Such 
notifica.ion shall be considered properly given where notification is either provided in writing to 
the employees' representative or upon announcement in two national dailies. 

(6) Registration/Monitoring Procedure, Establish within the Ministry of Finance a 
registration procedure and require that ESOP companies submit a copy of their ESOP legal
documents (arkl subsequent amendments). Provide training for personnel to review and monitor 
ESOPs for compliance with the requirements of the law. 

(7) Employee Communication Requirements. Require that employers provide to 
employee-participants a summary description of the plan written inlayman's language. 

(8) Rules ofProcedur, Conform the rules of procedure governing privatization to 
accomodate these and other suggested amendments. 



II. ESOP STRUCTURE
 

This section provides an overview of legislation needed to ensure that ESOPs are implemented 
with appropriate fairness standards. Thus, this section is divided into three primary subject 
categories: (1) participation requirements, (2) limitation requirements and (3) distribution 
requirements. In order to provide a legislative context for these requirements, the ESOP 
legislation should also include certain qualification criteria whereby those ESOPs not in 
compliance with the requirements will lose their employer-based tax reliefs. These 
qualification/sanction requirements appear at the end of this section. 

Unless otherwise noted, it is recommended that these requirements be made a part of the 
ESOP Law in the Articles referenced or innew Articles bearing the names of the various subject 
matters addressed. 

(1) Participation Requirements 

Eligibility to participate. Every individual who dedicates at least 50% ofhis official working 
hours to the enterprise and has been employed by the enterprise (or the legal successor of the 
enterprise) for at least the minimum qualifying period shall be eligible to participate unless such 
employee either has a material interest in the Company or does not meet the minLnum age 
requirement as stated in the plan. The minimum qualifying period shall not exceed one year, 
including service with the Company prior to establishment of the plan. The minimum age 
requirement shall not exceed eighteen years. 

Participation inthe plan. An ESOP shall not be considered eligible to qualify for the tax 
reliefs provided under Law no. LXXXVI of 1991 unless such plan benefits at least 50% of those 
employees eligible to participate in the plan.45 

Vesting Requirements. An ESOP shall not be considered eligible to qualify for the tax.reliefs 
provided under Law no. LXXXVI of 1991 unless the plan provides that participants' benefits are 
nonforfeitable inaccordance with this Article. Employee contributions to the plan must be 
immediately nonforfeitable. Company contributions are considered nonforfeitable provided they 
are immediately nonforfeitable upon allocation to participants' accounts or if they comply with one 
of the following vesting schedules: (a) 3 year 1000/a vesting. A plan may provide that an 
employee's plan account becomes nonforfeitable when an employee who has completed 3 years of 
service is 100% vested. 

4' Ifthe pri-nary ESOP-related incentive continues to be based on company profit (vs. 
participants' payroll), a rule should be crafted to apply the minimum participLtion requ*rement on 
a controlled group basis in order to preclude, for example, a plan design whereby participation is 
limited to a relatively small group of employees (such as the salaried employees of the 
headquarters company) yet that relatively small number of employees shares in profits generated 
by the entire controlled group. 
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(b) 3 to 5-year vesting. A plan may provide that an employee's plan account becomes 
nonforfeitable when an employee who has completed 3 years of service is at least 60%vested and 
becomes no less than 20% vested ineach of the nert two years. 

Frrpurposes of computing years of service with an employer for vesting purposes, a plan 
may exclude any calendar ye&- in which an employee has less than 1000 hours of service and may
exclude years of service prior to establishment of the plan. 

Voluntary participation. Participation in a plan may not be made a condition of employment in 
relation to persons employed by a Company at the date when the plan is established. Deductions 
from employees' compensation for purposes of the plan may not be commenced until the 
Company ha. provided the employee with a summary description in writing of the plan containing
information as shall be sufficient for common understanding of the terms of the plan. 

,SimilarTerms. An ESOP shall require that all eligible employees are entitled to participate in 
the plan on similar terms. For purposes ofthis Article, persons shall be entitled to participate on 
similar terms notwithstanding that the plan provides for a distinction between participants in the
allocation ofESOP shares based on the level oftheir compensation or length of service or both. 
Discrimination in favor oflower-paid employees as compared to higher-paid employees shall be
 
disregarded.
 

(2) Lit;tation Requirements 

Allocation Limitations. Contributions and other additions to a participant's ESOP account for
 
the year (i.e., including contributions and reallocated forfeitures but excluding dividends) may not
 
exceed 25% ofthe participant's compensation for that year.
 

Material Interest. The plan shall contain provisions ensuring that no allocation of plan assets is 
made to any individual who has or acquires a material intcrest inthe Company. This shall not
 
preclude such a participant from being eligible to remain inthe plan notwithstanding that no
 
further allocations may be made to him under the plan. For this purpose, a person shall be
 
considered as having a material interest ifhe or his associates is the beneficial owners of5%or 
more ofthe common share capital of the Company or ifhe or his relatives is able to control any 
company owning 5%or mo.'e of the ordinary share capital of the Company.' For this purpose,
"associate" includes spouse, lineal descendants, and any business partner of that person. 

Allocation Formula, The plan shall provide an allocation formula with which the plan shall 
comply in determining the relative allocation of plan assets among participant accounts. The 
allocation formula shall not discriminate among participants on any grounds other than length of
Przrvice or relative compensation or some combination. The allocation formula shall be such that 
in its application it does not result in the plan becoming a top-heavy plan 

This 5% threshold may be too high for companies with many employees and too low for 
those with few employees. A more flexible rule should be devised to accommodate this fact. 

46 
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Allocation Requirements. Where th acquisition ofshares by the plan is by way of a loan, the 
shares shall be allocated to participants' accounts no less rapidly than as the outstanding principal 
of the loan is amortized and, until so allocated, may be held by the Organization in an interim 
account. Where sharms are acquired on an installment basis, such shares shall be allocated as the 
shares are paid for. Such allocations need only be made once each year. Allocations may be 
limited to those participants employed at year end. 

[If an ESOP is permitted to acquire a company on a lease/purchase basis: Where the 
Company's shares are acquired on a lease purchase basis, such shares shall be held in an 
interim account and allocated to participant's accounts in the same proportion and at the 
same time as the lease-purchase payments are made and shall be allocated as if such 
payments represented a level amortization of a loan whose principal is equal to the total 
payments under the lease.] 

Top-heavy Rules. A plan shall be considered "top heavy" if(a) more than 80%/o in value of the 
assets of that plan are allocatcd to participants comprising the most highly compensated 20% of 
all participants or (b)the allocation ofESOP shares among participants has resulted in any
participant being allocated in that year less than 10% ofthe number of ESOP shares allocated in.'atyear to any other participant. 

J3) Distribution Requirements 

Distn'butions and Distribution Options. Distributions to a participant of the privatization 
assets allocated to his account under a plan shall commence not later than 90 days after the date 
on which the participant's employment with a Company is terminated unless he is re-employed
before the end of such period by the Company. At the participant's option, distribution of 50% of 
the participants' account balance may commence no earlier than 90 days after the end of the 
second year following the allocation of such amounts, with an additional 25% distributable at the 
participant's option three years after such date and an additional 25% three years thereafter. Any 
amount not distributed during an earlier distribution option period may, at the participant's option,
be distributed at the exercise of a later distribution option. Any amounts not distributed during
these periods shall be deferred for distribution until termination of employment with the company.
A participant shall have the right to demand that the assets comprising his account be distributed 
to him in the form ofcompany shares. 

Putption. Shares mu, be subject to a put option if not publicly traded when d t ributed. 
The put option is exercisable by a participant, his donees and estate. The put option must permit
the participant the right to req 'ire that the company purchase those shares at a value determined 
by an independent appraiser. .1hough the company shall have the obligation to purchase those 
shares under the put, the ESOP may assume the rights and obligations of the employer. A put
option must be exercisable during a minimum 15-month period which begins on the date the 
security '. distributed by the ESOP. Payment under a put option may be in the form ofperiodic 
payments over a period not inexcess of three years provided reasonable interest is paid on the 
unpaid balance.' 

Conforming amendments will be required to Article 19, Sections (3) and (5) ofthe ESOP 4 
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Right of First Refusal. In the case of shares acquired under an ESOP, the company may
subject such shares to a right offirst refusal in favor of the company or the ESOP. This right of 
first refusal may require that the shares be offered to the company for purchase (for a maximum 
30-day period) before they are offered to any other person or before an offer to purchase the 
shares by any other person is accepted. The price and terms ofthis right of first refusal shall be
 
no less favorable than the price and terms offered by a bona fide purchaser making an offer in
 
writing ;n good faith to purchase the shares.'
 

Call Option. A company whose statutes include an intention for it to become and to remain 
substantially employee-owned shall have the right to require that emplo, es sell their shares to the 
company provided, however, that this right must be exercised within two years after the employee
has received such shares in a distribution from the plan. The terms of payment under a call option 
may be the same as provided under the put option.* 

Internal Market. An ESOP may provide for the creation of a market in allocated ESOP 
0shares."

Taxation on Acquisition and Distribution of Shares, No income tax shall be payable by the
 
participants upon the acquisition of shares on their behalf by the plan or upon the payment to the
 
plan of dividends or of divider Js used to repay ESOP debt. Upon the distribution of shares to a
 
participant or a designee of the participant, the taxable income of the participant for purposes of
 
income tax shall be 100% ofthe value inthe first 3 years after the date of allocation of such 
shares, 75% of the value inthe fourth year after allocation, 5TO0 of the value in the fifth year after 
allocationoand 25% ofthe value inthe sixth year after allocation Any distribution of shares more 
than 6 years after the date ofallocation shall not render the participant liable for income tax in 
respect of such distribution. Where assets other than shares are distributed, such other assets shall 
be treated as if they were ESOP shares with the same date of allocation as the ESOP shares from 
which they were converted. Shares distributed due to retirement, death or involuntary
termination due to redundancy shall be exempt from tax. 

Plan Oualification Requirements 

Plan Qualification Requirements, To qualify as an ESOP whereby an employer-sponsor may
qualify for certain prescribed tax reliefs, the plan must meet such requirements as may be 
prescribed. ,.n ESOP meeting such requirements shall be granted tax-exempt status.5' 

Law. 
48 Amendments will be required to Article 19, Section (4) ofthe ESOP Law (where non 
participant employees are given first right of refusal) and Section (3) (where this provision does 
not apply to shares purchased with employees' funds). Amendments may also be required to the 
Companies Act. See particularly Articles 179, 244 and 247. 
0B See Article 19, Section 3 of the ESOP Law 
so Conside;ation should !e given to coordinating this provision with Article 244 of the 
Companies Act and the special preference for "employee shares."
S5 See Article 16 and Article 26, Section (3) ofthe ESOP Law. 
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ESOP Shares. ESOP-held shares shall be limited to Company securities that rank at least 
equally with the best class of common voting shares of the Company and are not subject to any 
restriction other than restrictions which attach to all shares of the same class unless such 
restrictions are otherwise authorized by this Law. Participants shall be entitled to direct the 
voting of allocated shares. Unallocated and undirected shares shall be voted in the same 
proportion as the votes on the allocated shares.'2 

Written Plan, The terms of the plan shall be set out in writing and shall identify the sponsor 
Company and shall contain provisions by reference to which the participants to whom it relates 
may be identified and shall provide for the maintenance of records by way of an account of each 
participant's allocation ofplan assets. The plan shall be designatfxl as an ESOP in the plan 
document and must be designed to invest'primarily in seceritiej ofthe employer. 

Certain Arrangements Banned. An ESOP may not obligate itself to acquire securities from a 
particular shareholder at an indefinite time determined upon the happening of an event. The 
benefits provided to participants under an ESOP may not be offset by benefits provided under any 
other compensation or benefit arrangement provided by the employer. 

Plan Established before Due Date;:Date of Contributions. In order for a plan to qualify for 
erplovero-related tax reliefs, the ESOP Law should require that the plan be established prior to the 
filing Uate for the employer's tax retum. Contributions will be deemed to have been made on the 
last day of the preceding taxable year if payment is on account ofsuch taxable year and is made 
not later than the filing date for the employer's tax return for such year (including extensions 
thereof). Any amount contributed to the plan in any taxable year inexcess of the annual 
limitation for such deduction shall be deductible in the succeeding taxable years in order of time 
but the arrr,-,nt deductible shall inno year exceed 25% of participants' annual compensation for 
the taxab!c year. 

No Assignment or Alienation of Benefits The ESOP Law should require that E-OP plans set 
forth a requirement that benefits provided under an ESOP may not be assigned or alienated except 
to the extent that (a) shares acquired with a ESOP loan may be pledged as security for such.loan 
and (b)allocated shares may be pledged for the purchase ofa principal residence. 

Merger. Consolidation or Transfer. An ESOP shall provide that incase of any merger or 
consolidation with or transfer of assets or liabilities to any other plan each participant will receive 
a benefit equal to or greater than the benefit existing prior to such transaction. 

Use ofLoan Proc . The proceeds of a loan undertaken to acquire employer shares must be 
used within a reasonable time after receipt only for the purpose of acquiring such shares as qualify 
as employer securities for ESOP purposes or for the purpose ofrepaying a loan used to acquire 
such securities. The interest rate of . loan must not be in excess of a reasonable rate of interest. 
In general, shares acquired with an -SOP loan must be released for allocation to participants' 
individual accounts as loan principal is repaid provided, however, that the amortization of loan 

See Article 17. 52 
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THE POTENTIAL USE OF COMPANY PENSION FUNDS
 
IN PARALLEL WITH ESOP ORGANIZATIONS
 

AS MECHANISMS FOR FXNANCING EMPLOYEE OWNERSHIP
 

The Law on Company Pension Funds is scheduled to be
 
discussed-in the Hungarian Parliament in September 1992. If
 
the provisions discussed in section C below are included in
 
this 	law, it could be used as a powerful mechanism for
 
financing employee ownership as a complement to the ESOP
 
organization.
 

The chief advantage of using the company pension fund to
 
acquire employee ownership is that the amount of tax
deductible contributions which a company may make to the
 
pension fund is not limited, and such contributions are
 
additional to the 20% of the pre-tax profit which may be
 
contributed to the ESOP organization.
 

In privatized companies, use of the employee pension fund
 
to buy shares would increase the percentage of company shares
 
owned by employees, over what can be achieved through the
 
employee share discounts and the ESOP.
 

In private-sector companies, use of the company pension

fund would create a financial incentive for management to
 
create employee share ownership--an incentive which is lacking
 
at present.
 

A. 	 Model 1: Company Contributions to the Pension Fund for
 
Purchasing SPA shares.
 

In this model, during privatization SPA has retained a
 
part of the company shares, and the company pension fund buys

these shares over time.
 

OTHER INVESTORS 	 SPA
 

#2 #2
 
HUF shares
 

ESOP 	 #1 COMPANY

COMPANY , PENSION
 

ORGANIZATION HUF FUND
 

I. Every year, the company contributes cash to the pension
 
fund.
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2. The pension fund buys company shares from the SPA for the
 
amount of contribution.
 

3. The company taxes are diminished by 40% of the amount of

the contribution.
 

4. 
 The company's after-tax (distributable) profit is
diminished-by 60% of the amount of the contribution.
 

Since this model diminishes the dividends to
shareholders, it should be applicable mainly where the
employees and management (through the ESOP and personal share
purchases) alreay have control of the general assembly and
thus can vote contributions to the company pension fund.
the limits a company which is owned 51% 
At
 

by the employees and
49% by the SPA, the employees could by this means increase
 
their share holding to 100%.
 

B. 	 Model 2: 
 The Company Creates New Shares. Contributes
 
them to the Pension Fund, Obtains Tax Deduction
 

This model is built on the assumption that the Pension
Fund Law will allow companiea to contribute shares to their
employee pension funds and claim the market value of those
shares as a tax deduction. 
THIS 	IS ONE OF THE MOST IMPORTANT
TAX ADVANTAGES FOR EMPLOYEE SHARE ACQUISITION IN THE US AND
 
UK.
 

ESOP 
 #1 COMPANY 
COMPANY PENSION
ORGANIZATION 
 shares FUND
 

1. Company issues new shares and contributes them to its
 
pension fund.
 

2. 
 Company obtains a tax deduction equal 
to 40% of the value

of the contribution.
 

3. 
 The company's working capital increases by the amount of
the tax deduction. 
This advantage more than compensates for
the fact that dividends per share to the existing shareholders
diminish since the registered capital is increased.
 

C. 	 Provisions which the Pension Fund Law Must Contain tobe

Used for Employee Share Acquisition
 

For the Pension Fund Law to be usable for employee share
acquisition in the ways discussed above, it is necessary for

it to contain the following provisions:
 

1. An employee pension fund should be allowed to invest in
securities such as shares, in which the returns (and hence the
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employee's retirement benefits) are not known in advance (it
is a "defined-contribution" rather than "defined-benefit"
 
fund).
 

2. 	 Specifically, such a fund should be allowed to invest in
the company's own sharee (ideally, there should be no limit on
the percentage of the company's contributions which may be
invested in company shares).
 

3. Company contributions of shares to the fund should be
allowed, at their market value (this would require an
amendment to the first phrase of Supplement no. 3 to Law

LXXXVI of 1991).
 

4. 	 Contribution of the company to the employees' retirement
fund should not diminish the 20% of the before-tax profit
which the company may contribute to its ESOP.
 

D. 	 Relation of the Employee Pension Fund and the ESOP
 
Organization.
 

The employee pension fund and the ESOP organization are
legally separate entities. The relation between them should
be well specified. The simplest relation would be to keep
them separate and operate the retirement fund much like an
ESOP, except that its benefits are available to the employees
only 	upon retirement. The pension fund could help the
liquidity of the ESOP by using company cash contributions to
buy from the ESOP shares of retiring employees
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VALUATION ISSUES
 
RELATED TO THE FORMATION
 

OF EMPLOYEE SHIAREHOLDERS' ASSOCIATIONS
 

1. Why Value the Shares for an ESOP? 

1.1 Initial Purchase 

The shares which the ESOP initially purchases for itself from outside parties
 
must be valued. The reason for this is to determine whether the ESOP is receiving fair
 
exchange for the price which it pays for the shares on behalf of the ESOP participants. 

From the standpoint of the ESOP participants, the price can be too high, but 
not too low. If the price is too high, then the ESOP has not received the benefits of a fair 
exchange. If the price is at or less than fair market value, then the consideration is deemed 
to be adequate. 

1.2 Subsequent Transactions in Company Shares. 

There will be a need to regularly value the shares owned by the ESOP after 
the initial shares are purchased by the ESOP from an outside party. 

As each employee terminates his employment with the company, his shares 
will be purchased back from him by the ESOP or the company. The shares should be valued 
at least annually in order to determine the price which should be paid to these terminating 
employees for their shares. Also, each employee should be informed at least annually of the 
value of his shares account. In this way, the employee is advised of the benefit which he is 
receiving by being a part owner of the enterprise. 

1.3 Release of Shares from Escrow. 

Typically, the corporation guarantees the loan which is made to the ESOP for 
the purchase of its shares. The shares of the ESOP are used as collateral for the loan. In 
that case, a valuation is needed in order to determine the value of shares which are to be 
released from escrow to the individual participants' accounts. In the United States, this 
release and valuation is typically done annually. 



2. Definition of Value. 

2.1 General Definition (Fair Market Value). 

When there is an active trading market for the shares of a company, there is 
no need to determine a value. One needs only look to the quotes in the financial page of the 
newspaper for an indication of the fair market value of the shares. When there is no active 
market, however, it becomes necessary to go through a more difficult exercise, as will be 
explained below. 

Normally, the value to be determined for an FSOP is thefairmarket value. If 
the enterprise to be valued is a going concern', the fair market value is typically the relevant 
value of the enterprise. Fair market valie is sometimes referred to as a going-concern value. 
This definition is usually as follows: 

The price at which an asset would change hands between a willing buyer and a 
willing seller when theformer is not under any compulsion to buy and the 
latter is not under any compulsion to sell, and both parties are able, as well as 
willing, to tro'de and are well informed about the asset and the market for such 
asset.2 

This is the definition rendered by the U.S. Department of Labor in a draft of 
proposed regulations having to do with ESOP valuations of closely-held3 companies. 

2.2 Other Types of Value. 

Before one discusses the benefits of using fair market value for the ESOP 
valuations, it is desirable to know what the alternatives are and what economic and political
connotations they may have. The types of value discussed below are not going-concern 
values. That is, they do not take into account the future earning capacity of the enterprise. 

Here we define going concern as an operating business which expects to conduct business 
for the foreseeable future. It is an operating business, as opposed to an investment holding 
company. It therefore carries out some sale and/or manufacturing of goods and/or services, 
rather than simply investing in real estate or the stock of other companies. 

2 Proposed U.S. Department of Labor Regulation 5 2510.3-18(b)(2)(i). 

3 Here closely-held is defined as stock which is not traded on a recognized public market. 
This market could be either an exchange or an over-the-counter market. 
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2.2.1 Book Value/Net Asset Value 

The book value is typically the shareholders' equity of the enterprise, as 
determined by the auditing accountants. This can be found on the balance sheet. 

(a) How Book Value is Computed. 

The book value is basically the accounting value of the assets carried on the
 
books which are currently owned by the enterprise, net of the total liabilities of the
 
enterprise.
 

(b) Book Value as an Indication of Value. 

The book value, or net asset value, or shareholders' equity, as it is sometimes 
referred to, is sometimes used as an indication of value. 

(c) Shortcomings of Book Value as an Indicator. 

Often, because of accounting conventions practiced by various enterprises, 
book value can be very deceptive in a valuation sense. For example, in Hungary land held 
by an enterprise has traditionally been carried on the books at zero value. For this reason, 
the application of book value, without adjusting to the value of the land, will understate the 
value of the enterprise. 

2.2.2 Liquidation Value. 

This is the aggregate fair market value which would be expected for the assets 
of the enterprise if they were sold individuall1y on the open market, net of existing liabilities. 
Normally, the fair market value of the asseis allows for the assets to be exposed to the 
market (whatever market might exist for them) for a "reasonable" period of time. A lower 
value is sometimes attributed to the assets if it is assumed that those assets must be sold in a 
much shorter period of time as a distress sale. 

(a) This Method is Often the Most Expedient. 

When the government is attempting to market an enterprise to a foreign 
investor, it is desirable that the price received by the government should be at least as much 
as the liquidation value. 

(b) How does this Value Compare to Other Values? 

This value may be more or less than the cost or book value, depending upon 
the nature of the assets of the enterprise. 
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2.3. Should Fair Market Value be Used as the "Value"? 

Before one considers which type of value is appropriate for any given
situation, one must consider the purpose for determining the value. More specifically, which 
parties to the transaction will benefit from a high price and which ones will benefit from a 
low price? 

2.3.1 Who Benefits? 

The initial ESOP transaction, as mentioned above, typically involves the
 
purchase of shares by the ESOP from an outside party.
 

2.3.2 Which Type of Value is Fair?. 

This question is a political as well as an economic one. Every party to the
 
transaction naturally wants at least what is fair to itself. 
 In this specific situation, we are
 
concerned with what is fair to the employee/participants of the ESOP.
 

(a) When the Government is Selling a Public Enterprise. 

If the governmer' is selling a public enterprise, then the benefits which would 
accrue to the population at large (through the receipt of the sales proceeds by the 
government) would have to be balanced against the fair price to be paid by the 
employee/participants through the ESOP. 

(b) What about the Subsequent Termination Transactions? 

Here, we are pitting employee against employee. The seller is a terminating
employee and the buyer is either the company in which the employees own shares through
the ESOP, or the ESOP itself. 

A higher price benefits the terminating employees, while a lower price
benefits the existing employees. In this situation, we must make a prudent effort to befair 
to both parties. 

2.3.3 Fairnessin Different Terms. 

So far, we have discussed fairness in terms of who would benefit from a high
price as opposed to who would benefit from a low price. In a sense, this begs the question
of what type of value should be used. It is possible for fair market value, cost, book value 
or liquidation value to yield the highest price or the lowest price. Perhaps fairness should be 
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addressed in terms of accuracy and/or consistency rather than high or low prices.4 

(a) Accuracy. 

When we discuss the methods of valuation below, it will become apparent that 
accuracy is a very relative term in the valuation of closely-held companies. 

Still, if a thorough study is conducted resulting in a well-conceived valuation, 
there should be a feeling among the concerned parties that the value determined is as fair as 
it can be. 

It is certainly easier to determine cost and book value than fair market value or 
even liquidation value. Fair market value, however, is more accurate in that it takes into 
account the going-concern value of the enterprise. 

If there is no market for the shares of the company as a going concern, then a 
liquidation approach might be more appropriate. If, however, there is a going-concern 
value, then it would not be appropriate, in a sense, to use other than the fair market value as 
an indication of value. 

In this sense, the fair market value yields a more accurate and, hence, fair
 
value.
 

(b) Consistency. 

Cost and book value will typically yield a more consistent annual valuation. 
That is, the price is likely to deviate less using these two met" ds than when the liquidation 
approach or fair market value is used. It should, however, be mentioned that this is not 
always the case (although it usually is). 

Where the fair market value is derived from ratios of comparable publicly
traded companies (a method which will be explained below), the value can deviate very
radically from year to year. Highly fluctuating values may be a drawback when fair market 
value is used. 

Let us take an example where using a value which is not the fair market value 
might create some valuation difficulties. Let us say that some or all of the shares of the 
company are purchased by an outside party, at fair market value, and that fair market value 

' In addition to fairness, we must also address the ability of the Company or the ESOP to 
pay for the stock of terminating employees. 
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price is significantly more5 than the price which has been paid to terminating employees. In 
the United States, this created some legal problems for the management of the company, 
because a group of retired employees sued the company to recover an amount that would 
allow them the higher price.6 

2.3.4 Conclusion. 

Should fair market value be used? We believe that fair market value should 
usually be used for ESOP valuations of going concerns. There are cases, however, which 
may demaiid that some other type of value be determined. This must be decided, however, 
on a case-by-case basis. 

3. Factors to be Considered in a Valuation Analysis. 

3.1 The "Top Dovn" Approach to Valuation. 

Many factors affect the fair market value of the shares of a company. Those 
factors are typically broken down in the "top down approach" format. We begin with the 
macro view - the world economy (this is the top part of the top-down approach) - and end up 
with company-specific factors (this is the bottom part of the top-down approach). 

3.2 The Economy. 

The economy, in general, ultimately affects all business activity. It affects 
various businesses in different ways to varying degrees. Some businesses may benefit from a 
general economic slow-down, while others are devastated. Others may be barely affected 
depending upon the nature of the slow-down. 

3.2.1 The World Economy. 

As the lines of communication draw the world's trading partners closer 
together, they become dependent upon one another to an ever greater degree. If we are 
valuing for example a tire company, it is not enough to know what the tire market is like in 
that country or even in that region of the world. We must know what the tire demand is in 
Japan and Brazil. We must also know the availability and prices of the materials which are 
used to make the tires, as well as the labor costs. 

It could also be significantly less.
 

Charles S. Foltz et al v. U.S. News & World Report, Inc. 663 F. Supp. 1494; 1987.
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A world-wide recession would significantly lower the overall demand for tires. 

On the other hand, it is likely that materials used to make tires would cost less. " 

3.2.2 The Regional Economy. 

Certain regions of the world have different economic characteristics such as 
ease of shipping, different types of communications capabilities and differing patterns of 
demand for various goods and services. These factors must be taken into account with 
regard to the activities of the company. 

3.2.3 The National Economy. 

Clearly, the rational economy will have an influence on the operations of the 
company. What effect it will have depends upon a number of factors. 

(a) The Structure of the Economy. 

Hungary, as it expands its privatization, will increasingly find itself in the 
same type of economic structure as that of many Western countries. For valuation purposes, 
we must examine the extent that government regulation and government protection could 
harm or help the operations of the company. This will affect the earning capacity7 and the 
risk level of the ei, rprise. 

(b) The Political Situation. 

Thc other part of the national economic question must deal with the nation's 
political situation. Typically, the government will be in a position to significantly affect the 
general economic structure of the country. Again, this will affect the earning capacity and 
the general risk level associated with an investment in the shares of the company. 

3.2.4 The Local Economy. 

Here, we must ask to what exten': the operations of the company are dependent 
upon the economic environment of the local economy, as opposed the economy of Hungary 
as a whole. 

3.3 The Industry. 

The overall structure of che industry in which the. company competes, is a key
factor which must be considered. Factors affecting the demand for the company's products
should be considered. 

7 This term will be defined below. 
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3.4 The Company. 

Natural!y, there are company-specific factors which affect the operations of the 
Enterprise. 

3.4.1 General. 

Many factors which appear to be company-specific actually overlap with 
economic factors, such as the general demand and supply for the company's products. This 
section of a valuation report concentrates on the company-specific portion of those factors. 

3.4.2 Market for the Company's Products and Competition. 

The only company-specific element here is competition for the companies

products in the same market place in which the company intends to operate.
 

3.4.3 Supply Sources. 

What is the availability of labor and materials and what are their costs relative 
to existing and potential competitors? It is important to understand the company's ability to 
pass material price increases through to customers, especially in a highly inflationary 
environment. 

3.4.4 Management. 

Ultimately, the quality of management is the most important factor in 
determining the success of , venture. As long as the market exists for the company's 
p cducts, the supplies are available at reasonable prices, and there is no political crisis, the 
success of the company rests with its individual managers. 

A strong manage ment team will naturally enhance the earning capacity of the 
company and reduce the general risk level associated with ownership in that company. 

3.4.5 Financial Condition. 

An enterprise must have initial financing for both investment capital and 
working capital in order to carry on a business. In addition, investment capital 3nd working 
capitad must be available on an on-going basis to maintain liquidity and profitability. 

(a) The Currency Situation. 

In companies which require many e'fferent types of raw materials, a large part 
of which must be imported, this should be monitored closely. 
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uncertainty involved in the future flow offinds.' 

A market for the investment is not a prerequisite here. The potential sales
 
proceeds, if any, to be received at some yet undetermined time in the future is simply a
 
portion of the funds which are expected to be derived by the investing unit.
 

For our purposes, we can conclude here that an investment can have a going
concern value if it is expected that it might be able to pay dividends or some other form of 
funds in the future. The fact that there is no market for the investment itself does not negate
the fact that there. is a going-concern value. The lack of a market for the investment does, 
however, .'9gatively affect the value, as will be explained below when marketability is 
discussed. 

4.2.2 What if the Liquidation Value is Higher than the Going Concern Value9 

This can only happen if there are rhon-economic considerations which would 
continLe the operation of the company for political or psychological reasons. Here we must 
address the intent of the parties involved with the company being valued. If, for example, it 
is the stated intent of the government and ,he management of the company that the company
will continue to be a going concern for at least the next twenty years, then we may be forced 
to ignore the higher liquidation value or render it very little weight. 

If, on the other hand, the company has been losing money consistently and 
appears to be close to bankruptcy, then a liquidation value must be given significant weight. 

Also, we must consider the possibility of a market for Ls,e shares of the 
company at or near liquidation value. In the United States and now in some parts of 
Western Europe, many buyouts of publicly-traded companies are launched because the 
publicly-traded price is iess than or little more than the estimated liquidation value. Here, 
however, the liquidation value usually refers to the value of the individual operating sub
sidiaries rather than tangible operating assets. Nonetheless, it is feasible that there might be 
a market for the shares at or near liquidation value. To the extent that such a market might
exist, liquidation value must be given more weight in the valuation process. 

4.3 Going Concern ivdethods of Valuation. 

4.3.1 Market Value Method. 

If there has been a receni trade of shares of a company, between unrelated 

8 Frank K. Reilly, Investment Analysis and Portfolio Management (New York: The Dryden 
Press, 1985), p. 4. 
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4. 	 General Valuation Methods. 

4.1 	 Why are there Different Methods? 

The question 	is often asked of those who value closely-held companies: Why
doesn't one valuation method apply to all closely-held businesses? In this way, investors 
could apply the samc factors which affect the value of a business and come up with close to 
the same value. Unfortunately, many investors have different views as to what adds value to 
a business enterprise. For this reason, and based on an investor's access to information, 
there are many methods of valuation. 

4.1.1 	 What is the Difference between a Valuation Definition and a Valuation
 
Method?
 

The type of value dictates which valuation methods can be used. Here, we 

will assume that the type of value is the fair market value as defined above. 

4.1.2 	 What is Appropriate? 

In determining the fair market value of the shares of a closely-held business, 
we do not have a public market which gives us a daily indication of the price at which a 
willing buyer and willing seller would exchange shares. The most appropriatevaluation 
method should be the method which isvestors would be most likely to use if they were 
considering buying or selling the shares. This method can vary, depending upon the facts 
and circumstances of the case. 

4.2.1 	 Who would Buy the Shares from Shareholders? 

As indicated above, part of the implicit assumption in the definition of fair 
kaarket value is that there exists, somewhere, a willing buyer for the shares. 

After all, how practical is the exercise to determine at what price a willing
buyer and willing seller would be able to trade shares if there is, in fact, no willing buyer? 

The answer to this question is that an investment asset has value even if there 
is no market for it. At this point, we can defirie the term investment as: 

The current commitment offundA for a periodof time in order to derive a 
future flow offunds that'will compensate the investing unit for the time that the 
funds are committed, f, r the expected rate of inflation, and also for the 
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parties conducted at arm's length, then that trading price dictates the value, or at-least is a 
very influential factor in determining the value. 

The terms which are italicized above have been legally defined in the United 
States through court precedents. In order to give a particular transaction significant weight 
in determining the value of the shares, all of these conditions must be met. How recent the 
transaction must be, what circumstances must exist to assure that the parties to the 
transaction were independent, and what circumstances must exist to make the transaction 
"arm's length", is very subjective and must be based on the facts and circumstances of the 
case. 

The market value method is normally the best indication of value, where it can 
be used. 

4.3.2 The Comparison Approach. 

One way to determine the value of a closely-held business is to compare the 
business to publicly-traded businesses in the same industry. This comparison can be based 
on a multiple of earnings, book value or some other appropriate ratio, considering the facts 
and circumstances of the case. 

The use of this method in valuing the shares of a closely-held company does, 
however, have its shortcomings. The most important shortcoming is comparability. In the 
ase of Hungary there is no significant domestic public security market where shares of 
companies are actively traded. 

(i) Discount Rates where there is a Public Securities Market. 

The discount rate is a function of current interest rates, inflation, and 
risk. These are all factors which can, and often do, change in a nonlinear 
manner. When one values a company in a country where there is a ready 
public market for securities, it is possible to derive an expected return from a 
study of the returns on publicly-traded securities within that country. 

There are no reliable statistics of this type available for the Hungarian 
market that we are aware of. It should a so be noted again, that the local 
capital markets are normally too thin and trading histories are tco shore to 
offer a representative expected return. 

4.3.3 Capitalization of Income. 

This valuation method is typically used for operating companies which have 
been in business for at least five years. It is usually used only when the market value or 
comparable approach cannct be used. To compute the value using this method, it is 
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necessary to have two factors - the earning capacity and the capitalizationrate. 

(a) Earning Capacity. 

This is the indicated average future earning power.' Ignoring cyclical swings 
in net income caused by the cyclical nature of the industry or of the economy in general, and 
ignoring extraordinary gains and losses, what is the future capacity of the company to 
produce net income? This ignores future growth of the earning capacity.' 0 

Typically, the company's historic earning record might give some insight as to 
what this earning capacity figure should be. The applicable figure for reference could be the 
most recent year's earnings, a simple mean average of the last few years, or some type of 
weighted average. It is also possible, however, that the historic earnings may yield very 
little insight into the future earning capacity. If this is the case, then a pro.ected earning ca
pacity figure would have to be given significantly more weight than historic earnings. This 
situation might occur if the business of the company were to change significantly or it made 
a large acquisition of another company. 

In any case, the earning capacity figure must be representative of the future 
ability of the company to earn profits. 

(b) CapitalizationRate. 

This rate is typically manifested in the form of a mi. tiple derival from an 
analysis of comparable investments. The earning capacity is multiplied by the capitalization 
rate in order to determine the value of the company. 

Unlike the discounted future cash flow approach, the capitalization-of-income 
approach makes no explicit assumption about a terminal value separate from the anticipated 
cash distributions from the company being valued. The value determined by dividing the 
earning capacity by the capitalization rate is the net present value of the cash flows and 
terminal value. 

The capitalization-of-income method is sometimes referred to as the investment 
method. This is because it results in the intrinsicvaluation of the enterprine, purely based on 

I Benjamin Graham, David L. Dodd and Sidney Cottle, Securities Analysis, Principlesand 
Technique (New York: McGraw-Hill Book Company, 1962), p. 28. 

10 The growth of income will be taken into account by the capitalizationrate, as explained 
below. 
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expected returns rather than any market-based data. 

Technically, the capitalization-of-income method Lnd the discounted future 
income (or cash flow) method are both investment approaches. Theoretically, they should 
yield the same value. The earning capacity should te based on the expected future earnings 
of the company being valued. In the last year of the projections used for the discounted 
future income (or cash flow) method, the final yeir's income should be capitalizedby a 
capitalization rate equal to the discount rate less t,,e expected average earnings growth rate 
(to yield a terminal value) If the assumptions are the same, the values derived from the two 
methods should ne ilual. 

The capitalization-of-income method, however, is preferred when there are 
historic earnings which yield some insight into the current earning capacity. The discounted 
future income or cash flow method is usually preferable when earnings are expected to grow 
(or decline) significantly in the future. 

4.3.4 Discounted Cash Flow ("DCF") Analysis 

The discounted cash flow methodology is an income approach to estimating the 
value of a business. Using this approach, projected cash flows are discounted to the present
by an appropriate rate of return. The theoretical concept supporting this methodology is that 
the value of a business is a function of the future income to be generated by the capital 
invested in the business. 

In Hungary, the DCF is generally the preferred valuation methodology 
since it is a dynamic modelling approach which provides a basis for incorporating explicit 
changes in sales volume, oroduct pricing, changes in product mix, cost structures, etc. over 
time. The DCF provides valuation approach whereby changes can be schedules and impact 
on value quantified at the expected time of occurrence. 

In order to apply a DCF basis of valuation, it is necessary to estimate thefree 
operatingcash flows of the company. Free operatingcash flows are the cash flows 
excluding financing costs, that is, interest payments and dividends that repayments and non
operating cash flows. Non-operating cash flows should be distinguished from operating cash 
flows since the two have different expected rates of return. The free operating cash flow for 
a given period may therefore be defined as follows: 

Free operating cash flow 
Equals: Profit before interest and taxation 
Plus: Depreciation 
Minus: Capital expenditure 
+/(-) : Increases/(decreases) in working capital 
Minus: Tax at the standard rate applied to profit before interest and 

taxation 
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The resulting cash flows are then discounted at an appropriate weighted 
average cost of capital ("WACC") to arrive at their net present value ("NPV"). The WACC 
represents the cost of the capital of the business, having regard to the different types of 
capital used to finance the business. In general, the WACC is given by the following 
formula: 

WACC = E xRe + D xRd(l-T) 
D+E D+E 

where: 	 E = market value of equity 
D = market value of debt 
Re= required return of equity investors 
Rd = interest return of debt investors 
T = tax rate 

Thus equity and debt in their respective proportions of the total capital are 
multiplied by the cost of each type of capital at a weighted average cost of capital, the 
WACC. In the calse of interest charges, taxation is deducted from the interest rate at the 
standard rate of tax to reflect that interest is a tax deductible expense. 

In Western markets, the cost of debt is relatively simple to estimate. It may 
usually be equated to the actual interest rate payable by the company or to an estimate of the 
likely average rate over the period. The cost of debt incorporated into the discount rate 
should represent the yield to maturity of long-term debt, since the long-term rate most 
closely matches the timing of the projected cash flows. In Hungary, there are no reliable 
quotation source from which to estimate a reliable market rate of return on debt based on 
term to maturity and credit quality. Credit with a term in excess of twelve months is 
virtually unheard of. Therefore the cost of debt .nust be subjectively imputed from available 
market data. 

The cost of equity is more complex. It represents the rate of return that an 
investor would require to induce him to invest in the business rather than investing his 
sources in other, more secure investments. To assist in calculating a likely required return 
on equity for a particular company, a review of the cost of equity of companies whose 
activities are comparable to the subject company is generally conducted. The return on 
equity for quoted companies is generally calculated using the Capital Asset Pricing Model 
("CAPM"), which is represented by the following fornula: 

Re = R, + B(R,, - Rf) 

Where: 	 Re = return on equity to bc calculated 

Rf = 	 risk-free return, that is, the yield on a riskless security. 
Long-term Government bonds are usually taken to be 
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riskless securities for this purpose. 

B = Beta coefficient which measures the amount by which the 
share price of the individual company varies compared to 
the amount by which the total market fluctuates. This is 
thus a measure of the individual risk attaching to this 
investment. 

R = yields which investors demand on securities which 
involve risk. 

(Ri-Rf) = the risk prem., urn. This represents the additional return 
which investoi.. require over and above the risk-free 
return to compensate them for the risk involved in 
investing in equities. It is measured by comparing, over 
a number of years, the returns on Government bonds and 
the return on a market portfolio containing all quoted 
shares. 

The use of this theoretical approach is difficult in Hungary, given the lack of 
reliable market data available from publicly traded companies. The cost of equity should 
reflect the key differences between the risk profiles of the comparable companies and the 
subject company. 

The WACC should be consistent with future inflationary expectations reflected 
in the projections. In addition, it is appropriate to adjust for other factors specific tG the 
Hungarian business environment. Political, economic and business risk are perceived to be 
higher in Hungary than other industrialized countries, and this risk should be incorporated 
into the discount rate. 

The discount iate has a significant impact on the value of a business and is 
given to a high degree of subjectivity and interpretation for Hungarian enterprises. For this 
reason it is generally advisable to calculate the range of values for a company based on 
varying discount rate assumptions. 

It is also necessary to estimate the residual value of the company, that is, the 
terminal value of the company at the end of the forecast period. This may be estimated by 
assuming that the cast flow at the end of the period will grow at a constant rate in perpetuity. 

The terminal value is then discounted together with the projected cash flows to 
arrive at the NPV of the whole company. The current level of that is then deducted from 
this figure to arrive at a value for equity of the company. The equity value is divided by the 
total number of shares outstanding (including ESOP shares) to arrive at an estimate of the per 
share value of the compa-ies shares. 
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4.4 Liquidation or Asset-Based Methods. 

The liquidation approach was covered above. The book value and cost
 
definitions of value were also mentioned. There is another valuation method, however,
 
which should be mentioned here. It is typically referred to as the formula approach.
 

This approach is a combination of an asset-based approach and an income
based approach. More specifically, it is a combination of the adjusted" book value and the 
capitalization-of-income method. The theory here is that the fair market value of the 
underlying assets of the company (net of liabilities) represents a limit on the risk of the 
investment. That :s, if the operations of the company must be discontinued because of 
operating losses, the assets can be sold, leased or otherwise utilized on a passive basis, 
allowing the investors to recover at least some of their investment. 

5. Marketability Considerations in General. 

5.1 Why Consider Marketability? 

It is certainly logical that an investor, when purchasing the shares of a
 
corporation, should be willing to pay a per share premium to have a ready public (or even
 
non-public) market for his shares.
 

There was some discussion above regarding the fact that if the shares of a 
company do not have a ready market, they are less marketable and should be worth less, all 
other factors being equal. The open question was what adjustment to the value otherwise 
determined would be necessary to reflect this marketability effect. 

5.2 Is there a Market? 

This can sometimes be very difficult to determine. Often one does not know 
whether there is a market until one puts the shares up for sale and solicits offers. 

5.3 What is the Market? 

When we think of a market for shares, we typically think of major securities 
exchanges such as the New York Stock Exchar.,e. There are also regional public markets 
and other, more private markets. 

" The term adjusted means that all assets will be increased (or reduced) to their individual 
fair market value, as opposed to including them at cost less depreciation. This method also 
excludes intangible assets, unless those assets have some market for their sale or rental. 
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5.3.1 National Market System. 

We must consider the probability that the shares of the company could 
eventually be offered in a domestic or regional stock market. How much value the existence 
of such a market might add will depend upon the facts and circumstances of the case. 

5.3.2 Domestic Acquisihions. 

If there were an active domestic or regional acquisition market, it might be 
possible to say that some type of an active market exists. Clearly, such a market would not 
be as favorable as a public market, but it would be better than no market at all. 

The existence of such a market depends upon the number of potential 
participants and on the government regulations and laws regarding acquisitions, mergers and 
other securities transactions. 

It is conceivable that some of the founders may desire at some point to
 
increase or decrease their equity participation, or that other public-sector and private
 
investors may wish to participate in the share capital, thus creating a local acquisition
 
market.
 

5.3.3 International Acquisitions. 

Even if there were no domestic or regional acquisition market for the shares of 
the company, there might be an international market. 

It might be possible, for example, that foreign companies in the same line of 
business may have an interest in acquiring in the future a share in the enterprise. 

This, to a great extent, would depend on the state of the domestic economy 
and government laws and regulations regarding acquisitions, mergers and securities. 

5.3.4 Investment Method. 

In theory, if we take an investment method approach, we are not considering 
the existence of a market for the shares. Actually, this dcpends upon the source of our 
discount rate and/or capitalization rate. 

As mentioned above, these rates are sometimes derived from statistics of 
publicly-traded securities. When this is true, the value determined using these rates must be 
reduced to account for the reduced marketability of the shares of the company being valued. 

If, however, the rate is derived from domestic investment return rates, then no 
such adjustment is necessary. 
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6.2 

5.3.5 What Effect does the Marketability Situation have on Value? -

First, it should be pointed out that, when valuation is done using the 
capitalization-of-income or the discounted cash flow approach, there should be no need 
for a negative adjustment for lack of marketability. 

This is because it is likely that the discount rate applied to the projected 
income (or cash flow) will be derived from domestic returns on invested capital and labor, 
rather than from a study of publicly-traded securities. 

Should any such adjustment be necessary in the future (for example, if a 
different method would be used to value the company), the choice of a discount would be 
very subjective and would have to be considered at the time. 

In the United States, marketability discounts have typically ranged between 
10% and 70%, averaging about 30-35%. 

The general structure of the ESOP, however, does create some market for the 
employee/participants of the plan. This will be discussed below when the ESOP effects on 
value are considered. 

6. Control as a Valuation Factor. 

6.1 Examining Control Premiums in General. 

Sometimes another adjustment to value is necessary. This takes into account 
the fact that some blocks of shares represent an interest which exercises management control 
[or other types of control] over the company being valued, while other blocks of shares do 
not allow the owner to exercise such control. 

If publicly-traded securities are used in a comparable approach or as a basis 
for deriving the discount or capitalization rate, then an adjustment may or may not be 
necessary. Publicly-traded shares typically represent a minority (or non-controlling) interest 
in the issuer. If publicly-traded securities are used to value a non-controlling interest in a 
company, then there should be little control adjustment necessary because we are comparing
minority interests with minority interests. If, on the other hand, we are valuing the whole 
company, then some control premium may be appropriate. 

Control Premiums as they might Apply to the Company. 

The ESOP would most likely own a minority interest. We will have to 
examine further what elements of control it will be most likely to possess, based upon legal
documents and applicable law, before we can determine whether the ESOP participants may
be able to exercise some effective control (even though they represent a minority interest). 
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7. The Argument for Ignoring ESOP Transaction in Valuing ESOP Shares. 

There is an extreme argument which would allow the appraiser to ignore the 
ESOP transaction in valuing the ESOP shares. This argument contends that the value of the 
company itself should be the basis for determining the value of the ESOP shares. How an 
investor finances his purchase of shares should not be relevant to determining the value of 
the shares which represent the investment. 

A parallel can be drawn to a real estate purchase and valuation. The real 
estate appraiser for a bank, for example, will appraise the property itself, ignoring debt 
service and debt burden when submitting a value. How the purchaser finances his real estate 
purchase is not considered relevant to the actual value of the land and its improvements. 

8. Other Factors which may Influence Valuation. 

It should be noted that valuation analyses are, by nature, subjective 
assessments based on future cash flow expectations of a business enterprise. The realization 
of the values implied by the analysis are subject to a certain degree of risk and uncertainty.
In Hungary, factors which could have a material impact on the value of a business, and 
which increase the uncertainty of realizing calculated values, include: 

* The ability of Hungarian companies to retain customer relationships, given the 
changing ownership structure of industry and the introduction of competition. 

* 	 The elimination of barriers to entry of foreign competition. 

* 	 The ability to pass material price increases in raw materials oo to customers. 

* 	 The uncertainty of inflation and economic instability. 

* Lack of free market data to test cash flow projections. 

Prospective ESOP investors, financiers and company managers should consider 
the values implied by a valuation analysis in light of the appropriateness of (1) the 
assumptions underlying projections of cash flow, and (2) tolerance to the risk factors 
associated with the achievability of expected cash flows. 
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- "Round Table Assessment" 
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University, The Journal of Employee Ownership Law and Finance, Vol. VI No. 
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ESOPs IN PRIVATIZATION: TRAINING, EDUCATION AND PROMOTION STRATEGY 

ASSIGNMENT 

The following summarizes the assiament on the Training, Education and Promotion 
segment of the Eastern Europe Economic Restructuring and Privatization Project 
No. 180-0014-C-00-1058. 

* 	 Develop Strategic Plan for Training, Education and Promotion of Employee
 
Ownership in Hungary (The Strategy)
 

* 	 Produce Standard Explanatory Materials on the ESOP Law 

* 	 Train the Trainers on Employee Ownership Subjects 

* 	 Assist in Arranging Technical Training Seminars for Officiating Entities 

* 	 Assist in Arranging General Information Seminars for Management and 
Employee Representatives 

• 	 Develop a Guide Describing an Example of a Standard System for Internal 
Administration of Employee Accounts in a Typical Company 

" 	 Develop a Guide Describing a System for Creating an Internal Market for 
Employee Shares Including Methodology for Projecting the Share Repurchase 
Liability 

* 	 Develop a Guide Outlining a System for Distributing Pertinent Information to 
Employees Regarding a Standard Employee Ownership Scheme 

A WORD ABOUT THE STRATEGY 

The following document comprises the Strategy for Training, Education and 
Promotion of ESOPs in Hungarian Privatization. The strategy presents a broad 
range of requirements to successfully implement training, education and promotion 
of ESOPs on a national scale. The strategy does not limit the scope of 
implementation to the specific deliverables of this Privatization Project. As part of 
this project, our activity will focus on developing the strategy, completing the 
objectives noted above, and, where appropriate, identifying the resources to 
accomplish other tasks that are defined in the strategy.. 
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TRAINING, EDUCATION AND PROMOTION STRATEGY 

Informed leaders and decision makers, educated participants and a knowledgeable 
public will greatly enhance the implementation of Employee Share Ownership 
Programs in the privatization of state enterprises in Hungary. This Training, 
Education and Promotion Strategy provides the framework for presenting critical 
information in an organized and focused manner to these specific audiences. 

PROJECT GOAL 

The goal of The Strategy is to provide the Hungarian Government a guide on how 
to train leaders, educate decision makers and promote to the general p.ublic on 
Employee Ownership in the privatization process of state enterprises. 

Objectives
 

The Strategy will serve the following objectives of the Hungarian Government:
 

* 	 Understand the methods and materials required to train, educate and 
promote ESOPs to various audiences affected by privatization and the ESOP 
Law. 

* 	 Possess a plan for implementing training, education and promotion that is 
based on a need-to-know basis. 

* 	 Provide an outline of resource requirements and understand the range of 
resources currently available for implementing The Strategy. 

* 	 Provide guidance on the planning of events and development of materials. 

TASKS 

The Strategy will be constructed based on the followinf, set of tasks: 

* 	 Define the critical subjects and key messages of each subject related to 
Hungarian ESOPs. 

* 	 Segment the Hungarian population into training, education and promotion 
.target groups who will be affected by or involved with ESOPs in the 
privatization process. 
- Describe the role of each target group 
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* 	 Define 'khe training, education and promotion goal and objectives for each 
target group. 

• 	 Develop a strategy to achieve the goal and objectives of each each target 
group. 
- Define the elements of the each target groups' strategy. 
- Define the goal and objectives for each strategic element. 
- Specify the critical subjects of each strategy element. 
- List the tasks and responsibilities associated with conducting each 

strategic element. 
- Specify the resources (media, materials, communications, etc.) 

required to fulfill each target group's strategy. 

• 	 Prepare a master schedule of all strategic elements for all target groups. 

* 	 Develop an outline for a resource guide of experts, agencies, materials, etc. 

* 	 Specify feedback devices to assess the results of training, education and 
promotion activity. 

• 	 Assemble The Strategy document. 
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KEY MESSAGES AND SUBJECTS 

The Key Messages and Subjects section provides a comprehensive outline of ESOP 
issues required to support the implementation of The Strategy. Provided the 
knowledge on each of these subjects, an individual would have a comprehensive 
view of Employee Ownership in Hungary. Since few individuals will have the 
ability or the need to learn all of this subject matter, this section will be used as a 
reference for the tailoring of subject matter for certain audiences. These subjects 
will be presented, packaged and delivered as described in the specific strategy for 
each target group. 

Key Message 
1. 	 Provide reference materials and extracts on key legislative documents that
 

have been instrumental in shaping ESOPs in Hungary.
 

Subjects 
A. 	 Principles of Privatization Status Summary 
B. 	 Labor Code Summary 
C. 	 Accounting Rules Extract 
D. 	 Law of Participation 
E. 	 The ESOP Law - Preamble and Articles 
F. 	 Institutional Framework
 

- Regulatory authorities
 
- Financing entities
 
- Information Bureaus
 

Key Message 
2. 	 Provide the background and benefits on ESOPs to get buy-in from each 

target group. 

Subjects 
A. 	 Purpose of ESOPs and Understanding Equity Ownership. 

ESOPs should encourage employee participation in the 
ownership of business enterprises as Hungary moves to 
privatize most state enterprises. ESOPs should help revitalize 
the economy and offer opportunities not available in the 
centrally planned system. 

B. 	 Understanding the ESOP Law.
 
- The ESOP Law in Plain Language.
 
- Key provisions of the law.
 
- Key articles of the law.
 
- Benefits of the law.
 
- Taxation Issues.
 

C. 	 Historical Perspective on the ESO? Law 
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- Centrally planned economy failed and the expeditious recovery 
rests in the hands of the people and open market forces. 
Privatization in Hungary from 1988 to present. 
Role of ESOPs and other privatization techniques. 

D. 	 Case Reviews of ESOPs 
Review ESOP methods in other nations. 
Compare differences and the positive/negative aspects of their 
approaches. 
Czechosovakia, Poland, East Germany, Latvia, USA, etc. 

E. 	 Management Buyouts
 
Promise and pitfalls
 

F. 	 Tax and Credit Policies 
G. 	 Characteristics of Model Enterprises for ESOPs 

Key Message 
3. 	 Explain the steps to establish an ESOP. 

Subjects 
A. 	 Assess the Need 
B. 	 Establish the Organizing Committee
 

- Composition
 
- How to establish
 
- Manage conflict situations
 

- Rival unions 
- Artificial centralized companies 
- Management buyouts 
- Hostile owners 

C. 	 Conduct the Business Valuation 
D. 	 Conduct a Feasibility Study 

- Financial condition 
- Industrial policy 
- Effects of high inflation against interest rate 
- Planning of cost formation in paying back credit 
- Credit burden versus need for development/modernization 
- Over employment 

E. Establish the ESOP Organization
 
F Determine Internal Market Share
 
G. 	 Arrange Credit
 

- Financing Models
 
- GOH taking back paper(?)
 
- Low interest ESOP credit mandated by Law
 
- GOH lending funds from other investors (?)
 
- Combined discount with Discount Share Program
 

H. 	 Renegotiate Labor Contract 
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I. 	 Decide Participation Regulations 
J. 	 Complete Contract of Sale 
K. 	 Submit to Court of Registration 

Key Message
 
4. 	 Describe how to design an ESOP program. 

Subjects 
A. 	 Model Statutes
 

Employee Shareholders Organization
 
B. 	 Repurchase Liability 

Key Message
 
5. 	 Describe the ongoing administration requirements of active ESOP programs. 

Subjects 
A. 	 Enrollment 
B. Share 	Account Recordkeeping 
C. Asset 	Administration/Valuation 
D. 	 Statements 
E. 	 Summary Annual Report 

Key Message 
6. 	 Describe the roll of Employee- education and communications. 

Subects 
A. 	 Education on the ESOPs and their benefits to generate employee 

interest and buy-in 
B. 	 Information on the establishment of a company ESOP and the role of 

employees in decision making 
C. 	 Education and promotion on specific company plan 
D. 	 Enrollment Materials 

Key Message
 
7. 	 Provide information on managing change in management/labor relations 

Subjects 
A. 	 Collective agreements 
B. 	 Employment policy 
C. 	 Participation rights 
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TARGET GROUPS 

The entire Hungarian population is impacted by privatization in some degree and 
will generally be impacted by the ESOP Law that shapes the -future of privatization. 

The appropriate target groups for training, education and promotion are those that 
must learn about particular aspects of ESOPs as it applies to their own 
environement. Given the appropriate level of information, each group can assess 
the impact on their environment, formulate positions on the feasibility of ESOPs 
and, where suitable, commit to action for ESOP implementation. Following are key 
target groups and the primary role of each: 

* 	 Trainers - These selected individuals will be education generalists on all 
ESOP issues or education specialists on specific ESOP issues. According to 
their background and position they will perform education and training for 
specific Target Groups and serve as national resources for broad based 
education and information. 

* 	 Promoters - Individuals and groups in this category will help spread the word 
about ESOPs and actively seek out groups that are ready and willing to 
consider privatization through ESOPs. 

* 	 Government Administrators - These agencies will administer the 
requirements of the ESOP Law. 

" 	 Creditors - These institutions will provide financing to ESOP Organizations 
and financing guidance to groups interested in ESOPs as part of the 
privatization process. 

* 	 Influencers & Implementors - These individuals, groups and associations will 
be the initiators of privatization, the influencers for the acceptance of ESOPs 
and the implementors of ESOP programs. 

• 	 Rank and File Employees - Employees (hereafter referring to 
employees/managers as appropriate) are the beneficiaries of ESOPs anod as 
such will need to be informed of the opportunities and pitfalls to help-4ehm 
make educated decisions. 

* 	 General Public - This population, made up of the employee's peers, friends, 
family and associates, will exercise influence on the employee who is 
presented with ESOP opportunities. 

The remaining portion of this Training Strategy examines each target group against 
the goal and objectives set forth above. 
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TARGET GROUP: TRAINERS
 

The trainers are individuals who are, by position and background, qualified to 
present broad or specific range of ESOP issues that will affect various groups 
during the privatization process. As trainers are selected, consideration must be 
given to what they can present (i.e., practical vs. theoretical) and who they can 
present it to. Following are primary organizations from which to attract trainers: 

" 	 Ministry of Privatization and Trade
 
- Department of Privatization
 

* 	 Share-Participation Foundation Leaders
 
- Foundation
 
-	 Association
 

LTD
 

* 	 Chamber of Economics Members 

" 	 Non-profit Education Institutions 
High Schools, Trade Union Schools, Community Colleges 

* 	 Profit Education Institutions 

* 	 Preman Agency of SPA and associated Consultants 

* ESOP Managers from ESOP Companies (i.e., GYGU) 

GOAL 

The goal of Training the Trainers is to prepare selected individual trainers to train 
and educate a variety of targeted audiences on the general and specific issues of 
ESOPs. 

* 	 The primary audience, or target group, that the trainers will address is 
individuals from state enterprises who are interested in or are already 
participating in tha transformation to private ownership with the use 
of ESOPs. 

OBJECTIVES 

The goal of the Train the Trainers program will be met when the following 
objectives are achieved. 

A. 	 Trainers will agree on the strategic approach to training, education and 
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promotion of ESOPs throughout Hungary to diverse target groups. 

B. 	 Trainers will be educated on the technical subjects rlated to ESOPs and 

from this segment of training will be knowledgeablk n the: 

* historical development of ESOPs in Hungary;
 

" technical background and benefits of ESOPs;
 

* 	 functional aspects of establishing, designing and admininstering an 
ESOP; 

* 	 the elements of organizational change and how it is managed in the 
context of implementing privatization and ESOPs; 

• 	 the role and value of communications in the implementation of ESOPs. 

C. 	 T-ainers will understand and be prepared to use proven training techniques in 
the delivery of technical ESOP information. From this segment of training, 
participants will: 

• understand the learning cycle;
 

" select an appropriate training approach;
 

" develop an effective course plan;
 

• 	 be prepared with effective presentation skills; 

• 	 understand how to evaluate and measure the results of the training 
activities. 

D. 	 Trainers will understand their specific role in the overall ESOP education and 
promotion strategy based on their own area of expertise, position and ability. 
From this segment of training participants will: 

* 	 identify appropriate target groups to train; 

* 	 be aware of ESOP resources to fulfill needs of target groups beyond 
trainer's capacity; 

" 	 participate in planning for future training situations. 

E. 	 Trainers will participate in the measurement of the training, education and 
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promotion strategy which in turn will help steer future strategic activities. 

Train the Trainers Strategy 

This Plan outlines specific recommended activities and resource materials to meet 

the objectives stated above. The Plan assumes a substantial commitment from the 
trainers, and the support of their organizations, to participate in this Training 
program and to fulfill the ongoing role as ESOP Trainers in the months ahead. 

A successful trainer will be fluent on technical issues, will be able to present these 
issues effectively and will conduct training activity for specific audiences within 
the framework of the overall ESOP education strategy. 

This Training Plan is based on successful U.S. methods and also methods 
previously discussed among the ESOP project team. 

U.S. Training Methodology Review 

Following is a model of how Train the Trainers is often conducted in the U.S. in 
the context of human resource managers introducing new benefit plans to 
employees. The approach, organization and methodology of this example is quite 
similar to how training should be considered for Hungarian ESOP situations. 

However, due to the monumental nature of the changes taking place in Hungary, 
the scale of the training issues is much broader. Therefore, the time and resources 
required to meet the training objectives are very demanding to the participants, 
particularly for the top tier of trainers (i.e., those participating in the initial Train the 
Trainers program). 

Train the Trainers Example 

Company A is introducing a new retirement savings plan for its employees. The 
employee benefits office is decentralized with representatives conducting the day 
to day activity out of local offices. These representatives are typically very familiar 
with administrative processes of existing company benefits plans and only vaguely 
familiar with the general features of the new retirement savings plan. (A training 
advantage in the U.S. is the fact that there is general knowledge and acceptance 
of many kinds of incentive plans, including ESOPs, whereas in Hungary many of 
the issues regarding ESOPs are entirely new. ESOPs in Hungary will also require a 
much higher level of understanding and participation by employees than is required 
in many U.S. situations.) 
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Prior to the rollout of the new plan, a Train the Trainers meeting will be held to 

teach the local representatives about tne features of the new plan, how to pfesent 

the information and how to conduct future administration of the plan. A Meeting 

Leader Guide is often included to organize the meeting materials and provide 

reference materials for general education. 

Train the Trainers workshops will be generally be conducted over a two or three 

day period. In ad.tion to the goals of the training event, these meetings usually 

provide the opportunity to discuss other business in a face-to-face environment 
and provide social interaction among peers. 

When these individuals return to their local offices they will be expected to 

conduct employee meetings to explain the plan, be available to answer questions, 

refer other unanswered questions to the correct resource and to facilitate the 

enrollment and administrative processes. 

Following are selected pages from a Meeting Leader Guide used at a trainers 
workshop for Convergent, Inc. Convergent was introducing a new benefits 

program to its employees. The Human Resources Department conducted a 3-day 

workshop to cover technical issues and presentation techniques to their benefits 
managers. 

Please note the mix of technical vs. theoretical instruction in this workshop. The 

blend of these two methods is considered very important in the U.S. in order to 

maximize the effectiveness of commun;cations. A technical expert can be far more 

effective with an appropriate presentation method and a presentation expert can be 

far more effective with an appropriate level of technical knowledge. A successful 

workshop synthesizes these features for the benefit of all participants. 
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Determining the Cost 

The cost for conducting Train the Trainers workshops is born by the human 
resource or benefits department of the company and is generally figured in the 
operating budget for a benefit plan or an ongoing education/training budget for 
company managers. 

The cost can be managed on many levels depending on the complexity and 

duration of the workshop, the number of participants, involveme it of outside 
consultants and experts and internal resources for planning and production. One of 

the largest costs can be travel and accomodations for managers in a multi-site 
company. 

The Convergent, Inc. Train the Trainers model provides some framework to 
evaluate cost factors. Cost is expressed in.days of time by varying levels of 
position. Corresponding monetary rates are subject to local conditions. The 
Convergent, Inc. workshop included: 

Kickoff Meeting to Plan Workshop 
Agree on goal and objectives of workshop, key agenda items, 
responsibilities, participants, schedule, accomodations and next steps. 

Director of Benefits Y2 day 
Manager of Benefits % day 
Assistant to the Manager Y2 day 

Technical Consultant Y2 day 
Communications Consultant Y2 day 

Logistics P!anning 
Plan details of schedule, accomodations, transportation, facility 
arrangements, internal correspondence (announcements/invitations/planning 
information).
 

Director of Benefits 2 day
 
Manager of Benefits 2 day
 
Assistant to the Manager 5 days
 

Draft Workshop Materials 
Draft slide presentation, sample script, sample questions & answers, 
meeting leader guide and specify other reference materials. 

Director of Benefits 1 day
 
Manager of Benefits 2 days
 
Assistant to the Manager 3 days
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Technical Consultant 3 days 
Communications Consultant 3 days 
Assistant to Consultants 3 days 

Production of Workshop Materials 
Create 35mm slides, stylize layout of text and then format, coordinate items 
to be included in meeting leader guide binder, print and assemble binders. 

Manager of Benefits 
Assistant to the Manager 

Slide production vendor 
Text processor 
Printing and collating vendor 

Assistant to Consultants 

1 day 
2 days 

2 days 
2 days 
2 days 

3 days 

Reproduction of meeting leader guide and inserts $35/ea. 

Dress 	Rehearsal Meeting 
Review workshop topics and materials and rehearse to prepare for workshop 
activities. 

Director of Benefits 
Manager of Benefits 
Assistant to the Manager 

Technical Consultant 
Communications Consultant 
Assistant to the Consultants 

Train the Trainers Workshop 
Conduct training workshop for three days. 

Director of Benefits 
Manager of Benefits 
Assistant to the Manager 
X Participants (excludes travel time) 

Technical Consultant 
Communications Consultant 

Other 	Cost Items 

day 
Y2 day 
2 day 

Y2 day 
day 
day 

2 days 
3 days 
3 days 
3 days 

2 days 
2 days 
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Participant transportation and accomodations if not local. 

Facility and equipment rental if not internal resources. 

Participant meals and per diem expenses. 

1 evening of organized group entertainment activity to encourage 
social interaction is customary. 

Misce!laneous
 
- telephone
 
- photocopying
 
- deliveries/messengers/shipping
 

Many prepackaged business ana training courses exist through training 
consultants, non-profit organizations (i.e., American Management Association, 
AMACON) and self study program;. These course, offer the advantage of a wide 
selection of subjects, intense self improvement instruction and customization to 
specific organizational 'needs. 

Through the American Management Association, for example, numerous p-ograms, 
books and courses are avai'able for formal training in areas such as training 
techniques and presentation skills. The AMA brings the advantage of being able to 
tailor these general topics to specific participant needs, such as the presentation 
skills needed to discuss technical ESOP information. For a fixed fee, organizatior.s 
like this will arrive in Budapest and provide training services for a prescribed 
duration (in days) to groups of 20-30 people. The fees include preparation, travel 
time, training time, and materials. For an order of magnitude, fees may 
approximate US$11,000-$14,000 for five days of formal course woik for a group 
of 25-30 people. Travel and local expenses would be additional. A sample 
agenda of a public training course is provide along with literature on other types of 
available courses from the AMA. (to come) 

Train Hungarian ESOP Trainers 

What follows ;s a strategy to Train Hungarian ESOP Trainers using the approach, 
organization and methodology of the U.S. model described above. What will 
distinguish this program (as compared to training company level managers) is the 
volume of technical issues, diversity of participating Trainers, diversity of groups 
targeted for second tier training and varying individual needs for training techniques 
and presentation skills development. 

What both the U.S. rhodel and this strategy have in common are the following 
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objectives: 
" buy into the strategic process 
* 	 learn technical informa,;on 
* 	 learn training methods and presentation skills 
* 	 plan individual action within the strategic plan 
* 	 measure and report results 

Participants will find this program flexible, interactive and highly practical for their 
individual goals. 

Following is a summary of activities, events and materiais that should be 
considered for a complete Train the Trainers program. 

Training the Trainers will be conducted through participatory events with the aid of 
documentation on ESOPs and specialized workbook matials. Specifically, the 
Training Plan is made up of the following events: 

1. 	 Train the Trainers Roundtable -- This meeting will introduce selected trainers 
to the training strategy and encourage feedback and contributions to the 
planning of -4he Train the Trainers Conference. 

2. 	 Trair the Trainers Conference -- This event is the primary training event for 
trainers and vill include technical issues training, training methodology, 
presentation skills training and short and long term planning. 

Train 	the Trainers Roundtable 

Goal 

Achieve consensus among selected Trainer representatives and the ESOP project 
team on the strategic approach and methods to Train the Trainers. 

Objectives 

" 	 Introduce key trainer representatives to each other and the ESOP project 
team. 

* 	 Discuss the strategic approach to Training and gather feedback from 
participants. 

* 	 Present the materials and documentation (existing and in development) that 
will be used as the foundation for Training programs and gather feedback 
from participants. 
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" 	 Present a preliminary synopsis of the Train the Trainers Conference for
 
review and discussion.
 

* 	 Solicit for presenters for Conference. 

* Establish an action plan and a committee for planning the Conference. 

Tasks 

* 	 Identify ESOP Project Team members and key trainer representatives who 
will participate in the Roundtable event. 

Mr. Gybrgy Lajtai has identified 30 candidates for the Roundtable 
event who would serve as key representatives of the various groups 
and agencies identified in the Training, Education and Promotion 
Strategy as trainers. 

• 	 Conduct discussion and correspondence with ESOP Project Team to agree 
on purpose, agenda, responsibilities and logistics (date, location) for 
Roundtable. 

1 to 1 2 days should be sufficient to achieve the objectives of the 
Roundtable. 

* 	 Finalize logistics, make associated arrangements and prepare and send 
invitations to key trainer representatives. 

* 	 Conduct Roundtable. 

* 	 Issue Roundtable minutes and report on finalized strategy, materials and 
action plan for Train the Trainers Conference. 

Media, Materials and Communications 

* 	 Announcement and Invitation with Response Card 

* 	 Training, Education and Promotion Strategy 

* 	 Survey Report 

* 	 Preliminary Reference Cataiog 

* 	 Preliminary Training Workbook 
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" Preliminary Train the Trainers Conference Agenda 

" Roundtable minutes and report 

Sponsors 

Sponsors for the Roundtable may include the new Department for Development o' 
Privatization Methodology and Training, Ministry of Industry and Trade, the Share
participation Foundation or others that can provide resources and assistance 
toward this event. 

Funding should not be an obstacle to conducting this event. Participants may be 
expected to contribute toward the reproduction of materials, meals and facility 
rental if applicable. Otherwise, participation will be on a volunteer basis and the 
Roundtable can be conducted with little overhead. 

Train the Trainers Conference 

Goal 

This event is the primary training event for trainers and will include technical issues 
training, training methodology, presentation skills training and short and long term 
planning. 

Objectives 

" Gather trainers to one site for conference setting training. 

" Fulfill objectives B, C and D of the Train the Trainers strategy., 

" Provide a forum for peer interaction. 

" Conduct training in an expeditious and efficient fashion. 

" Allow participants the flexibility to choose specific areas of concentration 
while fulfilling certa in requirements of being a trainer. 

Tasks 

Identify trainers who will be invited to participate in the Train the Trainers 
Conference event. 
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Conduct discussion and correspondence with ESOP Project Team and 
Conference Committee to agree on )urpose, agenda, responsibilities and 
logistics (date, location) for Confezdnce. 

* 	 Finalize logistics, make associated arrangements and prepare and send
 
invitations to trainers.
 

• 	 Conduct Conference. 

Media, Materials and Communications 

• 	 Announcement and Invitation with Response Card 

• 	 Conference Kit 

• 	 Training, Education and Promotion Strategy 

* 	 Survey Report 

• 	 Reference Catalog 

* 	 Training Workbook 
Resource Guide
 

- About ESOPs
 
- How to Establish an ESOP
 

* 	 Generic Internal Market System Guide 
- How to Design an ESOP 
- How to Administer an ESOP 

* 	 Generic Internal Administration System Guide 

• 	 Generic Employec Communications Guide 

Sponsors 

Sponsors for the Conference may include the new Department for Development of 
Privatization Methodology and Training, Ministry of Industry and Trade, the Share
participation Foundation or others that can provide resources and assistance 
toward this event. 
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Conference Sessions 

The conference will be composed of a variety of technical presentations, skills 
develc pment workshops and strategic planning sessions. Certain subjects may be 
presented multiple times depending on attendance restrictions and to allow for a 
flexible conference agenda. Participants should be encouraged to attend all 
segments to achieve a well rounded view of ESOP issues and training methods. 
However, individuals may elect less than to participate less depending on prior 
knowledge of subject matter. 

Sessions should be conducted in classroom style facilitated by experts of each 
subject. Sessions should be of fixed length in a predetermined schedule. Regular 
breaks should be included to invigorate participants and create separation from 
each new subject. 

The duration of the following topics is only suggested for discussion and will be
 
refined as specific presenters prepare their outlines.
 

(to be developed further) 

TOPIC DURATION 

Welcome and Keynote Address 1 hour 

Legislative Update Y2 hour 

The Role of Trainers and Target Groups Y2 hour 

Resources on ESOPs Y2 hour 

Review of Legislative Documents Affecting ESOPs 50 min 
Purpose of ESOPs and Understanding Equity 50 min 

Historical and Geographical Perspective on ESOPs 50 min 

Understanding the ESOP Law 50 min 

Case Reviews of ESOPs of Non-Hungarian Companies 50 min 

Management Buyouts 50 min 

Tax and Credit Policies 50 min 
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Characteristics of Model Enterprises for ESOPs 50 min 

How to Establish an ESOP 3 hours 

A Look at ESOP Financing 1 Y2 hours 

How to Design an ESOP 50 min 

Ongoing Administration of an ESOP 50 min 

Role of Employee Education and Communications 50 min 

Managing Change in Management/Labor Relations 50 min 

Case Reviews of ESOPs in Hungary 50 min 

Understanding the Learning Cycle 50 min 

Presentation Skills Training Workshop 3 hours 

Successful Training Methods 3 hours 

Defining Your Role as a Trainer and -Creating a Plan 50 min 

RESULTS 

Assessment of the implementation of the elements in this strategy is important for 
the ongoing improvement of the ESOP project. 'Results', in the form of feedback, 
statistics and formal assessments, will help determine the value of services 
provided and facilitate adjustments when results are less than desired. Exhaustive 
evaluation, tabulation and critical analysis of results are not desired. Simple, easy 
to use mechanisms to quickly arrive at solutions will be most helpful in improving 
the training and education process. 
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TARGET GROUP: PROMOTERS 

PROMOTERS 

Promoters will help spread the word about ESOPs and actively seek out groups 
that are ready and willing to consider privatization through ESOPs. They will also 
offer ESOP information to organizations currently in privatization process. They 
will help identify who among the implementors is appropriate to pursue the 
process. 

* Share Participation Foundation 

* State Property Agency 

* State Ownership Institute 

* Ministry of Privatization 

* Ministry of Finance 

* Ministr, of Industry and Trade 

* Ministry of Agriculture 

* Ministry of Communication and Transport 

* Chambers of Economics 

" Central Trade Unions 

* Press and Media 
Radio/Television
 
Vilaggazdasag (management association newspaper)
 
Nepszava (trade union newspaper - Peoples Voice)
 

• Managers' Professional Associationis 

* Political Parties 
* Economists 
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GOAL 

Educate with general information, tools and how access to resources to inform the 
general public and primary influencers/implementors on the attributes of ESOPs and 
assist in the implementation process. 

OBJECTIVES 

* 	 Familiarize promoters on ESOP issues. 

* 	 Organize reference materials for background and support. 

* 	 Assist in the identification of likely ESOP implementors. 

* 	 Develop a general information packet for distribution to likely implementors 
in the market. 

" 	 Develop a graphics theme to build public identity with ESOPs in privatization. 

* 	 Review methods to manage change and adversity through open 
communication. 

SUBJECTS AND KEY MESSAGES 

TACTICS, MEDIA AND MATERIALS 

* 	 Promotion Packet (Reference Catalog) 
- Principles of Privatization 
- The ESOP Law in Plain Language 
- Model Statutes 
- Model Accounting/Administration System 
- Case Studies of Recent Success Stories 
- How to Establish an ESOP 

" 	 Business Assessment Guide 
- Financial Situation 
- Industrial Policy 

• 	 Survey Report 

* 	 Press Releases & Features 
- Broadcast Television 
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- Broadcast Radio 
- Newspaper 

* Newspaper Supplement 

* Press Conference 

SCHEDULE
 
RESULTS 
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TARGET GROUP: GOVERNMENT ADMINISTRATORS 

GOVERNMENT ADMINISTRATORS 

These agencies will administer the requirements of the ESOP Law. 

" Ministry of Finance 

" Ministry of Privatization 

* 	 Courts of Registration 

* 	 SPA 

GOAL 

Educate administrators on general ESOP subjects and specific requirements of the 
law to help them efficiently negotiate, process, approve and/or monitor 
privatization through ESOPs. 

OBJECTIVES 

• 	 Familiarize administrators on ESOP issues with particular emphasis on the 
law and statutes. 

• 	 Organize reference materials for background and support. 

* 	 Describe the role of administrators within the institutional framework. 

SUBJECTS AND KEY MESSAGES 

TACTICS, MEDIA AND MATERIALS 

• 	 Reference Catalog 
- Principles of Privatization 
- Labor Rules 
- Accounting Rules 
- Law of Participation 
- The ESOP Law - Preamble and Articles 
- The ESOP Law in Plain Language 
- Model ESOP Statutos 
- Resource Guide 
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* 	 Training Workbook 
- How to Establish an ESOP 
- How to Design an ESOP 
- How to Administer an ESOP 
- Institutional Framework 
- Tax and Credit Policies 
- Role and Responsibilities 

• 	 Administrators Conference 

SCHEDULE
 

RESULTS 
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TARGET GROUP: CREDITORS 

CREDITORS 

These institutions will provide financing guidance znd credit to groups interested in 
privatization through ESOPs. 

" National Bank of Hungary 

• 	 Private BSnks 

* 	 Investors 

* 	 Ministry of Finance 

* 	 Ministry of Privatization 

* 	 SPA 

GOAL 

Educate creditors on general ESOP subjects and specific financing strategies to 
work effectively with state enterprises and investors during the ESOP negotiation 
process. 

OBJECTIVES 

* 	 Familiarize creditors on ESOP issues. 

* 	 Organize reference materieis for background arid support. 

* 	 Provide detail on financing models. 

* 	 Overcome perception of manipulation in financing. 

SUBJECTS AND KEY MESSAGES 

TACTICS, MEDIA AND MATERIALS 

Reference Catalog 
-	 Principles of Privatization
 

Accounting Rules
 
Law of Participation
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- The ESOP Law - Preamble and Articles 
- The ESOP Law in Plain Lang!.'age 

Model ESOP Statutes 

* Training Workbook 
- Resource Guide 
- About ESOPs 
- How to Establish an ESOP 

- Generic Internal Market System Guide 
- How to Design an ESOP 
- How to Administer an ESOP 

- Generic Internal Administration System Guide 
- Institutional Framework 
- Tax arid Credit Policies 

* Model Business Valuation Report 

SCHEDULE RESULTS 
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TARGET GROUP: INFLUENCERS & IMPLEMENTORS 

INFLUENCERS & IMPLEMENTORS 

These individuals, groups and associations will be the initiators of privatization, the 
influencers for the acceptance ESOPs and the implementors of ESOP programs. 
In the privatization process, comprehensive communications will encourage 
employee leaders and managers to initiate organizational change with the use of 
* 	 State Industry Managers 

* 	 Employee Representatives 

* 	 Labor Organizations 
- MSZOSZ - National Confederation of Hungarian Trade Unions 
- ASZOK - Autonomous Trade Union 
- LIGA - Democratic League of Independent Trade Unions 
- MOSZ - National Confederation of Workers Councils 
- ESZT - Confederation of Intellectual Employees Trade Unions 

* 	 Associations of State Farm Managers 

* 	 Company Councils 

* 	 Supervising Bodies 

GOAL 

Educate influencers and implementors on general ESOP subjects and specific 
implementation processes to help them get the support of their constituents and 
to lead their organizations thrcugh the privatization process. 

OBJECTIVES 

* 	 Familiarize on ESOP issues. 

* 	 Describe techniques to acquire property. 

• 	 Review methods to manage change and adversity through open 
communication. 

* 	 Prepare leaders in management/labour relations. 
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* 	 Develop Generic Internal Market Guide. 

* 	 Develop Generic System Administration Guido. 

SUBJECTS AND KEY MESSAGES 

TACTICS, MEDIA AND MATERIALS 

* 	 Announcement Letter to Management/Labor Leaders 
- Enterprise/Company has been identified as ESOP candidate 
- ESOP opportunity 
- Role of management 
- ESOP education resources 

* 	 Reference Catalog 
- Principles of Privatization 
- Labor Rules 
- Accounting Rules 
- Law of Participation 
- The ESOP Law - Preamble and Articles 
- The ESOP Law in Plain Language 
- Model ESOP Statutes 
- Case Studies 

Training Workbook
 
- Resource Guide
 
- About ESOPs
 
- How to Establish an ESOP
 

Generic Internal Market System Guide
 
- How to Design an ESOP
 

How to Administer an ESOP 
- Generic Internal Administration System Guide 
Institutional Framework 
Tax and Credit Policies 

- The Value of Education and Communications
 
- Generic Employee Communications Guide
 

X-Day Regional Training Conference 
- In-depth, on-site review of ESOP issues as outlined in workbook. 
- Presentations by key figures and consultants who developed ESOP 

legislation and models,. 
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Questions & answers 

" Overheads/slides to suppi.,rt Training Workbook 

* 	 Management/Labor Relations guide 
- Collective agreements 
- Employment policy 
- Participation rights 
-	 etc. 

SCHEDULE 

RESULTS 

Prepared by Coopers & Lybrand 22 



ESOPs IN PRIVATIZATION: TRAINING, EDUCATION AND PROMOTION STRATEGY 

TARGET GROUP: RANK & FILE EMPLOYEES 

RANK & FILE EMPLOYEES 

This group is the beneficiary of ESOPs and as such will need to be informed 
consumers to make educated decisions regarding share ownership in private 
enterprises. 

" Rank and File Employees 

* 	 Mar.agers 

GOAL 

In the privatization process, comprehensive communications will encourage the 
rank and file employees to be active participants in the design, agreement and 
implementation (if advantageous) of ESOPs. 

OBJECTIVES 

* 	 Create general awareness of ESOPs in the privatization process that will 
support the emergence of employee leaders and stimulate interest in future 
communications. 

* 	 Educate employees on share ownership and ESOP concepts. 

* 	 Educate employees on their role in the process of creating an ESOP for a 
private enterprise and their role in participating in such a plan. 

* 	 Achieve participation levels during the design, agreement and 
implementation phases that meet legal implementation requirements. 

• 	 Generate confidence in individual participation and decision making 
processes. 

* 	 Assist the rank and file in understanding the value of share ownership in 
their own enterprise. 

o 	 Provide specific information on each participation. step and stimulate 
cooperation with leaders during the study, design and implementation 
phases.
 

* 	 Build employee enthusiasm and confidence in share ownership through open, 
continuous progress communications. 
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SUBJECTS AND KEY MESSAGES 

" About 	the Law - You are Founders 
* Pros & Cons Risk/Benefit
 
" What's the Process (participation for approval)
 
* Part of reengineering scheme 
* How to participate (Voting Process) 
* Representation 
* Preliminary statutes 
" Privatizing: a business opportunity 
* Employees in the private company. 
* Process of privatizing 
* Share 	purchase for beginners 

- what does it mean
 
- passing legislation
 
- shares & what they mean
 
- share price
 
- ,tock market
 
- what are the risks
 

* Labour Contracts 
* Employment policy 
" Participation Rights 
* Forms 	of Management/Labour Cooperation 

METHODS, 	 MEDIA AND KEY MESSAGES 

The following communications model presents key methods and materials for 
communicating to rank and file employees at the inception of the ESOP idea 
through on-going information about an installed ESOP. The model includes three 
phases; Phase I - Employee Buy-in; Phase II - Employee Enrollment; and Phase III -
Plan Participation. 

Phase I - Employee Buy-In 

A. Creating General Awareness About ESOPs 

• 	 Public or Union Newspaper Feature #1 
About ESOPs 
How To Steps to Organizing for an ESOP 

.- Getting Started with an ESOP 

* Public 	or Union Newspaper Feature #2 
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Local Company ESOP Case Studies 

* 	 Public or Union Newspaper Feature #3 
National Resource Guide to ESOP Education, Training and 
Implementation 

B. 	 Creating the Organizing Committee and Begin Thinking Like Owners 

* 	 Announcement Letter to Rank and File Employees 
- ESOP opportunity in privatization 
- General advantages of an ESOP 
- Invitation to Rank and File Meeting #1 
- Next steps 

Information to come 
Meeting #1 
Training and education opportunities 

• Depending 	on the size and geographic spread of an enterprise and the 

resources of 	the Organizing Committee, meetings described in this strategy 
may occur as one large event or multiple small events. Multiple small events 
limited to 25-50 individuals will stimulate the greatest exchange of ideas and 
understanding, whereas meetings that include large segments or the entire 
workforce will create the opportunity to deliver singular, consistent 
messages and complete vital steps in the implementation process. 

* 	 Rank and File Meeting #1 - Introduce ESOPs 
About the ESOP Law 
Purpose of ESOPs and understanding equity ownership 
Cost of proceeding 
- Time 
- Communications 
- Studies 
- Design and development 
- Labor contract negotiations 
How an ESOP is established
 

- Q&A Forum
 

* 	 Employee Newsletter #1 (accompanies Letter to Employees) 
- Report on Meeting #1 
- About the ESOP Law 
- Purpose of ESOPs and understanding equity ownership 
- How an ESOP is established 
- Q&A response card 
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" Employee Newsletter #2
 
Risk/Benefit of ESOPs
 
The role of the Organizing Committee
 
- Trained spokespersons
 

Negotiators
 
Establish ESOP Organization
 

Announce Nomination Meeting and agenda
 
- Response to employee questions
 
- Q&A response card
 

• 	 ESOP Video 
- Privatization in Hungary
 
- The role ESOPs in privatization
 
- Equity Ownership
 
- Share Market Pricing
 

* 	 Rank and File Meeting #2 - Organizing Committee Nomination Meeting 
- Goal of meeting
 
- ESOP video
 
- ESOP advantage for [company]
 
- Response to key employee questions
 
- Q&A forum
 
- Nominations
 
- Next steps
 

- Training
 
- Feasibility study
 
- Terms & conditions of sale
 
- ESOP Organization
 

C. 	 Organizing Committee Progress Communications 

" 	 Committee Bulletin #1 
- Update on training activity 
- Progess of feasibility study 
- Response to employee questions 
- Q&A response card 
- Next steps 

* 	 Committee Bulletin #2 
- Announce valuation and feasibility consultants 
- Review qualifications and expectations 
- Response to employee questions 
- Q&A response card 
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- Next steps 

* Employee Newsletter #3 
Understanding shares 
Determining share price and fair market value 
Credit 

* Committee Bulletin #3 
- Report on feasibility study results 
- Report on discussions with seller and creditor 
- Report on preliminary statutes of the ESOP Organization 
- Review labor contract issues 
- Invitation to Presentation of Results meeting 
- Response to employee questions 
- Q&A reponse card 
- Next steps 

* Employee Newsletter #4 
- ESOP Organization 

- Role and responsibility 
- Executive Board 
- Participation rights 
- Establishing the Organization 

" Rank and File Meeting(s) #3 - Presentation of Results 
Present feasibility study results 
Explain ESOP Organization 
Present terms and conditions of sale 
Discuss labor contract issues 
Discuss ESOP Organization Founding Meeting and voting issues 

D. Voting in the ESOP 

• Committee Bulletin #4 
- Report on Meeting #3 
- Announce ESOP Organization Founding Meeting 
- Role of statutory assembly and executive board 
- Meeting agenda 
- Explanation of proxy materials 
- Electing the Executive Board 
- Response to employee questions 
- Q&A reponse card 
- Next steps 
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" 	 Proxy Materials 
-	 Prospectus 

- Provides details about companies financial position 
- Proxy Statement 

Notifies employees of Nomination meeting and voting issues 
- Proxy Card (accompany Committee Bulletin #4) 

Affirms employee's agreement that ESOP Organization be 
established 

-	 Labor agreement 

* 	 Proxy Vote Tabulation 

* 	 ESOP Vote Promotion Materials 
- Theme 
- Posters 
- Bulletin board signs 
- Table tents 
- Novelties 
- etc. 

* 	 ESOP Organization Founding Meeting 
- Review goals of meeting 
- Announce Results of Proxy Vote 
- Review of ESOP Organization statutes 
- Secret Election Executive Board 
- Next steps 

Phase 	II- Employee Enrollment 

* 	 ESOP Organization Bulletin #1 
- Announce ESOP
 

Proxy Vote
 
Executive Board Election
 

- Q&A response card
 
- Next steps
 

" 	 ESOP Organization Bulletin #2 
- Announce contract of sale settlement with.seller 
- Announce registration cf ESOP Organization by the Court 
- Announce effective date of ESOP 
- Response to Q&As 
- Q&A reponse card 
- Next steps 
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" 	 Promotions for Participation 
- Theme 
- Bulletin board signs 
- Posters 
- Novelties 

EDUCATION AND PROMOTION STRATEGY
 

* 	 Distribution of Plan Language Communications 
- Highlights brochure
 
- Summary Plan Description
 
- Projected personal asset statement
 
- Definition of terms
 
- Audio/visual presentation (slides or video)
 

* 	 Instructions for participation 
- Worksheet 
- Election form 

voluntary Contributions 
waiver of participation 

* 	 Employee meetings 
- Explanation of plan provisions 
- Expert analysis about company stock 
- Final instructions for enrollment 

Phase 	III - Ongoing Communications 

* 	 News and Events articles about ESOP activity 
- Financial and progress reporting about company and stock 
- Annual allocation of stock
 
- Loan repayment progress
 
- Dividend announcements
 

* 	 Periodic statement of account or annual personal report 
- Allocation of stock 
- Dividends
 
- Account balance
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SCHEDULE RESULTS
 
TARGET GROUP: GENERAL PUBLIC
 

GENERAL PUBLIC 

The general public not directly impacted by ESOPs will have important influence on 
the perceptions and attitudes of individuals that are directly impacted by ESOPs. 

* 	 Non-working Spouses 

* 	 Retirees 

* 	 Students 

* 	 Entrepreneurs 

GOAL 

Generate a positive attitude among the general public on the attributes of ESOPs in 
the privatization process to help reinforce decisions by those that are presented the 
opportunity to participate. 

OBJECTIVES 

* 	 Familiarize the general public on the new ESOP law. 

* 	 Present a realistic view of the cost/benefit of ESOP opportunities. 

* 	 Encourage ccmmuinity spirit for ESOP implementation. 

SUBJECTS AND KEY MESSAGES 

TACTICS, MEDIA A.n MATERIALS 

* 	 Public News Announcements and Features 
- Broadcast Television 
- Broadcast Radio 
- Newspaper 

* 	 Public Forums 
- Town Meetings 
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Local Clubs 
Campus Features 

SCHEDULE RESULTS 
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August 18, 1992 

A Practical Guide to Hungarian
 
Employee Share Ownerdhip Plans (ESOPs)
 

Definitions 

Employees - all managers and employees of a business enterprise.
 

Company - the enterprise in which the Employees are currently employed and in which they

will become owners through an ESOP. This may be a joint-stock company (Rt) or a company
 
limited by shares (Kft.).
 

Participants - employees participating in the ownership of the Company through an ESOP.
 

Loan or Credit - funds borrowed by the ESOP to purchase ESOP shares, which must be repaid
 
over time in accordance with a schedule of payments, bearing interest on the borrowed amount
 
at a specified interest rate.
 
Interest - the charge applied by lenders based on the amount borrowed. Usually expressed as
 
an annual percentage of outstanding credits.
 

Shares - certificates evidencing ownership in a corporation.
 

Siareholder - an owner of a corporation whose ownership interest is evidenced by shares issued
 
to him.
 

Creditor - the State Trustee Organization, commercial banks or other parties lending capital to
 
finance the purchase of shares through an ESOP.
 

Dividends - the periodic distribution of profit (revenue less all production expenses, financing
 
expenses and taxes) to shareholders. Dividends are only distributed if the company has
 
generated a profit.
 

State Trustee Organizatioh - the State Property Agency, State Asset Holding Organization, or
 
any other central institution exercising ownership rights over state property.
 

Grace Period - a specified time period at the beginning of the repayment period, during which
 
a borrower must pay only the interest on the loan (not the principal).
 

Executive Body - the organ, elected by the general assembly of the ESOP, which manages the
 
affairs of the ESOP between meetings of the general assembly.
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General Information 

As a means of expediting the privatization process, and to encourage the private ownership of 
shares by employees, the Hungarian government has enacted legislation allowing employees to 
purchase shares on preferential terms through an ESOP in companies in which they are currently 
employed. The government is providing favorable financing terms and tax benefits to encourage 
employee participation in the ownership of Hungarian businesses. 

What is an ESOP? 

An ESOP is a self-governing legal entity established voluntarily by a group of employees for the 
sole purpose of obtaining an ownership interest in the Company in which they are currently 
employed. As owners, the employees will be entitled to share in the profits (dividends) 
generated by the Company, which are distributed to owners in proportion to their percentage 
ownership in the business. 

In most cases it is unlikely that an individual employee would have the ability to self-finance or 
to borrow funds to purchase a significant member of shares in the enterprise where he is 
employed. The ESOP provides a mechanism whereby a group of employees can borrow funds 
to purchase shares and estiblish a significant ownership stake in the Company. 

What is company ownership? 

The ultimate control and decision making authority of a company resides with the owners of the 
business. Under central planning, the state exercised ownership control over business 
enterprises. In a market economy, business enterprises are owned by one or more private 
investors who direct the operations of the busin.-ess. 

Most large businesses are organized as companies. This allows for ownership by more that one 
person and limits the liability of investors to their capital invested in the business. Companies 
are of two types: joint-stock corporations (Rt.) or limited-liability companies (Kft.) ownership 
is evidenced by the number of shares (in the case of an Rt.) or business shares (in the case of 
a Kft.) which a shareholder possesses, as a percentage of the total number of shares outstanding. 
As owners, shareholders are entitled to a proportional distribution of profits. In addition, major 
company decisions such as capital investment, distribution of profits and appointment of senior 
management, are made by shareholders through the exercise of voting rights. Generally, each 
share is entitled to one vote. Thus the influence of a shareholder on company decisionv is 
proportional to the number of his shares. 



Shareholders of a company may be, but do not necessarily have to be, employees of the 
Company. In the United States the owners of most major corporations are not employees of the 
company. Rather, they are investors who have put their capital at risk in the hope that the 
business will generate profits in the future and pay dividends from these profits to shareholders, 
and that the market value of the shares will go up. The shareholders appoint a management 
team to supervise the day-to-day operations of the business. The managers are employees of the 
company and earn a salary for their efforts. They are directly responsible to the shareholders. 

What are the potential benefits to Participants of an ESOP? 

In the context of an ESOP, each Participant will play a dual role in the Company: (1) as an 
employee and (2) as an owner. As an employee, each Participant will continue to earn wages 
for his work. As an owner, Participants will influence corporate governance and decision 
making by exercising their voting rights, and will also share in the profits generated by the 
Company in proportion to their ownership in the Company. Initially, profits distributed to 
Participants will be used to repay any credits borrowed for purchasing shares. After these 
credits have been repaid, dividends will be distributed directly to Participants. For this reason, 
the higher the profitability of the Company the higher the pay-out to Participants. 

Does participation in an ESOP change the employment status of the Participant? 

The rights and obligations of a person as an employee are totally separate from his rights and 
obligations as an owner through the ESOP. Participation in the ESOP does not change the rights
of a Company to lay off an employee or subject him to disciplinary measures according to his 
employment contract. 

What isthe relationship between the ESOP and the Participants? 

The ESOP is merely an administrative organization established exclusively to facilitate the 
purchase of shares by the Participants. The ESOP will retain custody of Participant shares until 
such time as all monies borrowed to purchase the shares have been repaid. However, the ESOP 
shares are not collective property. Those shares which have been paid for as the loan is 
gradually repaid are allocated to individual accounts of all Participants in the ESOP, according 
to a formula specified in the ESOP statutes. These accounts are the property of the Participants. 
However, a Participant will actually receive his shares--or their equivalent in cash--only after 
the credit taken to finance the purchase of these shares has been completely repaid, and other 
conditions specified in the ESOP statutes are fulfilled. 

Finance 

How does the ESOP Law assist employees in financing the purchase of shares? 

The ESOP Law allows an ESOP organization to apply for credit, on behalf of the Participants, 
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from the State Trustee Organization or commercial banks. These credits will be used to finance 
the purchase of shares by the ESOP. Credits advanced by the State Trustee Organization will 
be in the form of instalment loans, whereby the ESOP agrees to make periodic payments directly 
to the State Trustee Organization over a defined period of time until the credit plus interest 
accrued on the credit has been repaid. Credits advanced by commercial banks will go to pay
the State Trustee Organization at the time of the transaction and will be repaid by the ESOP over 
a defined period of time, including interest accrued on the outstanding balance of the credit. 

What Is the Interest rate on instalment loans and commercial baik credits under the ESOP 
Law? 

One of the major advantages of the ESOP Law is that employees can borrow money to finance 
share purchases at below market interest rates. Both instalment loans and commercial bank 
loans will bear interest at 60% of the Bank of Hungary refinancing rate plus 4 %(approximately
17.2% as of August 1992). This compares favourably with prevailing market interest rates of 
about 35%. 

According to the ESOP Law, is there a standard loan repayment period? 

The ESOP law does not specify the term of the loan or the frequency of periodic payments.
This is subject to negotiation between the ESOP and creditors. However, the Law does specify 
that all credits must be repaid within ten years. 

Does the ESOP Law provide for a grace period? 

The ESOP Law provides for a maximum grace period of two years, in which only interest on 
the loan must be paid. 

Is there any advantage or disadvantage in borrowing from a commercial bank or the State 
Trustee Organization? 

For the ESOP, it is advantageous to borrow directly from the State Trustee Organization. One 
advantage is that the charge of 4% to the intermediary bank may in this case be waived. 
Another advantage is that collateral requirements may be easier. 

What price will the ESOP pay to purchase Company shares? 

The ESOP law does not provide any price concessions to employees wishing to acquire company
shares through the ESOP. In other words, the ESOP will purchase shares at fair market value 
or the value that the shares would command in an open market transaction. 

Must Participants to contribute their own resources to purchase shares? 
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The ESOP Law requires Participants to contribute a portion of their personal resources to 
finance initial purchases of shares. As the following chart illustrates, Participants will be 
required to contribute a nominal amount of 2% of the value of shares purchased where the 
average purchase price per Participant does not exceed HUF 5 million. The contribution per
Participant increases to a maximum of 25% when the average purchase price per Participant
exceeds HUF 10 million. The proportion of own resources is determined with respect to the 
property purchased by the ESOP relative to the total number of Participants and no,. on an 
individual basis. In practically all cases, employees will have to contribute 2% of the value of 
shares they acquire, as a minimum. 

Category of 
Average Purchase Maximum 

Price Per 
Participant 

Required Participant Contribution by 
Category 

Outlay Per 
Participant 

HUF 0 - 5 million 2% HUF 100,000 

HUF 5 - 10 million 2% for first HUF 5 million plus 15% on portion 
between IUF 5 million and HUF 10 million. 

HUF 850,000 

More than IIUF 10 2% on first HUF 5 million plus 15% on portion Determined by 
million between IUF 5 million and IIUF 10 million total purchase 

plus 25% of portion in excess of HUF 10 price 
million. 

What qualifies as Participant contributions? 

Cash and compensation coupons are recognized as acceptable contributions of own resources 
from Participants. 

H1ow many shares %%ill each Participant obtain? 

A Participant not automatically receive 100 HUF worth of shares for every 2 ttUF he invests 
in the ESOP. The requirements for investment by every Participant and the formula for 
allocation of shares obtained through ESOP Credit among the Participants, will be specified in 
the statutes of the ESOP. 

How doer the ESOP repay the loan incurred to purchase shares? 

Initially, the ESOP purchases shares in the Company with a combination of borrowed funds and 
resources of the Participants. The payment obligation incurred by the ESOP to purchase shares 
will be repaid over time from the profits of the Company, which are distributed to Participants 
in the form of dividends. Participants arv free to repay loans with own resources if they so 
choose, or with a combination of own resources and dividends. 
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What collateral will be required by creditors to secure the ESOP credits? 

ESOP credits will be secured by the shares purchased by the ESOP until the credits have been 
repaid, at which time the obligation with the creditor terminates. The creditor may also require
that the Company act as guarantor for the ESOP loan, meaning that the creditor can make a 
claim against the Company if the ESOP defaults on its payments. 

What Isthe liability of Individual Participants In repaying the loan taken by the ESOP? 

The _ as a legal entity, is responsible for its liabilities up to the total value of its assets. 
The assets of the ESOP are the shares in the Company which it holds on behalf of the 
Participants, and other investments (liquid assets) which it holds. In the event that profits
generated by the Company are insufficient to satisfy loan payments and the ESOP defaults, the 
most that individual Participants may lose out-of-pocket is their initial contribution. In the event 
of default, the creditor will take possession of the Company shares and other assets held by the 
ESOP, but may not make a claim on any other assets of the Participants. 

When wiill Participants be able to exercise control over their shares outside of the ESOP? 

The ESOP will hold Participant shares until such time as the loan to finance the initial purchase
has been repaid. At that time, the ESOP is free to distribute fully paid shares to individual 
Participants. The Participants will decide in a general assembly whether to continue holding the 
shares in the ESOP, or to distribute to every Participant the fully-paid shares in his account. 
LI the latter case, every Participant will individually decide whether to sell his shares or continue 
to keep them in his possession and collect future dividends. This only applies to shares whose 
purchase was financed with ESOP loans, and not to shares purchased with own resources. 

Eligibility 

Who is eligible to participate? 

Employees of Hungarian enterprises, with the exception of banks and insurance companies, who 
dedicate at least 50% of their official working time to the Company, and who have been 
employed by the Company for a minimum of six months, are eligible to participate. The 
management of the ESOP (elected by the Participants) may, however, extend the minimum term 
of service required for eligibility, but this period may not exceed five years. Employees who 
meet the conditions of eligibility may also enrol in the ESOP after it has been established, by
registering their intention to participate with the ESOP. Employees who terminate their 
employment are not eligible to participate. An employee is limited to participation in one ESOP 
only. 

Is the participation of all employees required to create an ESOP? 
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Participation in the ESOP is purely voluntary. Individual employees will be asked to choosewhether or not they participate. For establishing an ESOP, it must have the support of aminimum of 40% of 0,.1k emDloyees. Those employees not wishing to participate must waive 
their entitlement in writing. 

Establishing an ESOP 
When can employees Initiate the formation of an ESOP? 

An ESOP may be established upon the transformation of a state-owned enterprise. ESOPs may
also be formed to purchase shares in divisions or units of state-owned enterprises at the request
of employees and subject to the decision of government authorities to convert those divisions or
units to new companies. In a private-sector company, an ESOP may be established at any time. 

What are the steps in organizing an ESOP? 

The following steps are required to establish an ESOP. These steps are not necessarily
sequential and may run in parallel. For instance, it is likely that negotiations with creditors and
with the seller will overlap. 

1. Establishment of a three-member Organizing Committee 

The first step in pursuing an ESOP is the establishment of a three-member Organizing
Coiinmittee. Any person who is not prevented by law from holding a public office may
serve on the organizing Committee. The Organizing Committee must be elected in
writing by employees and requires the support of a minimum of 25% of eligible
employees to be established. Those employees wishing to participate in the ESOP mustreport their intentions to the Organizing Committee in writing. The Organizing
Committee, acting on behalf of the Employees, is responsible for organizing the ESOPand negotiating the terms and conditions of sale with the seller and terms and conditions
of credit with creditors. The Organizing Committee ceases to exist upon the founding
of the ESOP. 

2. Feasibility study 

The Organizing Committee is responsible for commissioning a feasibility study, which
is required by law, to assess the ability of the ESOP to satisfy the terms and conditions
agreed to between the ESOP and the creditor. In particular, the feasibility study must
show whether the Company is likely to generate in the future sufficient cash flow toservice the debt incurred by the ESOP to finance the initial acquisition of shares. The
feasibility study must also detail the extent of employee ownership participation and the 
par value of shares at which the ESOP is economically feasible. The Company is 
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obliged by law to provide the information necessary to conduct the study. The study 
must be countersigned by the Company, certifying that its contents are professionally
valid. The cost of the feasibility study will be borne by the Company if the ESOP is 
established. If the ESOP is not established, the tost of the study will be borne by 

3. Negotiations with creditors 

The feasibility study will provide a basis for the Organizing Committee to pursue
discussions with potential lenders. The Organizing Committee has the responsibility for 
negotiating with creditors, and has the authority to enter into loan agreements on behalf 
of the Participants. 

4. Negotiation with seller 

The ESOP will not receive any price concessions from the selier and, therefore, must 
purchase shares at fair market value. The Organizing Committee may have to negotiate
with representatives of the State Property Agency, the Ministries and local governments 
to agree on a price. it is likely that government officials will rely on the business and 
asset valuations required for transformation and on the feasibility study in determining 
an acceptable price for the shares. Since it is likely that the ESOP will purchase a 
minority interest in the Company, adjustments should be made to valuations of majority 
or controlling interests. 

5. Approval of the general assembly of the Company 

Since the Company may be required to act as guarantor for the ESOP loan, the general
assembly of the company must approve the ESOP transaction. In the case of a state
owned enterprise which is transform but not yet privatized, the rights of the general 
assembly are exercised by the State Trustee Organization. 

6. Founding meeting called by the Organizing Conmrnittee 

Once the financing is in place and a price has been agreed, the Organizing Committee 
will convene a meeting of employees to vote on the approval of the ESOP. A declaration 
of approval by at least 40% of the 0ig*1ie employees is required for the ESOP to be 
adopted. The founding meeting will also serve as a forum to establish the statutes and 
elect the Executive Body of the ESOP. 

7. Adoption of statutes 

The ESOP Law requires that statutes be adopted at the founding meeting as a 
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precondition to establishment of the ESOP. The purpose of the statutes is to allow the 
Participants of the ESOP discretion over the rules that will govern the ESOP. The Law 
requires that the statutes specify the following: 

* 	 The name, objective and domicile of the ESOP and the name of the Company in 
which the ESOP holds shares. 

* 	 The name of the presientitve of the ESOP. 

0 	 lhe mode of calling a meeting of the general assembly, its quorum, procedures 
in case the general assembly does not reach a quorum, and mode and conditions 
for the exercise of voting rights. 

0 	 The number of members of the Executive Body, election procedures, scope of 
authority and the term of their activities. 

0 	 The manner and amount of payments effected by the Participants to the ESOP for 
the purchase of Company shares, costs of registration, and other expenses of the 
ESOP Organization. 

" 	 Procedures for transferring fully paid Company shares from the ownership of the 
ESOP to individual Participants and the principle of their allocation. 

0 	 Rules pertaining to the repurchase of fully-paid shares held by Participants and 
rights and obligations of the ESOP in case the Participant wishes to sell his shares 
and the mode of exercising the right of first refusal. 

* 	 Procedures for announcing decisions. 

• 	 Rules pertaining to the affiliation of Employees after the establishment of the 
ESOP. 

• 	 Rights and responsibilities of Participants. 

* 	 Procedures pertaining to the disposition of shares remaining in possession of the 
ESOP after repayment of loans. 

• 	 Procedures for the distribution of liquidation proceeds in case the ESOP ceases 

to exist. 

0 Any additional issues which the Participants wish to regulate through statutes. 

The statutes are filed with the Court of Registry upon registration. Any changes or 



10 
amendments to the statutes must be reported to the Court of Registry within thirty days. 

8. 	 Election of Executive Body 

The members of the Executive Board must be elected by the Participants at the founding
meeting in accordance with the procedures set forth in the statutes. Those employees
wishing to participate in the ESOP must register their intentions in writing with the 
Executive Body. 

9. 	 Registration ivith the Court of Registry 

The final step in establishing an ESOP is registration with the Court of Registry. The 
ESOP is required to apply to the Court of Registry and submit the minutes of the 
founding meeting, statutes and declaration of approval by the Company. The ESOP is 
recognized as a legal entity upon registration with the Court of Registry. 

ESOP Governance 

H1ow are ESOPs governed? 

The ESOP law establishes the basis principles, rules, responsibilities and rights applicable to all
ESOP organizations. Specific rules unique to an individual ESOP will be provided for in the
 
statutes.
 

Who is the supreme governing authority of the ESOP?
 

The supreme body of the ESOP is the general assembly, which consists of all Participants in the
 
ESOP. 	 The general assembly is required to meet at least once a year but may be summoned if
 
ordered by the Court or if requested by at least one-third of the Participants, or a smaller 
percentage if specified by statute. When a meeting is called, Participants must be advised of the 
agenda and objectives of the meeting at the time the meeting is announced. A partial General 
Assembly may be called if permitted by the statutes. 

What 	are the responsibilities of the General Assembly? 

The general assembly is responsible for major decisions related to the ESOP including: 

* 	 Establishment and modifications of the statutes. 

• Determination of the annual budget.
 

" Election, recall and compensation of the Executive Body.
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* Approval of the annual report of the Executive Body. 

* Approval of the transfer of shares to Participants. 

" Approval of financing plans for share purchases. 

* Anything else specified by the statutes. 

What is the recourse of a Parlicipant not in agreement with the decision of the general 
assembly? 

Any participant who feels that an action taken by the general assembly or Executive Body is in 
violation of the law may challenge that decision in court within thirty days of being made aware 
of the decision. 

What is the Executive Body and what are its roles and responsibilities? 

Members of the Executive Body are elected representatives of the ESOP who are responsible 
for managing the ESOP and representing the ESOP to third parties such as banks and other 
lending institutions, government authorities and courts. The number of members of the 
Executive Body and the roles and responsibilities of each will be set forth in the statutes. 

Who is eligible to serve as a member of the Executive Body and how are members selected? 

The members of the Executive Body are elected by the general assembly by secret ballot. Any 
person who is not restricted from exercising public affairs may be a member of the Executive 
Body. At least half the members of the Executive Body must be Participants in the ESOP. The 
Company may appoint up to one-third of the members of the Executive Body. 

11ow are the voing rights of the shares held by the ESOP exercised? 

A representative selected by the Executive Body exercises the voting rights of the shares held 
by the ESOP in the general assembly of the Company. The ESOP statutes specify which issues 
the representative may vote at his discretion or the discretion of the Executive Body, and which 
issues the representative must vote according to a vote of all Participants in the general assembly 
of the ESOP. 

What is the term of members of the Executive Body? 

Members of the Executive Body serve for a fixed term as set forth in the statutes. 

Accounting and Recordkeeping 
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What books and records must be maintained by the ESOP organization? 

The ESOP is obliged to maintain books and records in accordance with the Accounting Law 
This requires an annual audit of the books and records by an independent qualified 

Hungarian accountant. 

What transactions will necessitate entries into the accounts of the ESOP? 

The accounts of the ESOP will record: 

* Payments for share purchases and remittances of dividends from the Company
* Payments received from Participants and payments to Participants 
* Income from the sale of shares 
* Permissible operating expenses 

11ow are the ownership interests of Participants accounted for? 

Each Participant in the ESOP will have an individual account which will be maintained by the 
management of the ESOP organization. The account will show: 

0 Cash received from the Participant 
* Value of compensation coupons received from the Participant 
* Number of shares allocated to the Participant's account 
* Value of other financial resources in the Participant's account 
* Total nominal value of the Participant's account 
• Dividends distributed to the Participant on his shares 

The ESOP management may not allocate shares to the Participants' accounts before the part of 
principal of the ESOP loan corresponding to these shares has been repaid to the lender. 
Consequently, the total value of the accounts of the Participants may not exceed the par value 
of the fully-paid shares. 

Transfer of Ownership/Employee 'ferminations 

When can individual Participants sell their shares? 

Shares purchased with own resources may be sold by the Participant at any time. 

The Participant is free to seii his shares to any person, unless the statutes specify that he may 
sell only to other Employees or to the ESOP. 

Shares whose purchase was financed by credit from the State Trustee Organization or a 
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commercial bank may not be sold until such time as the credit or instalment loan has been 
repaid. This includes fully-paid shares which have been allocated to the accounts of Participants. 

The statutes may provide that the shares in possession of the ESOP, with the exception of those 
purchased with own resources, remain in possession of the ESOP for a specified time after 
repayment. 

What happens if a Participant terminates his employment during the loan repayment 
period? 

If a Participant lawfully terminates his employment during the loan repayment period, then the
ESOP has the right of first refusal to repurchase from the Participant the fully-paid shares in his 
account within a given period of time as specified by the statutes but not exceeding six months 
and at a price as determined by the statutes, but not less than half the market value. If the 
ESOP does not exercise its right of first refusal, then the non-participating Employees of the 
Company, the Participants and other shareholders, in this order, have the right of first refusal 
to repurchase shares according to the statutes. 

If a Participant unlawfully terminates his employment during the loan repayment period or if the 
Company dismisses the Participant by special notice, the ESOP has the right of first refusal to
repurchase the shares and may repay the purchase price in instalments over no more than five 
years. If the ESOP elects not to exercise its right of first refusal then the non-participating
employees of the Company, the Participants and other shareholders, in that order, have the right 
to purchase the shares. 

What happens if the Participant retires or dies during the loan repayment period? 

If during the repayment period the beneficial owner of the shares retires or dies, the ESOP has 
the right of first refusal to repurchase his shares, at terms determined by the statutes. If the
ESOP does not exercise its right of first refusal, then the shares may be sold without limitation. 

Termination of the ESOP 

When can ,'-; ESOP be terminated? 

An ESOP can be terminated if: 

0 all loans have been repaid and all ESOP shares have been transferred to the 
accounts of the Participants 

* the Company cease to exist without a legal successor 
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* 	 a majority of the Participants decide to terminate the ESOP and have the consent 
of the Company and creditors. 

What is the procedure for terminating the ESOP after bank loans or instalment loans have 
been repaid? 

Within 30 days of repayment of bank or instalment loans, a meeting of the general assembly 
must be called by the Executive Body to determine termination of the ESOP and distribution of 
any residual assets held by the. ESOP. 

Taxation 

Is the ESOP subject to company tax? 

The ESOP, as a legal entity, is exempt from company tax since it does not pursue any business 
purpose. 

What are the personal income tax implications for Participants? 

* Any amount invested by a Participant to purchase shares for his individual ESOP 
account may deducted from the Participant's assessable income, up to 30% of the 
assessable income. (This is in addition to any other investments which the 
Participants may deduct from his assessable income, up to 30% of such income.) 

* Any shares allocated to the Participant's ESOP account are not subject to tax until 
the shares or the cash equivalent have been actually distributed to the Participant.
The base for taxation is the difference between the price at which the shares were 
acquired and their market value at the time of distribution. This amount will be 
added to the Participant's assessable income. 

Practical Suggestions 

What 	types of companies are prime candidates for ESOPs? 

ESOPs are only suitable for viable economic entities which are expected to be profitable in the 
future, since the profits generated by the Company will be used to repay the debt incurred in 
financing the purchase of ESOP shares. 



October 5, 1992 

TRAINING HUNGARIAN ESOP TRAINERS 
R. Schott, Coopers & Lybrand 

What followm 4 a strategy to Train Hungarian ESOP Trainers using the approach, 
organization and methodology of the U.S. model described sbove. What will 
dlstinguish this program (as compared to training company-level managers) Is the 
volume of technical Issues, diversity of participating Trainers, d;ver.lty of groups 
targeted for second-tier tralnlngjand varying Individual needs for training techniques 
and presentation skills development. 

What botk.the U.S. model and this strategy have Incommon are the following 
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ESOPs IN PRIVATIZATION: TRAINING, EDUCATION AND PROMOTION STRATEGY 

objectives: 
* "buy intothe strategic process
* learn technical Information
 
* 
 learn training methods and presentation skills 
* 	 plan individual action within the strategic plan
* 	 measure and report results 

Particlpants will find this program flexible, Interactive and highly practical for their 
Individual Soals. 

Foliov-Ing Is a summary of activities, events and materials thai should be 
considered for a complete Train the Trainers program. 

Training thie Trainers will be co ,ducted through participatory events with the aid of 
documentation on E3OPs and specialized workbook materials. Specifically, the
 
Training Plan Is made up of the following events:
 

1. 	 Train the Trainers Roundtable -- This meeting will Introduce selected trainers 
to the training strategyand enorurage feedback and contributions to the 
plannlng of the Train the Trainers Conference. 

2. 	 Train the Trainers Conference -- This event is the primary training event for
trainers and will Include technical Issues training, training methodology,
prebentation skills training,and short and long-term planning. 

Train 	theo'ralners Roundtable 

Goal 

Achieve consensus among selected Trainer representatives and the ESOP project
team on the strategic approach and methods to Train the Trainers. 

Objectives 

* 	 Introduce key trainer representatives to each other and the ESOP project 
team. 

* 	 Discuss the strategic approach to Training and gather feedback from 
partcipants. 

* 	 Present the materials and documentation (existing and in development) that
will be used as the foundation for Toolning progremsand gather feedback 
from participants. 
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ESOPs IN:PRIVATIZATION: TRAINING, EDUCATION AND PROMOTION STRATEGY 

0 Preient a preliminary synopsis of the Train the Trainers Conference-for 
reviiew and discussion. 

0 	 Soieit for presenters for Conference. 

* 	 Establish an action plan and a committee 3r planning the Conference.
 

Tasks
 

* 	 Identify ESOP Project Team members and key trainer representatives who 
williparticipate Inthe Roundtable event. 

Mr. Gydrgy Laltal has Identified 30 candidates for the Roundtable 
event who would serve as key represen etives of the various groups
and agencies Identified In the Training, Education end Promotion 
Strategy as trainers. 

* 	 Corlduct discussion and correspondence with ESOP Project Team to agree
 
on purpose, agenda, responibilities and logistics (date, location) for
 
Roundtable.
 

I to 1Y2 days 3hould be sufflcint to achieve the objectives of the 
Roundtable. 

0 	 Finglize logistics, make associated arrangements and prepare and send
 
inviations to key trainer representatives.
 

* 	 Conduct Roundtable. 

* 	 Issue Roundtable minutes and report on finalized strategy, materials and 
action plan for Train the Trainers Conference. 

Media, Matetlals and Communications 

* 	 Announcement and Invitation with Response Card 

a 	 Training, Education and Promotiok. Strategy 

* 	 Survey Report 

* 	 Preliminary Reference Catalog 

* 	 Preli;minary Training Workbook 
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ESOPs IN PRIVATIZATION: TRAINING, EDUCATION AND PROMOTION STRATEGY 

* 	 Preliminary Train the Trainers Conference Agenda 

* 	 RoUndtable minutes and report 

Sponsorm 

Sponsors {or the Roundtable may Include the new Department for Development of 
Privatization Methodology and Training, Ministry of Industry and Trade, the Share
participation Foundation or others that can provide resources and assistance 
toward this event. 

Funding should not be an obstacle to conducting this event. Participants may be 
expected tc contribute toward the reproduction of materials, meals and facility
rental 	if a.pllcable, Otherwise, participation will he on a volunteer basis and the 
RoundtabW can be conducted with little overhead. 

Train 	the Trainers Conference 

Goal 

This event is the primary training event for trainers and will Include technical Issues 
training, training methodology, presentation skills training and short and long term 
planning. 

Objective,, 

* 	 Gather trainers to one site for conference setting training. 

* 	 Fulf{ll objectives B, C and D of the Train the Trainers strategy. 

* 	 ProVide a forum for peer interaction. 

* 	 Contluct training in an expeditious and efficient fashion. 

* 	 Allow participants the flexibility to choose specific areas of concentration 
while fulfilling certain requirements of being a trainer. 

Tasks 

Identify trainers who will be Invited to participate In the Train the Trainers 
Conference event. 

Prepared ly Coopers & Lybrand 
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ESOPs IN PRIVATIZATION: TRAINING, EDUCATION AND 	PROMOTION STRATEGY 

* 	 Condduct discussion and correspondence with ESOP Project Team and
Conference Committee to agree on purpose, agenda, responsibilities and 
loglitics (date, location) for Conference. 

* Fin4ilize logistics, make associated arrangements and prepare and send 
invitations to trainers. 

Conlduct Conference. 

Media, Materials and Communications
 

a Ann ouncement and Invitation with Response Card
 

* 	 Conference Kit 

o 	 Tralining, Education and Promotion Strategy 

* 	 Survey Report 

* 	 Reference Catalog 

* 	 Training Workbook
 
- 'Resource Guide
 
- About ESOPs
 
- .How to Establish an ESOP
 

* 	 Generic Internal Market System Guide
 
- How to Design an ESOP
 
- How to Administer an ESOP
 

* 	 Generic Internal Administration System Guide 

* Genbric Employee Communications Guide 

Spor-lors 

Sponsors for the Conference may Include the new Department for Development of 
Privatization Methodology and Training, Ministry of Industry and Trade, the Share
participation Foundation or others that can provide resources and assistance 
toward thh event. 

Prepared I k/Coopers & Lybrand 19 



ESOPs IN PRIVATIZATION: TRAINING, EDUCATION AND PROMOTION STRATEGY 

ConferenCe Sessions 

The conference will be composed of a variety of technical presentations, skills 
development workshops and strategic planning sessions. Certain subjects may be 
presented -multiple times depending on attendance restrictions and to allow for a 
flexible conference agenda. Participants should be encouraged to attend all 
segments to achieve a well-rounded view of ESOP Issues and training methods. 
However, Individuals may elect.' to participate less depending on prior 
knowledge of subject matter. 

Sessions qhould be conducted In classroom style,facilitated by experts of each 
subject. Sessions should be of fixed length in a predetermined schedule. Regular 
breaks should be Included to Invigorate participants and create separation a Spo.v- for 
each new subject. 

The duration of the following topics is only suggested for discussionand will be 
refined as specific presenters prepare their outlines. 

(to be devoloped further) 

TOPIC DURATION 

Welcome ind Ip4note Address 1 hour 

Legislativqopdate % hour 

The Role of Trainers and Target Groups Ya hour 

Resources on ESOPs Ye hour 

Review ofLegislative Documents Affecting ESOPs 60 min 
Purpose of ESOPs and Understanding Equity 50 min 

Historical ond Geographical Perspective on ESOPs 50 min 

UndersterWlng the ESOP Law 50 min 

Case Reviews of ESOPs of Non-Hungarlan Companies 50 min 

Management Buyouts 50 min 

Tax and Credit Policies 50 min 
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Characteriatics of Model Enterprises for ESOPs 60 min 

How to Establish an ESOP 3 hours 

A Look at ESOP F!nancing 1 %hours 

How to Design an ESOP 50 min 

Ongoing Administration of an ESOP 50 mnn 

Role of Eftiployee Education and Communications 50 min 

Managing Change in Management/Labor Relations 50 min 

Case Reviews of ESOPs in Hungary 50 min 

Understanding the Learning Cycle 50 min 

Presentation Skills Training Workshop 3 hours 

Successfuf Training Methods 3 hours 

Defining YDur Role as a Trainer and Creating a Plan 50 min 

RESULTS
 

Astessment of the implementation of the elements In this strategy is Important for
the ongoing improvement of the ESOP project. 'Results', In the form of feedback,
statistics end formal assessments, will help determine the value of servicesprovided atid facilitate adjustments when results are less than desired. Exhaustive
evaluation, tabulation and critical analysis of results are not desired. Simple, easyto use mechanisms to quickly arrive at solutions will be most helpful In Improving
the trainin5 and education process. 
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ESOP:Tr4inin -Program'', 
Topic 	Rating Sheet 

-mostI. Pease rat each of the topics listed below frm one (1) Impo rtnt toi1ve (5)
least important. As you make your assessment, consider the comments presented at
today's Round Table Discussion, the requirements for a well rounded trainer and your 
own need to know specific information. 

2.: ::::If specific sub-topics are of particular interest tO youmark them with an stert! ( to 
signal your interest. If you have an interest in a topic not isted, write it on the line 
miarked "Other" within each Subject area. 

. After you rate the topics, indicate how much ime should be"a e1 each topic at 

the Trainers Program. This should be expressed in hours. Your total hours should 
opproXimate 24 hours, or S:..business days.,. 

4. 	 If you belleve that 4 days is too little time or Loo much time to cover tfhe topics that 
are importIant.to.LyoU, please indicate your preference in the space provided at the en'd. 

5. A second copy of this rating sheet.has enprovi1d .or yo.LU,to keeOip itv!th :y.oLurRo.un 
Table materials, 

TOPIC RATING DURATION 

PROGRAM OVERVIEW 

Welcome and Keynote Address
 
Suggested speaker
 

Legislative Update 

our:Role asa: Trainer 

Resources on ESOPs 

Other Overview Topics 

TECHNICAL SUBJECTS 

Review of Legislative Documents Affecting ESOPs 
Law about Privatization 
Labour Code 
Accounting 
Law about Participation 
The ESOP Law 
Institutional Framework 
Other 
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Background and Benefits on ESOPs
 
Purpose of ESOPs and Understanding Equity
 
Historical and Geographical Perspective on ESOPs
 
Understanding the ESOP Law
 
Case Reviews of ESOPs of Non-Hungarian Companies
 
Case Reviews of ESOPs in Hungarian Companies
 
Management Buyouts
 
Tax and Credit Policies
 
Characteristics of Model Enterprises for ESOPs
 
Other
 

How to Establish an ESOP
 
Assessing the Need for an ESOP
 
Establishing the Organizing Committee
 
Conducting the Business Valuation
 
Conducting a Feasibility Study
 
Establishing the ESOP Organization
 
Determining Internal Market Share
 
Arrange Credit
 
Renegotiating Labour Contract
 
Deciding Participation Regulations
 
Completing Contract of Sale
 
Submitting to Court of Registration
 
Other
 

How to Design an ESOP 
Model Statutes 
Repurchase Liability 
Other 

Ongoing Administration of an ESOP 
Affiliation in the ESOP 
Share Account Recordkeeping 
Asset Administration/Valuation 
Reporting to Government, Management and Participants 
Other 

Role of Employee Education and Communications 
ESOPs and their Benefits 
Establishing an ESOP and Employee Decisions 
Education and Promotion on Specific Company Plan 
Enrollment: . *'"*""":Mateialsand' Proesin 

Other
 

Managing Change in Management/Labor Relations 
Collective Agreements 
Employment Policy 
Participation Rights 
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Other 

Oher Tcn al Subjects ________________________ 

TRAINING TECHNIQUES 

Understanding the Learning Cycle 

Guidelines for Managing Change 

Presentation Skills 

Instructional Design 

Defining Your Role as a Trainer and Creating a Plan 

Mock ESOP Development Role Play 

Measuring Results 

Other Training Techniques 

Indte your..pr.erence for the lengthi o form. tof'the.Vrainers Progr .. . 

Please return this-Program Topic Aating Sheet 'to 1*"'*A*tsan Bajta'i, so .that your:: *;oiomx yb 

ponsidered in the planning of the Train the Trainers Program. 

.. ... .....
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Modcl Trainers Program 

The Model Trainers Program is presented to you as a sample of a training program that could 
be used on-site at a company that is considering or implementing an ESOP. As a model, it's 
composition is subject to the requirements of the Trainer(s) who will lead the training and the 
conditions that exist at the company. 

TARGET GROUP FOR THE MODEL TRAINERS PROGRAM: INFLUENCERS & IMPLEMENTORS 

These 	individuals, groups and associations will initiate the privatization process and the use 
of ESOPs, influence the acceptance of an ESOP and implement an ESOP program. 

* 	 State Industry Managers 

* 	 Employee Representatives 

0 	 Labor Organizations
 
- MSZOSZ - National Confederation of Hungarian Trade Unions
 
- ASZOK - Autonomous Trade Union
 
- LIGA - Democratic League of Independent Trade Unions
 
- MOSZ - National Confederation of Workers Councils
 
- ESZT - Confederation of Intellectual Employees Trade Unions
 

0 	 Associations of State Farm Managers 

• Company Councils 

0 Supervising Bodies 

GOAL 

Train and clucate influencers and implementors on general ESOP subjects and specific 
implemenzation processes which will include the information, resources and structure needed 
to evaluate the feasibility and implementation of ESOP. 

A secondary goal is to provide instruction that will inf jence decision making that will have 
impact on xhe long-term success of a company. 

OBJECTIVES 

* 	 P.'ovide resource materials and contact references. 

* 	 Present the background and benefits of ESOPs. 

* 	 Instruct participants on technical subjects that will guide them to establishing and 
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designing an ESOP. 

0 Review the requirements of administering an ESOP. 

* 	 Teach the value of employee communications in the ESOP process. 

* 	 Present issues regarding managing change and labour relations. 

DESIRED RESPONSE 

* 	 The number of enterprises and companies that will consider privatizing with the use of 
an ESOP will increase. 

* 	 The ESOP evaluation or implementior process at the enterprises and companies that
 
are currently considering or implementing an ESOP will improve.
 

0 	 Participants will make good decisions that will have impact on the long term success 
of their company. 

* 	 Participants will become resources themselves for the benefit of other organizations 
that may be considering an ESOP. 

METHOD 

* 	 The primary training vehicle is a 2-day ESOP Training Meeting. The meeting will be 
led by one or more qualified trainers on-site at specific companies. The meeting will 
be attended by the influencers or implementators (i.e., managers, employee 
representatives, etc.) of that company. 

* 	 Subsequent training or education can come from other sources that are named in the 
resource guide. The 2-day Training Meeting will provide guidance on when and how 
to contact the proper resources. 

MEDIA, MATERIALS AND COMMUNICATIONS 

• 	 Announcement Letter from SPA 
- Enterprise/Company has been identified as ESOP candidate
 
- Express the benefits of ESOPs
 
- Describe 2-day Company Training Program
 
-	 Explain the education resoures on ESOPs 

* 	 ESOP Reference Guide 
- Catalogue of general ESOP information 
- Summaries and Extracts of Key Legislative Documents 
- Resource and Contact Index 

'A 
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Institutional Framework
 
Tax and Credit Policies
 

Training Workbook
 
- About ESOPs
 
- How to Establish an ESOP
 
- Generic Internal Market System Guide
 
- How to Design an ESOP
 
- Generic Internal Administration System Guide
 
- Generic Employee Communications Guide
 
- Management/Labor Relations Guide
 

* Overheads/slides to support Training Workbook 

* Meeting Assessment Questionnaire 

MEETING TOPICS 

The company Training Me .tings will be composed of a variety of technical presentations 
much like the Train the Tra'ners Program. The significant difference being that the Company 
Training Meeting should be tailored to the specific conditions in which the company exists. 

Sessions should be conducted in classroom style facilitated by a qualified trainer(s) on each 
subject. Sessions should be of fixed length in a predetermined schedule. Regular breaks 
should be included to invigorate participants and create separation from each new subject. 

A recommended agenda is provided here to be used as the foundation from which the trainer 
develops his own instructional plan. 

It is recommended that the trainer be thoroughly informed about the conditions that exist in 
a company, the status of any privatization or ESOP initiatives, the relationship of 
management to employees, the relative value of the company in its industry/market area, the 
financial health of the company/industry, etc. This step is necessary to design an 
appropriate meeting plan tailored to the situation. It is anticipated that each company will 
require more or less of the each specific subject suggested here. 

Model Trainers Program Agenda 

Day 1 

PROGRAM OVERVIEW 9.00- 10.00 
Welcome and Review of Agenda 
Legislative Update 
Resources on ESOPs 
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BREAK 10.00 - 10.10 

TECHNICAL SUBJECTS 

Background and Benefits on ESOPs 
Purpose of ESOPs and Understanding Equity 
Historical and Geographical Perspective on ESOPs 
Understanding the ESOP Law 
Case Reviews of ESOPs of Non-Hungarian Companies 
Case Reviews of ESOPs in Hungarian Companies 
Management Buyouts 
Tax and Credit Policies 
Characteristics of Model Enterprises for ESOPs 

10.10 - 12.00 

LUNCH (includes time to respond to business needs) 12.00 - 13.00 

How to Establish an ESOP 
Assessing the Need for an ESOP 
Establishing the Organizing Committee 
Conducting the Business Valuation 
Conducting a Feasibility Study 
Establishing the ESOP Organization 
Determining Internal Market Share 

13.00 - 17.00 

BREAK 15.00 - 15.15 

Arrange Credit 
Renegotiating Labour Contract 
Deciding Participation Regulations 
Completing Contract of Sale 
Submitting to Court of Registration 

BREAK (time to respond to business needs) 
DINNER (opportunity to review progress and answer questions) 

17.00 
17.45 

- 17.45 
-

Day 2 

Recap of Day 1 9.00-9.15 

How to Design an ESOP 
Model Statutes 
Repurchase Liability 

9.15-10.15 

BREAK 10.15 - 10.30 

Ongoing Administration of an ESOP 
Affiliation in the ESOP 

10.30 - 12.00 
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Share Account Recordkeeping 
Asset Administration/Valuation 
Reporting to Government, Management and Participants 

LUNCH (includes time to respond to business needs) 12.00 - 13.00 

Role of Employee Education and Communications 
ESOPs and their Benefits 
Establishing an ESOP and Employee Decisions 
Education and Promotion on Specific Company Plan 
Enrollment and Processing Materials 
Ongoing Information Needs 

13.00 - 14.20 

BREAK 14.20- 14.30 

Managing Change in Management/Labor Relations 
Collective Agreements 
Employment Policy 
Participation Rights 

14.30 - 15.30 

Determining Next Steps and Review of Resource Guide 15.30 - 16.00 

Concluding Comments 16.00 - 16.15 



Round Table Discussion 

Goal 

Provide an open forum among selected Trainer representatives and the ESOP 
Project Team to review and discuss ESOP Training issues as they relate to the 
finalization and implementation of the Train the Trainers segment of the ESOP 
Training Strategy. 

Topic 

The topics of discussion at the Round Table are the ESOP Training Strategy, the 
Materials to support training and the Train the Trainers Conference. 

Objectives 

* 	 Discuss the strategic approach to ESOP Training. 

* 	 Present the preliminary synopsis of the Train the Trainers Conference. 

* 	 Present the materials and documentation (existing and in development)
 
that will be used as the foundation for Training programs.
 

" 	 Conduct an open forum to exchange opinions and gather feedback on the 
items noted above. 

" 	 Allow participants to give form to the level and breadth of training that
 
they require.
 

* 	 Establish an action plan and a committee for planning the Conference. 

* 	 Introduce key trainer representatives to each other and the ESOP project 
team. 

Desired Results 

• 	 Attendees will participate in the discussions by offering opinions, asking 
questions, offering helpful information and contributing to the direction of 
the Round Table and the official training program. 

• 	 Attendees will carefully review all materials provided and topics discussed 
and provide additional comments back to by 

for consideration in developing the official training program. 

* 	 Attendees will complete and submit the Round Table Assessment at the 
close of the meeting to help the planners evaluate the success of the 
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event. 

* 	 Planners will issue Round Table minutes and report on finalized strategy 
and materials and action plan for Train the Trainers Conference. 

" 	 Trainers will define their role in the overall training strategy and indicate 
this by their actions in participation with the planning of the Trainer's 
Conference, other future training activity enrollments and actual training 
engagements. 

" 	 Planners will have sufficient information and support to proceed with 
implementing the Train the. Trainers Proro and preparing final materials 
for training. 
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TRAINING, EDUCATION AND PROMOTION STRATEGY 

Informed leaders and decision makers, educated participants and a knowledgeable public will
 
greatly enhance the implementation of Employee Share Ownership Programs in the
 
privatization of state enterprises in Hungary. This Training, Education and Promotion
 
Strategy provides the framework for presenting critical information in an organized and
 
focused manner to these 3pecific audiences.
 

PROJECT GOAL 

The goal of The Strategy iF to provide the Hungarian Government a guide on how to train
 
leaders, educate decision makers and promote to the general public on Employee Ownership
 
in the privatization process of state enterprises.
 

Objectives
 

The Strategy will serve the following objectives of the Hungarian Government:
 

* 	 Understand the methods and materials required to train, educate and promote ESOPs
 
zo various audiences affected by privatization and the ESOP Law.
 

* 	 Possess a plan for implementing training, education and promotion that is based on a
 
need-to-know basis.
 

* 	 Provide an outline of resource requirements and understand the range of resources
 
currently available for implementing The Strategy.
 

* 	 Provide guidance on the planning of events and development of materials. 

TASKS 

The Strategy will be constructed based on the following set of tasks: 

* 	 Define the critical subjects and key messages of each subject related to Hungarian 
ESOPs. 

* 	 Segment the Hungarian population into training, education and promotion target 
groups who will be affected by or involved with ESOPs in the privatization process. 
- Describe the role of each target group 

* 	 Define the training, education and promotion goal and objectives for each target 
group. 

* 	 Develop a strategy to achieve the goal and objectives of each each target group. 
Define the elements of the each target groups' strategy. 

1 
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Define the goal and objectives for each strategic element.
 
Specify the critical subjects of each strategy element.
 
List the tasks and responsibilities associated with conducting each strategic
 
element.
 
Specify the resources (media, materials, communications, etc.) required to fulfill
 
each target group's strategy.
 

" 	 Prepare a master schedule of all strategic elements for all target groups. 

" 	 Dev lop an outline for a resource guide of experts, agencies, materials, etc. 

* 	 Specify feedback devices to assess the results of training,' education and promotion 
activity. 

" 	 Assemble The Strategy document. 



KEY MESSAGES AND SUBJECTS 

The Key Messages and Subjects section provides a comprehensive outline of ESOP issues 
required to support the implementation of The Strategy. Provided the knowledge on each of 
these 	subjects, an individual would have a comprehensive view of Employee Ownership in 
Hungary. Since few individuals will have the ability or the need to learn all of this subject 
matter, this section will be used as a reference for the tailoring of subject matter for certain 
audiences. These subjects will be presented, packaged and delivered as described in the 
specific strategy for each target group. 

TARGET GROUPS 

The entire Hungarian population is impacted by privatization in some degree and will 
generally be impacted by the ESOP Law that shapes the future of privatization. 
The appropriate target groups for training, education and promotion are those that must learn 
about particular aspects of ESOPs as it applies to their own environement. Given the 
appropriate level of information, each group can assess the impact on their environment, 
formulate positions on the feasibility of ESOPs and, where suitable, commit to action for 
ESOP implementation. Following are key target groups and the primary role of each: 

* 	 Trainers - These selected individuals will be education generalists on all ESOP issues or 
education specialists on specific ESOP issues. According to their backpround and 
position they will perform education and training for specific Target Groups and serve 
as national resources for broad based education and information. 

* 	 Promoters - Individuals and groups in this category will help spread the word about 
ESOPs and actively seek out groups that are ready I willing to consider privatization 
through ESOPs. 

* 	 Government Administrators - These agencies will administer the requirements of the 
ESOP Law. 

* 	 Creditors - These institutions will provide financing to ESOP Organizations and 
financing guidance to groups interested in ESOPs as part of the privatization process. 

* 	 Influencers & Implementors - These individuals, groups and associations will be the 
initiators of privatization, the influencers for the acceptance of ESOPs and the 
implementors of ESOP programs. 

* 	 Rank and File Employees - Employees (hereafter referring to employees/managers as 
appropriate) are the beneficiaries of ESOPs and as such will need to be informed of the 
opportunities and pitfalls to help tehm make educated decisions. 

* 	 General Public - This population, made up of the employee's peers, friends, family and 
associates, will exercise influeni:t on the employee who is presented with ESOP 
opportunities. 



The remaining portion of this Training Strategy examines each target group against the goal 
and objectives set forth above. 

'1~
 



Round Table Discussion
 
Notes
 

Use this sheet to note your questions and comments about the material being presented 

- 14.45) the floor will be open for 
today. During the Open Discussion segment (from 13.00 

Igeneral discussion related to the objectives of the Round Table noted earlier. 

Please realize that the purpose of the Round Table is to strategize the Training needs of the 

Lengthy technical discussions on the issues surrounding each of the papers 
participants. What is
 
being presented will be reserved for the actual Train the Trainers Program. 


important is that you comment on Jw the technical information has been prepared and
 

presented in order that you are best able to retain the information for future use.
 

Please note, a few minutes will be reserved at the end of each lecture to give clarification to 

important points that you may need in making your evaluation valid. 

Mr. Robert Schott 

Dr. Itil Asmon 

Dr. Gyorgy Lajtai 

Dr. Janos Szantai 

Dr. Janos Lukacs 
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Please give your opinion on the Round Table Discussion by answering the following questions. 
It will be greatly appreciated if you return your assessment to Istvan Bajtai prior to your 
departure from the meeting room. 

RESPONSE 	 COMMENTS 

Indicate whether you are a member of the ESOP project team or an invited participant. 
ESOP project team member 
Invited Participant 

What 	level of detail did the Round Table provide you on: 

ESOP 	Training Topics?
 
More than expected
 
As expected
 
Less than expected
 

Train the Trainers Program?
 
More than expected
 
As expected
 
Less than expected
 

Did the exchange of opinions at the Round Table meet your expectations?
 
More than expected
 
As expected
 
Less than expected
 

Did the Round Table meet the stated objectives?
 
Yes
 
Moderately
 
No 

Has the Round Table Discussion influenced how you view your role as an ESOP Trainer or 
Resource?
 

Yes
 
Moderately
 
No 

What 	role will you perform upon completion of formal ESOP training? 

Are you are interested in participating on the Train the Trainers Program Planning 
Committee? 

Yes, complete the attached information sheet. 
No 

Prepared by Coopers & Lybrand 21 
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Train the Trainers Program
 
Planning Committee
 

Thank you for your interest in participating in the planning of the Train the Trainers Program.
Please provide the information requested below so that you may be contacted for further 
instructions. 

Name: 

Title/Position: 

Organization: 

Work Address: 

Telephone 

Fax 

Express how you can best contribute to the planning of the Train the Trainers Program. 

repared by Coopers & Lybrand 22 
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Train the Trainers Program:
 
Synopsis
 

(Preliminary)
 

The Synopsis for the Train the Trainers Program is to be used4 in coordination with 
the Round Table Discussion on ESOP training. A final approach and action plan for 
the Program will be developed following the collection of opinions and feedback on 
this synopsis presented today. 

Goal 

The goal of the Train the Trainers Program is to teach those attending, identified 
hereafter as "Trainers", the subjects on ESOPs and also training methodologies 
that will qualify them to teach others who have a need to know about ESOPs. 

A secondary goal is to provide an education forum for others who have a need to 
know about ESOPs as ESOPs impact their line of work; but who will not directly be 
responsible for training others. 

Objectives 

* 	 Increase the number of individuals who are qualified to serve as ESOP 
trainers in the broadest sense and the number of individuals who have a 
need to know about specific ESOP subjects because of the impact of ESOPs 
on their line of work. 

* 	 Gather trainers at one site for conference training to encourage peer
 
interaction, exchange of ideas and motivation.
 

0 	 Present the technical subjects related to' ESOPs. 

* 	 Provide training techniques education. 

• 	 Guide participants in defining their individual roles within the overall ESOP 
education and training strategy. 

* 	 Allow participants the flexibility to choose specific areas of concentration 
while fulfilling certain requirements of being a trainer. 

Present a model training agenda for conducting a 2-day conference with 
individual companies. 

Desired Results 

Prepared by Coopers & Lybrand 
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" 	 Attendees will use the Program experience and materials to offer ESOP 
training services to others, particularly individuals or groups from state 
enterprises or companies who are interested in or are already participating in 
the transformation to private ownership with the use of ESOPs. 

* 	 Attendees will complete and submit the Program Assessment at the close of 
the meeting to help the planners evaluate the success of the event and 
implement changes for future events or reprints of materials. 

* 	 Planners will determine what additional events of this nature, if any, should 

be planned.
 

Tasks
 

* 	 Assimilate Round Table Discussion results into planning of Program. 

0 	 Conduct discussion and correspondence with ESOP Project Team and 
Program Committee to agree on purpose, agenda, responsibilities and 
logistics (date, location) for Program. 

* 	 Identify sponsors and define funding mechanisms. 

o 	 Finalize agenda and solicit presenters to participate. 

• 	 Finalize training materials. 

• Identify trainers and others who will be invited to participate. 

0 Finalize logistics, make associated arrangements and prepare and send 
invitations to trainers.
 

0 Print training materials.
 

• 	 Conduct Program. 

* Measure Results.
 

MEDIA, MATERIALS AND COMMUNICATIONS
 

" Announcement and Invitation with Response Card
 

* 	 Prografii Kit 

* 	 Survey Results 

Prepared by Coopers & Lybrand 	 '5 
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* 	 Training, Education and Promotion Strategy 

* 	 ESOP Reference Guide
 
Catalogue of all ESOP information
 
Summary of Key Legislative Documents
 

" 	 Papers to Understand Background and Benefits of ESOPs 

* 	 Steps to Establishing an ESOP
 
- Generic Internal Market System Guide
 

• 	 How to Design an ESOP 

• 	 How to Administer an ESOP 

• 	 Generic Employee Communications Guide 

* 	 Managing Change in Management/Labor Relations 

* 	 Program Assessment Questionnaire 

• Press Kit 

Program Topics 

The Trainers Program will be composed of a variety of technical presentations, 
skills development workshops and strategic planning sessions. Certain subjects 
may be presented multiple times depending on attendance restrictions. 
Participants should be encouraged to attend all segments to achieve a well rounded 
view of ESOP issues and training methods. However, individuals may elect to 
participate less depending on prior knowledge of subject matter or based on the 
need to know. 

The Program will open with a general meeting to provide an overview of the goals 
of the Program and to provide other important information. 

Then, breakout sessions of each topic should be conducted in classroom style by 
experts of each topic. Sessions should be of fixed length in a predetermined 
schedule. Regular breaks should be included to invigorate participants and create 
separation from each new subject. The overall Program is expected to span 3 
business days. 

The topics that are considered important for inclusion in the Trainers Program are 
listed below. These topics were identified through a long strategic planning 

Prepared by Coopers & Lybrand 	 ,6 
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process begun earlier this year. Each of the topics is currently or is expected to be 
supported with documentation, papers or guidebooks that will be incorporated in 
the Training Program. You have received some of these papers for review already. 

Your comments on the composition of the Program are very important at this time. 
The value that you place on e3ch of these topics will help the Program planners 
develop a schedule that best meets your needs and the needs of the ESOP project. 

Prepared by Coopers & Lybrand 7 
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Role ofEmployee Omershp inPfivat lizoon 

What Role Should Employee Ownership PlayIn Russian and Eastern European Privatization?Some Lessons From the U.S. Experience
 
Joseph Blasi, Rutgeuniversity
 

The following is an adaptationof apaperpresentedata confer.ence on employee ownership at the Gorbachev Foundation in
 
Moscow,July 1992 
 . 

Introduction 
What role should employee ownership pray in Russian and

Eastern European pdvatlzation? This is a question that is
being hotly debated in'formerly communist nations and amongadvisors, institutions, and governments who want to be suppor
tive of the movement towards economic referm (such as the
World Bank and tle U.S. government). Are there an! hard
facts about employee ownership that provide some objectiveguidance on this question? The Durnose of this paper is to 
review the available facts.': 

The Importance of the U.S Experience
It is risky for R:s-ia and Eastern Europe to experiment

with an idea that has not b'een tried and tested in a large capi
talist economy. Only to the extent we can find that significant
employee ownership is workin, effectiv,-ly in another large
capitalist economy, can we justify its adoption in formerly
communist countries. One important reason ti' look to theU.S. exampl6 is that the U.S. currently has more exerience 
with employee ownership than any other capitall't country. 
Another reason to consider the U.S. experience is that researchers have a cumprehensive picture of employee cwner
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snip in the U.S., and the economicperformance of firms with 
empluyee ownership in the U.S. has been closely measured and 
tested. 

Stock exchange companies in the U.S with significant
employee ownership make up a major part of the U.S. econo-
m. My remnt borok coauthored with Douglas Kruse, The New 
Owners: The *IassEmergenceofEmployee 0Ywnership in Public 
Companiesand What itMeans to AmericanBusiness (July 1992)
introduced the 2Z;loyee Ownership 1000, the thousand lar-
gest stock exchange companies with significant employee
ownership. Many of these companies are well-known in the 
U.S., and together they acccumt for 29% of the total market 
value, 28% of the sales, and 20% of the employment of all 
stock-exchange companies, 

Employee ownership has a long and distinguished history in 
the U.S. and in American capitalism. Until the beginning of 
this century, American employment was largely dominated by
agriculture, which was and continues to be predominantly
ocganized .-to family farms, where employees are mainly the 
owners themselves or members of the owners' families. Many
observers agree that the individual property ownership and 
cGntrol of these farms has been a significant factor in the 
tremendous productivity of American agriculture. Surely, itwas the terrible performance of state owned and controlled 
agriculture!, as compared - family farming with private owner-
ship, that raised many doubts about communist economic 
systems. 

Additionally, the U.S. has had a strong tradition of small 
businesses with few employees that are either family-owned
and run, or owned and run by a small number of partner. 
Retail shops of ,alkinds, from grocery stores to barber shops tomechanics' shops have continued to be largely owner owned 
and onerated. In recent years, there is widence that these 
small companies with less than 100 employees create most of 
the Dew jobs in the U.S. economy. This is a sector with tre
mendous amounts of employee ownership. Alsv, much of pro
fessional employment in the U.S. is organized with substantial 
employee ownership. A large percentage of lawyers, medical 
doctors, psychologists, social workers, accountanits, and profes
sional consultants are organized into small offices izat are 
owner-operated or partnerships that are largely owner
operated and staffed. 

Only with the rise of the industrial revolution in the U.S. at 
the beginning of this century did the amount of non-owner
employees and businesses without significant employee owner
ship and involvement begin to grow. As large- and medium
sized industrial and service enterprises developed in the U.S. 
from 1920 through 1960, millio-s and millions of employees 
were turned into wage laborers without any significant owner
ship interest in businesses. 

This growth of ownership without direct control was a 
source of debate throughout this period. For example, Profes
sors Adolph Berle and Gardiner Means in their famous book, 
The CorporationandPriv,-teProperty,said that when stock-ex
change companies had their shareholders spread all over the 
country with little management ownership, non-owner-manag
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ers tended to control the company more than the owner-share-
holders, and there was a conflict of interest between the 
managers and the shareholders, 

Some U.S. corporations developed programs to sell stock to 
their employees in the fifties and sixties, but clearly, employ ee 
ownership reached its lowest point in U.S. '-story around the 
beginning of 1970. In 1975, employee ownership in stock-
exchange companies and smaller- and medium-sized firms 
begin to r.pidly grow in the U.S., for several reasons: 

- Tee U.S. government provided tax incentivies to encourage 
companies to develop employee ownership as a way to 
create a unity of interest between those who owned busi-
nesses and the employees and managers who now became 
owners. (Blasi, 1988, pp. '-31). 

- The idea of employee ownership became more popular as a 
way to compensate employees and involve employees 
financially in the company. Many companies decided that 
they ;ould use innovative means of financing such as lever-
ag-l bwyouts to rapidly increase the amount of employee 
ownership. Using this popular leveraged-ESOP technique, 
firms bonow money, use the money to purchase stock for 
managers and employees, get a tax incentives from the 
government when the firms repay the lan, and then repay 
the loan out of ongoing profits. Also, many companies and 
managers decided that in a competitive business environ-
ment, they needed to tie some part of the em'ployees' wages 
and benefits directly to the stock price peaiormance of the 
c-mpay. We have provided extensive evidence of how 

wages and benefit:; of many major American corporationg 
we.re restructured during the 1980s to use employee owned 
stock as the preferred method of compensation. (Blasi and 
Kruse, 1992, chaptem I and 2). 

The boards of directors, managers, and employees of many 
companies became concerned tha' their companies were 
threatened with takeovers by "corporate raiders" who 
wanted to break up companies and make quick profits 
rathe: than investing in the development of corporations 
and their assets. In many companies, both on stock ex
changes and in local communities dependent on the em
ployment of a single firm, managers aiud employeis found 
ways to prirchase larg3e amounts of the company's stock so 
that they would have a voice in any sale. (Blasi and Kruse, 
1992, chapter 3, pp. 139-210). 

The result of the last 20 years of rapid growth in employee 
ownership in the U.S. is that there are about 10,000 companies 
with significant emplcyee ownership in the U.S. with about 11 
million employees and $150 billion in employee owned stock. 
One thousand of these companies are publicly traded corpora
tions whose stock is F1 'ed on one of the three major stock 
exchanges. These public companies have 4.3 million em
ployee owners with about $30 billion in employee owned 
stock. The other £ "00 empliyee ownership companies are 
closely held, which means that their stock is not traded on a 
stock market, and in the U.S., there is usually only a small 
number of owners who know each other personally. These 
9,000 companies have 6.5 million employee owners and about 
$20 billion in employee owned stock. Therefore, stock ex
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change companies account for 10% of employee ownership
companies, 40% of employee owners, and 87% of market value 
of employee owned stock in the U.S. Smaller- and medium-
sized closely held businesses acennt for 90% of employee 
ownership companies, 60% of employee owners, but only 13% 
of the market value of employee owned stock in the United 
States. 

I will use the U.S. experience to answer the following ques-
tions: (1) How much employee ownership should a market 
economy have? (2) Is employee ownership good for business? 

How Much Employee OwnershipShould a Market Economy Have? 

The Answer: Basedon curwm employee ownership in the U.S, its 
growth trends, the ownership ofstock by management employees,
the experienceof welt-known companies,andthe experienceof 
medium-sizedfirms, 30%-40% could be viewed as aworkable 
targetfor employee ownership in RussiaandEasternEurope 

Which are the companies that have lots of employee 
ownership in the U.S. and how much do they have? What are 
the trends in employee ownership in the last 15 years and in 
which directions are the trends going? What is the experience 
of well-known companies different percentages of employee 
ownership? 

There are millions of companies in the U.S., but the 7,000 

corporations whose stock is traded on the country's three major
stock exchanges - the New York Stock Exchange, the Amer.

can Stock Exchange, and the Over the Counter Market - clear
ly dominate the economy. They account for almost 60% of the 
total market value, total sales of business, and total employ
ment of all U.S. businesses, and are the flagships of the 
econ- uy. To find out the level of employee ownership in these 
companies, we examined their most rezent reports to the main 
U.S. government agency supervising stock exchange compa
nies, the U.S. Securities and Exchange Commission, and wesearched over 25 electronic databases. We were searching for 
companies that had significant broad-basedemployee owner
ship, by which we mean that the ownership included a troad 
range of rank-and-file employees. 

We found that 1,000 of these 7,000 companies have significant broad-based employee ownership. We call these 1,000 
companies the Employee Ownership 1000. (The complete list 
can be found in Appendix A cf The New Owners on p. 257). 
The average level of employee ownership in these companies 
was 12%. 

This 12% number, however, is simply a minimum estimate 

of how much employee ownership there is in the U.S economy 
right now. The 12% number, as I will argue below, does not 
include employee ownership in U.S. companies from several 
sources or take into account current trends or the promiuence 
and number of companies with much higher levels of employee 
ownership. The 12% number does not tell us what is desirable
in a market eco~nomy. 
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1000 have between 10% and 20% employee ownership while
13.5% of the companieshaveover25% employee ownership. 

The Size ofEmployee Shareholding 

AverageU SI
Aoeriag 12. 17-14% 13.29% 11.78% 

iian on 98% 11% 93.2% 91.8% 

Median 
 9.8% 9.7% 98% 9. 

Percent of Companies with Holdings:

Less than 10% 
 52.3% 

L0tan% 
 342%10%-20% 34.2% 

Greaterthan 20% 	 13.5% 

Thus, choosing 12% as the figure representing the optimal
employee ownership in the U.S is very misleading. A simple 
average does not suggest what is feasible or optimum. 

Second, thefigure of 12% does not take itoaicco t trends,and indeed the trend in the U.S. is towards rapidly increasing
employee ownership. It is a mere average. Please remember
that the U.S. started moving towards employee ownership only
15 years ago, with the establishment of federal legislation on 
E-SOPs (employee stock ownership plans). In these 15 years, 

both the number of companies with significant employeeownership and the number of companies with over 20%
employee ownership has increased tremendously. As noted in 

The New Owners: 

In 1974, only 13 public companies reported that em
ployee benefit plans were their largest stockholders, and
only one plan, Sears, Roebuck & Co.'s profit sharingplan, attained 20% ownership. Five others - Ford, U.S. 
Steel, Textron, McDonnell-Douglas, and Burlington
Industries -- averaged 12%. It is probable that the 

employee ownership in these companies increased by
fourfold. But the extent of emplcjyee ownership was notnotable. Twenty percent owne.-ship was surpassed in
just six companies. This has naw radically changed...
Over 20 times more companies are more that 20%employee held. 

This proves that in the last 20 years both the absolute amount 
of employee ownership and the percentage of companies in the 
U.S. 	 with over 20% employee ownership is rapidly increasing. 

Since the development of the nationwide database on 
which The New Owners is based, Rutgers University has con

tinued to monitor the development of employee ownership instock-exchange companies. This new research confirms thetrend: more and more public companies are continuing toestablish employee ownership and more and more publiccompanies are establishing more than 20% employee ownership. Indeed, by telescoping our data, we have predicted, even 
by conservative esfimates, that by the year 2000 a quarter of all 
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stock-exchange companies in the U.S. will be more than 15% 
owned by their rank-and-file employees, 

Third,these dtwva do not generallyincludesharesofstock 
boughtJirectlyby workerswith cashthroughbrokersorcompanysl;nsoredemployee stockpurchaseplans,andtheevidence j;
thatthis kind ofemployee owner'hip is widespreadandgrowing,
The reason the figures do not include this kind of employee
ownership is that no U.S. government agency requires compa-
nies to report it. A study by the major employee benefits firm 
Hewitt Associates found that 40% of Fortune 1000 companies
had such plans. One 1988 New York Stock Exchange study
indicates that generally this amounts to less than 5% employee
ownership in most companies (Blasi, 1988, pp. 13-14). Even so,
in many companies this may be a substantial additional slice of 
emplzoyee ownership that many casual observers of the em-
ployee ownership scene overlock, 

There are, however, some indications that this direct 
employee stock ownership is even more widespread. In 1990, 
the New York Stock Exchange released a study that indicated
that 34.7% of all new adult sharehclders in the U.S. entered 
the stock market through an employee stock purchase plan at 
their company, while 32.1% of all current adult shareholders in 
the U.S. became shareholders through a company employee
ownership plan (New York Stf,zk Exchange, 1990, pp. 20-24).
This is startling information, since only about 34% of existing 
and new shareholders in the entire stock market entered the 
market through stnck brokers. [n other words, direct employeeownership plk.is in U.S. corporations that are traded on the 
stock market account for as much entry to the market as stock 

brokers and dealers. The New York Stock Exchange study 
reports a rapid increase in employee stock ownership purchase 
through company plans since 1985 ar.d drastic decrease inshareowner purchases through broker and dealers. 

Fourth,the 12% numberalsodoes not includeownershipby 
managers,which is sizable in a numberof companies.By
managers we mean the -ntire junior and senior management 
group, from division heads to the chairpersons ofthe board,
including directors. This ownz.rship is typically made available 
through special stock option programs or stock as a component
of annual compensation. In the last ten years, many leveraged
Tniyout firms, such as Koblberg Kravis and Roberts and Kohl
berg & Company, have come to the conclusion that significant
management employee ownership is necessary in firms to align
their interests with those of shareholders. A recezit study of 
management stock ownership indicates that managers own 
10% or more in over a third of the corporations traded onstock exchanges in the United States. (Blasi, 1992). The aver
age management stock ownership is about 11%. 

The result of this analysis is that the U.S. experience and 
trends would suggest that initially 30% employee ownership
would be a conservative minimumsartingpointas an estimate 
of total combined rank-and-file and management employee
ownership stake if one were to accurately describe the level of 
employee ownership in the U.S today or that will likely result 
from current trends. 

Another thing that suggests that more employee ownership
is acceptable in the U.S. is the experience of smaller and 
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medium companies whose stock is rct #aded on exchanges.
According to a U.S. General Accounting Office study, 44% of 
companies in this group had 25-100% employee ownership-
These figtares also exclude significant management ownership
stakes th't may be sizable in these busiirsses. 

Probably tie best evidence that sizable employee owner-
ship is acceptable in the U.S. economy is the number of suc-cessful, ongoing, well-known companies that have moved in the 
!ast 15 years towards more than 20% employee ownership.
For example, the 35 well-known companies listed below all
have substantial employee ownership. These are all major
companies -- the total sales of some of these companies is
equal to a large percentage of the total sales of many central 
European countries. (Blasi and Kruse, 1991, pp. 14-20) 

Morgan Stanley, the investment bank and securities firm - 57%
Proctor& Gamble,the consumer ijrodacts company - 25% 
McDonnell)o:iglav, the aerospace manufacturer - 33% 
Rckellig, tio the aerospace firm - 41% 
Coming, the gla s maker - 22% 
Avis,the car rental company - 51% 

Weirton Steei, the swiel c~mpany - 73%McComick, the major spice maker  26% 
HemnanMier.the office furniture manufacturer - 35% 
Grumman,the aerospace Zrm - -43%OregonSteel P'ills,the steel company - 4'7% 
Avondale, the shipbuilder - 44% 
mpeleHrol , the sgac producer - 22% 

E-Systens, the defens contractor 22%-
Ashland Oil, the o2l and refining company - 23% 

Oin,the elevator maker- 24%
 
Olin, the tr er -24%MerrillLynch, the securities firm, stockbroker, and inv~estmentbank - 25%
 
Kroger,the supermarket chain - 35%
 
LC Penny, the retail stor chain- 25%
 

Lowe's, the hardware store chain - 25%Alex Brown, the securities firm, stockbroker, 9nd investment 
bank - 42%
 
Allied Group, the insurance company - 37%
 
MixhaeBaker,the engineering consulting firm-
 33% 
Cmnd FreitLn&,the trucking firm - 46% 
Century Telephone, the telephone company- 40% 
CommonwealthEneW Systems, an energy firm 20% 
Craftmatic,the furniture maker  30% 
Delchamps,the supermarket chain- 25% 

LouisianaGeneralServices, the public utility -29%Lockheed, the aerospace company - 20% 
Phi/lipsPetroleum,a major oil producer - 24% 
Piper Jaffray, the brokerage and securities firm - 47% 
STVEngineers,a major engineering consulting firm  47% 
Tyson Foods,a major chicken producer - 25% 
Yellow FreightSystem, a major trucking firm - 24% 

Of these firms, the average employee ownership is 40%, which 
does not include management ownership. 

Thus, in light of all this evidence, employee ownership in
the range of 30-40% seems tobe "reality-tested" in the U.S. 
economy and so could be viewed as a workable target for em
ployee ownership in Russia and Eastern Europe. 
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Sme writers have argued that employee ownership in on a fuller picture of employee ownership in the U.S. andprivatization plans should be kept in the very low range. They research on its performance.
have implied the proper target should be less than 15%. In anarticle written for the Brookings Institution (Sachs and Upton, The recent book, The New Owners,for the first time gives a1990, p. 301), the authors present this view: comprehensive picture of employee ownership in the leading 

corporations of America on the three stock exchanges.In the U.S., the E-SOP tends to pr&,%note a modest extent Employee ownership in large, prominent companies in the U.S.of worker ownership, almost always below the 20% spread rapidly in the late eighties. This complete census ofthreshold envisioned by the Polish authorities.... there employee ownership in the U.S. stock market was made inare fewer that 50 industrial firms in the U.S. employing early 1991, when a variety of observers, including the Brookmore than 1)500 w-rkers in which employees own more ings writers above, reached some very strong conclusions,than 25% of the shares. "here are still fewer in which without access to this information.
the workers own a majority stake in the ento.rprise.
These firms account only for a tiny proportion of the
indlustrial !,'.r force. 

We can now revise some of the tentative conclusions that
have been made about employee ownership based on this 
more recent data:A foo ote of this article continves: 

Blasi (1988) ...reports the proportion of Fortune 500 One conclusion about employee ownership is that ESOPs 
companies owned by internal employee funds (ESOPs, 

tead to promote only a modest extent of employee owner
retirement funds, savingS3 funds, stock purchase plans, 

ship. As noted above, this is not the full picture. Most 
employee ownership in the U.S. is not in ESOPs. The Newand so on). There is no case in which an ESOP plan

contains as much as 15% of the shares of the firm, and 
Ownersshows that about 30% of employee ownership is in 
ESOPs, about 20% in employee share purchase plans, andonly seven firms of the Fortune 500 have an internal about 50% in non-ESOP employee benefit plans such asstock fund of any kind that contains more than 20% of 401(k) plans. Whether one examines the stock market as athe .hares. 
who!- or high profile companies with significant employee 

When this article was written and as the discussions about ownership or evidence of supplemental employee ownership through management stakes and direct purchase ofprivatization in Eastern European countries started, this shares by employees or the direction of the trends, oneindeed seemed to be an ant description of U.S. employee comes to one clear conclusion: employee ownership in theownership. But these stateineuts must now be updated based., U.S. is not modest but is moving towards the 30-40% range 
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in many well-known companies. We found, for example,
that stock-exchange companies with significant employee 
ownership account for 29% of the total market value, 28% 
of the total sales, and 20% of the total jobs in the U.S. 
stock-exchange companies. (Blasi and Kruse, 1992, p. 9) 

- Another view says employee ownership is almost always
below the 20% threshold envisioned by Polish authorities,
The new data has to bc considered. We have shown that 
the number of companies with 20% or more employee
ownership has continued to increase and includes many
well-known companies. Employee ownershio at this level 
would be quite common indeed if managerial employee
ownership were taken into account. And, employee owner-
ship much in excess of 20% is very common in smaller and 
medium-sized companies. 

- In the late eighties it seemed that there was no case in 
which a Fortune 500 firm had as much as 15% employee
ownership and only seven where the stake exceeds 20%. 
That conclusion waz based or.old evidence. Today it is 
clear that there are over 60 Fortune 500 Industrial and 
Fortune 500 Service firms with employee ownership of 
more than 15% and more than 35 companies where the 
stake exceeds 20%. (Blasi and Kruse, 1991, pp. 14-20) We 
are currently in the process of updating these figures, and 
we expect to find an increase in the number of companies 
with high employee stakes. Again, these employee owner-
ship figures do not include ownership by managers and 
direct employee share purchases. 

The Brookings piece is quite correct on one key point:
employee ownership of a majority of shares is not very preva
lent. American boosters of ES3Ps often mislead foreign
governments on this point. Of stock-exchange companies,
only a handful -- less than 3% - have more than 51% em
ployee ownership, Yet even so .ro) oyee shareholding control 
may be important. One should also look at the issue of control 
in terms of whether employees have the argeststake. In The 
New Owners, we have shown that in 41% of th, stock-exchange 
companies with significant employee ownership, the employee
shareholdings are the dominant shareholder. Among smaller
and medium-sized firms not traded on stock exchanges, about 
20% of the firms are majority employee owned, while a sizable 
number have the employees as the dominant shareholder. 
Thus, there is a lot of evidence that employee owners may be 
the dominant shareholder block in many firms in the U.S., 
while they may not own the majority of the shares in a lot of 
companies. 

Is Employee Ownership Good For Businesses? 
Answer Employee Gwnershipcompaniesperform as efficent 

as companies without employee ownership, whether they aret o stock markets or closely owned by a smalernumber of 
werd in all industrygorps and ies. There is absolutely 

no evidence thatworkerssystematically underinvestin employee
ownershipcompaniesto expand theirwagesorthat creditorsand 
investorsshwz employee ownershipcompanies,givenfreemarket 
economic institutions andno statesubsidiestofirms 
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The Brookings paper has taken a strong position on thequestion of whether employee ownership is good for compa-
nies. (Sachs and Upton, 1990, p. 309) It says: 

From an efficiency standpoint, it makes little sense forworkers to own their own enterprises or to lease the 
capital in their enterprises except in the case of small,labor-intensive operations. Worker ownership or labor

manaemet tndstout irmsoutof he apial ar-key
management tends to cut firms out of the capital mar-kets. Outside investors often shun enterprises in which 
workers have a controlling interest, since the workers 
can act opponitialy...
 
What is the evidence 
 of the efficiency of enterprises withSignificant amounts of employee ownership? The above asser-tions about inefficiency are common, but these claims aremade without regard to empirical economic research. There isabsolutely no serious scientific evidence of any kind backing upthe position. On the other hand, boosters of employee owner-
ship often claim that employee ownership causes dramatically
improved economic performance. There is also no evidence tosupport this view. Indeed, the conclusion I made from areview of 26 studies on the economic performance of employeeownership firms, mostly non-stock exchange, small- andmedium sized companies, is that "the performance of empioyeeownership companies is comparable to that of firms withoutemployee ownership." (p. 288, Blasi, Employee Ownership:

tP-evolutionorRipoff? 1988, Harper & Row (HarperCollins).
All 26 studies are carefully summarized in Appendix D of that
book on pages 267-86.) 

-- =-vCJ zmJWlCj UROuspin Mafi~r 

In my review of these studies I found that employee ownership companies systemically performed no better than nonmanagement and quality circle type groups are present. 
employee ownership companies, except when participative 

In thisreview, I strongly argued against the notion that employeeownership had to be superior in all cases to be considered a 
g o d af rc r o ai nquestion is:good idea for corporations andn foro a i aite o oCan you organize aa capitalistcapitalist economyy withheconomy. Thesignificant amounts of employee ownership and have theeconomy run as efficiently as traditional capitalist economies

run? In 1988, the answer was definitely 'Yes." 

on employee ownership released in late 1987. This study was 
One should also not ignore a major U.S. government study

completed by the U.S. General Accounting Office, which is themain investigative and research arm of the U.S. Congress.(U.S. General Accounting Office, 1987, also summarized inBlasi 1988, p. 229). The GAO, as it is called, is viewed as animpeccably objective institution. The GAO study completelysupported the conclusions of other researchers - it found thatthere was no significant difference between the performance ofcompanies without employee ownership except in employeeownership companies with participative management andquality circle type groups. These conclusions were also supported by other studies completed by the National Center forEmployee Ownership and econoit Patrick Rooney (whichare summarized in a book by Corey Rosen and Karen Young
1991, pp. 29-31). 
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In the last few months, three new studies have becomeavailable that add more to our understanding on the efficiencyof employee ownership companies. 

The first study is by Michael Conte of the Center for Busi-ness and Economic Studies at the University of Baltimore.
Conte (December 1991, p. 8) used tax returns filed by em-ployee ownership companies with the U.S. Department ofTreasury and Internal Revenue Service for 1986-88. He ana-lyzed 2,534 companies, which included both stock-exchange
companies and closely held companies whose stock was nottraded on stock exchanges. Conte measured the averagereturn on investment in company stock for these companies. In 
1988, the average return on investment for employee ownership stock instock-exchange companies was 15.2%; for non-stock-exchange companies it was 10.3%. This compares to areturn on investment of a representative sample of 30 mutualfunds in 1988 of 10.2%. Thus, employee ownership companies

equaled or surpassed a representative sample of stock mutual 

The second study also looks at the stock price performance
of employee ownership companies. Joseph Blasi, MichaelConte, Douglas Kruse together with research assistants ShaneWilliams and Lawrence Greenberg analyzed the average stockprice performance of an index of stocks of stock-exchange
companies with more than 10% employee ownership and morethan $50 million in total market value. The index is called theFmployee Ownership Index. Briefly, we found that for all of.991 the Employee Ownership Index of over 200 stocks had anaverage stock price appreciation (excluding dividends) of 

",u '~' " wn4 10'p ZZ 

35.9%, compared to the Dow Jones Industrial Average of20.3% and the S&P 500 Index of 26.3%. In the first quarter of
'"92,the Employee Ownership Index gained 7.4%, compared 

the Dow Jones Industrial Average gain of 2.1% and a 3.2%drop in the S&P 500 Index. The Wlshire Index of all commonstocks in the U.S. lost 2.1% during this period and the average
mutual fund lost .17%. (Rutgers University Press releasesdated February 13, 1992, and May 5, 1992 and the Wal StreetJournal,February 12, 1992). Again, we see that the performance of employee ownership companies as measured bry stockprice appreciation equals or surpasses that of non-employeeownership companies as a whole. Year-to-date figures for theindex in 1992 continue to show strong performance. 

The third study was released on June 1, 1992, by the sameresearchers and research assistant Hsiu-Yu Lin of RutgersUniversity. Using publicly available data, we compared thefinancial performance of 663 stock-exchange companies withthat of 5,152 non-employee ownership companies in similarDow Jones Industry Groups on three indicators of profitability: 
return on equity, return on assets, and profit margin Theconclusion is that the profitability of the stock-exchange
companies with significant employee ownership equaled orexceeded that of companies without significant employee
ownership, when corporations in the same industry groups andsize categories were compared. We also asked whether thepresence of employee ownership had a positive or negativeinfluence on the financial performance of the corporations
after they adopted employee ownership. We found thatcompanies that adopted employee ownership plans did nothave their performance worsened by employee ownership in 

104 

105 



the ensuing years. This study also examined a number of other
financial characteristics of the companies with significant em-
ployee ownership compared to their non-employee ownership
industry group sister companies and found no systematic
evidence of financial weakness, 

Another view that has been asserted about the efficiency of 
employe.e ownership firms is that firms will suffer because 
worker ownership cuts them out of the capital markets andbecause investors shun enterprises where workers have a 
controlling interest. If this were the case, one would think that
five years of systematic research on thousands of employee
ownership companies in the U.S. would have produced some
evidence of it. Stock exchange companies are deeply depend-
ent on capital markets, and so the two studies discussed above,
which dealt mostly with these companies, should be sensitive to 
any problems that employee control would have caused. 
However, there is no substantive evidence of any negative
effects. 

The argument that employees will act opportunistically, 
that is, use profits to enhance their wages rather than for capi-
tal investment and the efficiency of the firm, has been a popular argument with university economists for the last several 
decades. To be fair, the assertion has been made mainly about 
employee-controlled firms, and most U.S employee ownership
companies have only a minority employee ownership. Never-
theless, the argument that employees will act opportunistically 
was developed by some theoretical economists before the 
employee ownership sector emerged in the United States. 
There are now over 1,000 majority employee ownership 

companies in the U.S, many of which have existed for decades,
and there is no hint that these problems have emerged. There
might be some individual exceptions, but systematic research 
has shown no signs of inferior performance. The lack of 
opportunistic behavior by employees in the West is probably 
intimately related to the lack of goverament subsidies for employee controlled companies, a point ignored by many btoosters 
of employee ownership. 

In The New Owners (pp. 62-68; pp. 97-107), we have re
viewed cases of many companies where the employees made
sacrifices to restructure companies and maintain employment.
Rather than using employee ownership to destroy companies,
there is a substantial record that, in some cases, employees
have used employee ownership to reorganize weaker compa
nies or purchase company divisions that large corporations felt 
were not performing well enough. (Please note that only a
handful of weak firms were rescued using employee ownership.
It is a common misunderstanding that U.S. employee owner
ship has been used widely in failing firms. This is untrue. TheU.S. General Accounting Office found that only 5% of all 
buyouts were in such cases.) 

Why are the problems-of no access to capital markets and 
workers plowing profits into wages rather than capital invest
ment not showing up in the U.S. employee ownership sector? I
have been a consultant to many employee ownership firms in
the last decade and have intimately observed their behavior. I 
am convinced that the following factors account for the ab
sence of these problems: 
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The U.S is a market economy without significant state subsi-
dies for most firms. Employees quickly realize that their 
firm will fail and they will lose their jobs if they do not 
invest sufficient profits in capital investment to maintain 
competitive advantage and tend to act on this knowledge. 
On the other hand, there is a lot of evidence that some 
firms without employee ownership have failed because 
employees have been unwilling to take concessions. When 
employees own a substantial amount of a company in the 
U.S., there is a possibility that financial information about 
.the firm in their possession allows them to understand 
financial pressures on their company more intimately, 

In my experience observing and participating in negotia-
tions and loan agreements with banking institutions, I have 
found that both banks and private investors that extend 
loans to firms require that the companies sign detailed loan 
documants that put limitations on management's freedom 
Ic waste the assets of the company. Paying managers and 
employees salaries that are out of line with accepted 
market averages would not be approved. In effect, credit 
institutions monitor and discipline the expenditures of alI 
,companies in the U.S, employee ownership companies
included. 

Even in those employee ownership companies where 
workers have a controlling interest - that is, they are the 
majority shareholders or the dominant .hareholders, as 
they a:c in 41% of the Employee Owaership 1000 -- em
ployees must share power with othr.rs. Managers are not 
elected by employees in the U.S. o: selected by government 

Role GfEmzployee O~nmhinb BYUaul 

agencies; rather, professional managers are hired by boards 
of directors. Banks and credit institutions closely monitor 
the behavior of managers and increasingly write restrictive 
covenants into loan agreements that limit managerial dis
cretion to spend funds not tied to an expected increase in 
the efficiency of the company. Finally, employees do not 
dominate boards of directors in U.S corporations, and 
boards of directors are required by corporate law to make 
decisiors to protect the assets and value of all shareholders. 
It would be a violation of corporate law in the U.S for a 
board of directors to allow a management to pay excess 
wages to workers if that would destroy the firm. Indeed 

under U.S. law. other shareholders could bring a lawsuit 
against both the board of directors and management 

I cannot stress enough that the reason why employee 
ownership has been a successful part of the capitalist and 
private property system in the U.S. is intimately tied to the fact 
that we have: 

a free market-oriented economy 

- few government subsides for companies 

- public stock and credit markets with strict rules against cor
ruption, tough discipline of member companies, and exten
sive instantaneous availability of information on companies 
through a free press 

strict requirements that stock exchange companies must 
publicly release detailed financial information to share
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holders and the public in regular filings with the U.S. Secu- economy without government subsidies and free market insti
rities and Exchange Commission tutions -- can perform as efficiently as comparable non-em

ployee ownership corporations in a large economy.
extensive professional evaluation of loans made to non
stock exchange companies by credit institutions 

The economic institutions in the U.S are not perfect. 
Banks especially have been involved in many scandals in recent 
years involving poor judgment in making loans. But these 
scandals have involved foreign loans to corrupt Latin Ameri
can countries and inefficient real estate development compa
nies, not transactions with employee ownership companies. 
Certainly, the U.S. experience :ndicates that strong government
regulation of banks continues to be necessary even in a free 
market economy. I would the,.efore suggest that the extent to 
which these free market forces exist in Russia and Eastern 
Europe, there is no reason to believe that employee ownership 
firms-would behave any differently than they do in the United 
States. But, in all fairness, if formerly communist countries 
continue to subsidize their firms, then some of the pr.-blems
economists predict with employee controlled firms may appear. 

Conclusion 
The U.S. experience suggests that significant employee

ownership can play a healthy role in the emerging private 
economy in Russia and Eastern Europe. The U.S. experience 
suggests that a minimum of 30-40% employee ownership of 
enterpises in formerly communist c-untries - including rank
and-file and managerial ownership - could at the very least be 
workable. The U.S. experience also suggests that companies
with significant employee ownership -- in the context of an,, 
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Employee Ownership Index - Second Quarter 1992 
To the poiat: Employee ownership stocks performed accept
ably in the second quarter and bei all mak aveffa thisyear 
to date. 

The stocks of public companies with significant employee
Th e of mpub e e han many sn a t erage eowne.rship performed better than many market averages and 

mutual fund averages in the second quarter of 1992,while surpassing all market averages and stock mutual fund 
averages for the year to date. The Employee Ownership Index 
isan index of 265 stocks of companies inwhich employ Own 
more than 10% of the company. 

The second quarter of 1992 was not a great quarter forstocks. The Dow Jones Industrial Average gained only 2.5%,the S&P 509 gained just over one percent, thc Wilshire 5000 

index of all common stocks lost close to a percent in value, and
the Russell 2000 of sma&'cr stocks lost over seven percent invalue. All general equity stock mutual funds lost 2.5% withdividends reinvested. By compsxison, stocks in the FBnployecOwnership Index lost a half a percent invalue. An investorwith a portfolio of employee ownership stocks did better thaninvesting in the market as a whole, holding smaller stocks, or 
owning many stock mutual funds in the second quarter. 

There were areas of weakness and areas of strength for 
employee ownership stocks in this quarter. S&P 500 compa

nies with significant employee ownership gai,'d 3.2%, com
pared to a 1.1% gain for the S&P in general. This suggests that
larger companies with employee ownership -Iid much better 

112 
113 



than smaller companies. Companies with significant employee 

ownership equaled or surpassed the performance of companies

in general on the New York Stock Exchange, the NASDAQ 

exchange, and in the f 'lowing Dow Jones Industry Groups: 
 ' 

Basic Materials, C" .glomerates, Industrial, and Utilities. The
employee ownership companies did worse on the American 
Stock Exchange, the S&P MidCap, and in the following indus-
try groups: Consumer, Energy, Financial, and Technology. In 
general, the Employee Ownership Index was dragged down by I 
the large number of smaller and midsize companies it includes. 
The stocks of such companies slumped in the second quarter. 

Since January 1, 1992, year-to-date figures show the
Employee Ownership Index surpassing all market averages and 
the average performance for stock mutual funds. The Index is 
up 6.7% for the year, compared to 4.7% for the Dow Jones 
Industrial Average, a loss of 2.1% for the S&P 500, a loss ofValuatiom 
2.7% for the Wilshire 5000 Index of all common stocks, and a i !loss of .7% for the Russell 2000 of smaller issues. This year,employee ownership stocks in every Dow Jones Industry Group
have outperformed their industry group as a whole. 

Stocks go up and stocks go down, but the average perfor- Irne mance of employee ownership stocks since :he tend of 1990 
indicates a good deal of staying power. The analysts make nojudgment about whether employee ownership caused the
superior or poor performance of any particular company. The 
purpose of the Employee Ownership Index is to allow em-
ployees and the public to gauge whether meaningful employee
ownership in general is associated wit, oetter or worse or
comparable stock price performance. IAcc 
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LIST IL 

About the conferences which have already taken place 
or are to be organized this year and 

serve the purpose of introducing the ESOP Law and 
its ways of implementation to the pubf 

A. 	 Conferences which have aiready ken place 

1. 	 Nationa! Conference on Employee Stock Ownership Program 

DAP911 June 19, 1992
 

LoZ~tiorn; Budapest Convention Center, Budapest
 

Parti iants. 1500 persons 

- senior managers of industrial, trade, service
 
and agricultural enterprises,
 

- managers of consulting firms,
 

- senior employees of the banking sector,
 

- leaders of business federations,
 

- expekts of state administration,
 

- press representatives.
 

2. 	 Conference "Labor Councils for the Implementation of the Employee Stock 
Ownership Plan" 

DSeptember 18, 1992 

Location" Headquarters of ihe National Association of Labor Councils, 
Budapest 

Particit 200 persons 

- leaders of labor councils from different parts
 
of the country,
 

- employees of business federations,
 

- managers, employees of companies,
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enterprises, 

- press representatives. 

B. Lonferences in the Pipline (Programs in the Process of Preparation) 

Regional Conference I. on Employee Stock Ownership Program, Gy6r 

Dae." October 26, 1992 

Location: 	 Headquarters of the Regional Representation of Trade 
Unions, Gy6r 

Participnts: about 130-150 persons 

- managers of industrial, trade, agricultural
 
and service companies,
 

- regional leaders of business federations,
 

- managers of local banking institutions which
 
have a share in financing,
 

- managers of consulting firms,
 

- leaders of the local government, 

- local press representatives, 

- employees of courts. 

2. Regional Conference II. on Employee Stock Ownership Plan, Veszprdm 

Date: October 29, 1992 

Location: Headquarters of the County Representation of Trade Unions, 
VeszprOm 

Participants: about 130-150 persons 

- managers of industrial, trade, agricultural 
and service companies, 

- regional leaders of business federations, 

- managers of consulting firms, 

- local banking institutions having a share in 
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financing,
 

- leaders of the local government,
 

- local press representatives,
 

- employees of courts.
 

3. 	 Regional Conference on Employee Stock Ownership Plan, Miskolc, Northern 
Hungary 

D=' November, 1992 

Location: International Trade Center, Miskolc 

Participants: about 250-300 persons 

- firms dealing with training and education, 

- managers of industrial, trade, agricultural 
and service companies, 

- local leaders of business federations, 

- managers of consulting firms, 

- leaders of the local government, 

- representatives of the local press, 

- employees of courts. 

4. 	 Conference on Privatization Lease/Purchase Agreement on the request of the 
State Property Agency and the Principal Private Secretary to the Minister for 
Privatization. On this conference there will be lecture(s) on: 

- Forms of employee ownership, 

- Connections between the Privatization Lease/Purchase Agreement and the 
Employee Stock Ownership Program. 

2= the end of October, the beginning of November, 1992 

Location: Budapest 

Participants: about 300-350 persons 

- managers of enterprises being i the self
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privatization model, 

- managers of Rt.-s and Kft.-s which were 
established in transformed companies, 

- managers of consulting firms 

- employees of banking institutions and 
commercial banks, 

- employees of courts, 

- press representatives. 

5. 	 Conference on "ESOP in Commerce" - together with the National Association of 
Commerce 

Date.1second half of November, the beginning of December, 1992 

Lxytion: Headquarters of the National Association of Commerce, 
Budapest
 

- Participants: about 150-200 persons
 

- commercial agriculturalists,
 

- state-owned enterprises,
 

- managers, experts of companies,
 

- managers of commerce,
 

- state administration, local governments.
 

The discussions about the organizational opportunities of the conference are still 
going on. 
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"OPTIONS FOR AN ESOP ADMINISTRATIVE/ACCOUNTING SYSTEM"
 
Andre Iha, Coopers & Lybrand
 

January 8, 1993
 

EXECUTIVE SUMMARY 

OVERVIEW QF REOUFST 

On June 9, 1992, the Hw-unaan Parliament passed Law no.XLIV of 1992. The Intent of the 
Law b to expedite the process of pivatization and enable employees to obtain ownership 
In the Company where they are employed In an organized and preferential manner. To this 
end, the Law provides regulations for the estabhislent and operation of the Employee Stock 
Ownership Program (Plan) hereinafter referred to as 'ESO'. 

ESOPs not only accomplish privatization, they can function as a motivatlonal tool for 
employees because they give them an ownership share In the company. And this 
ownership may increase productivity and create better work attitudes. However, 
establishment of an ESOP that is responsive to employees' needs, manageable, efficient and 
cost-effective demands the appropriate administrative environment. 

It has baen established that such an environment requIres a 8eneric system for Internal 
manasement and communication. A request has been made for such a system to include: 

. A beief guide which deuribes an example of a standard system for Inter
administration of the employee accounts In a typical comp3iny. 

nal 

b. A brief guide for creating an Internal market for employee shares, includin
methodology for projecting the share repurchase liability. 

g a 

c. A guide which outlines a system (or distributing pertinent information 
employees regarding a standard employee ovnership scheme. 

to 

SFONSJOVERVIEVQ EiF 

Essentally, there are several options with referenoe to establishing an ESOP 
accounting/adnlnistadon system. Each option has varying pros and cons. Some of these 
options end related cosiderations follow: 

J	De.n tend BuId aSystem. This option would require the longest time frame 
and oriaination of source code. Knowledgeable benefits and/or systems 
people would need to write the specifications for the generic system and 
apications. he system would need to be flexible with respect to oviihue 
statutft design, reporting requirements, and accounting. A permanent 
programming staff would he required to maintain, update and/or modify 1he 



rstem. ItIsunlikely that such asystem would be user controlled. Ultimately, 
each company imisht choose to design tfeir own system. 

Purchase Third Pary CommercalPackases (Lotus 1-2-3, DBa, Pamado; Oracle,
otc). Although these software packages are extremely flexible, they .have not 
bsen designed from a benefits application perspective, So, the company
would still need to develop the administratiort/accounting programs, reporting 
applicatios and communicatlons output. Lotus 1-2-3 would provide a 
spreadsheet capabilitywhile DRase, Paradcx and Oracle would provide adata 
base arhitecture. Creating an ESOP eadministration environment would 
require statutes-specinc programming. However, it Isprobable that familiarity 
with these packages may be more universaL 

Use Canned System Applcation - There are many systems on the market 
designed with the concept of Icaned processine. Such systems are usually 
very user friendly from a procesing perspective However, they often lack 
significant Internal flevibility and, when major changes either in government 
statutes or plan statutes occur, may require upgrades which cannot be made 
by the user. In addltion, these systems have not been designed according to 
Hungarian ESOP Law. 

Consideration should be given to the size of the company when choosing the administration 
environment... unali plans, fewer than 100 employees might even be done manually with 
a calculator and columnar pad. However, Itwould appear that the most practical solution 
would be some sort of automated system, preferably a system designed with a benefits 
concepA flexible enough to create a comparable generic preo-essing system, which can be 
user modified and with openended architecture to function not only for the present, but for 
the future. 

YERMEW OF RESPONSE 

Coopers & Lybrand has provided plan edministration/recordkeeping services for over 20 
years. With Inexcess of 100 recordkeeping professionals in 16 United States offices, we 
provide services to all types of qualified plans Includin8 stock bonus plans, ESOPs and 

I leveraged ESOP. Our firm is ranked as one of the top 10 benefits consulting firms in the 
United St tes. 

In ddition to providing external admirstrative services to clients, we have also installed our 
mIremarkably flexible parameter driven system BENEFACTORT for Inhouse client 

administration. Such clients Indude Johnson &Johnson, American Transtech, U.S.A.A. and 
IMARS. 
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At Coopers &Lytxand, we strongly feel that a continued investment in technology Isa key
commitment to client service. We are determined 'to use machines to help people work 
unmftet'. We ae proven leader- In developing and applyng sophisticated technology to 
tmprove operational oIfidence& 

BENEFACTORT isthe proprietary benefits system that Coopers &Lybrand ues internally to 
provide data base management, recordkeeping and communlcation services for our client 
pls. The system has been designed to easily handle virtually any plan provision, unique
reporting features andior changes Inthe law. The remainder of this ESOP Administration 
System analysis is based on Coopers & Lybranrds benefits expertise and how Hungarian
ESOP would work under a system comparable to BENEFACTORM. 
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THE ESOP ADMINISTRATION SYSTEM
 

Data Malntmnce 	 The proposed ISOP administration system w l function to 
manase, edit and maintain employee information. Data is
maintained on a transactional basis arid may be dated and/or
sequenced. RetricvaJ of histodcal Information for any date
period is pomible. Employee data base records must be
identified with a unique numeric key of up to nine (9)Integers. 

Anticpated data e!ements include, but are not limited to, the 
following: 

Name 
Addres Une 1 
Address Une 2 
Address Une 3 
Location 
Sex 
Date of Birth 
Date of Hire 
Dato of ESOP Participation
Status Code 
Eligibility Date 
Alternate Status Code 
Termination Date 
Termination Code 
Repurchase Code 
Repurchase Trigger Date 
Notification Date 
Hours of Service 
Net Asmnual Income 
Annual Basic Payroll 
Payment Code 
Payment Start Date 
Payment Stop Date 
Beneficiary Name 
Contributions 
Shares Purdased 
Cash for Purchase 
Dividends (ifaJlocated) 
ForfeitedAmount Cash (ffapplicable) 
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Fofltec Amount Shams (Ifapplicable) 
Fort ted Amount Cost (Ifapplicable) 
Interest 
Shares Sold 
Cash for Shares Sold 
Cost of Shares Sod
DistribuUon 

W.rkel Value ShAve 
Adjustments 
Repurchase Code 
Tax Reld (.f applicable) 

Itzlics: These fields An tracked by account tpe,
Company, Employee, etc 

JThe ystem accommodates up to 999 fields; new fields may be 
added as required by the user. 

Data Input 	 The ESOP System may be updated in avariety of ways including 
multiple transactions via magnetic media, foppy disc or keyed 
transactor. Requirementz for each data Input transaction 
Include the ernployee' unique Identificatlon numbet, fixed 
record leniith ASCII contents and possibly aunique record type 
Identifier. It Is assumed that reqtdred data base employee 
Information wi31 be available from most payrolljfurnan resource 
systems. Required ESOP information from company finandals 
would be updated to the system. 

In addition direct access to participant data base records is 
available. ESOP financial records would be available. 

Information Output 	 The pararneterized nature of the system enables virtually any 
type of reportinS Including letters, statements edit reports, 
management reports, financial reporb, etc. An automatic 
feature of the system includes a composite tally of all financial 
information. The flexible report writing feature can be 
progranmed to virtually replicate any thing that can be printed 
... induding filling in the blanks on re-printed forms. Multiple 
break/total levels such as status, location, department, may be 
used on printouts. 

Information required for Bovernment reporting may be stored as 
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a data base record. Required data can then be printed on 
-formats such as Annex 7 and a (see attadhmei,: for transrnittaL

In addition, a valuable historical accounting will re. aln on the 
data base. 

The leveraged share account ma also be tracked as adata base 
record with appropriate debits and credits being made pursuant 
to debt liquidation. This feature enables total reconcihation of 
the ESOP at any time, 

Based on predetermined criteria, projected liquldity runs may be 
produced. Inaddition, pending liquidity needs due to severance 
from serice will be readily attainable as appropriate records of 
Individuals eligible to cash-out their shares due to severance 
frora service will be mainlained by status and payout date. 

Allocatfons 	 The system enables programming of any allocation formula. 
Uslng, data base information, eligibility for benefit, basis for 
beiefit, and status for benefit, etc. may be determined In a 
single alloco~ion pass with shares and cost being allocated 
slimultaneously on a declining balance basis. ifdesired, shares 
may be tracked to 5 decimal places. Allocation cops may be 
Imposed. 

Share purchases may also be accommodated by allocating the 
respective shares inproportion to available cash. Or conversely, 
available cash may be turned Into shares via a par value 
calculation. Uninvested rash from the purchase will have a 
proportional relationsh)p. 

System Functions 	 Functions of the system may include, but are not limited to, the 
following: 

* Produce notification of general assembly 

* Generate Ballots (see 	attached sample) 

* Maintain types of shares with different voking rights 

Accommodate multiple market value' determinations, 
simultaneously 
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DetermIne e"albilit,
 

Calcite vestins (if applicable)
 

Track the leveraged (unallocated account) an the data
 
base 

Differentiate between employees who opt out of the 
ESOP and trisger notification Ifsubsequxndy eligible to 
join again 

9 	 Track hours 

* 	 Clculate liquidity, current and projected 

& 	 Determine and track i8hts of first refusal obligations and 
payoffs based on status . . retirement, death, term!nation 
for cause and nrmal terminatinn 

& 	 Track shares, cash and cost fo Company accounts, 
participants own fesource account, etc. 

0 	 Perform allocations based on discounts or premiums 

0 	 Produce participant commmicartions Induding 
statementt mesembling stock certificates, summary annual 
reports, severance entidement statements, Cax statements, 
Ifapplicable 

a 	 Produce management reports Induclding detailed 
summary by individual of acco, nt(s), Aina ial reporting
balance sheet and p ofit and loss statement, lios.idity 
reports, edits and statdstical anatysis 

* 	 Determine repurchase by specified pecking order and 
handle adjustment for oversubscription 

Accept data via magnetic media, floppy disk, and/or 
hardcopy via key4ri 

Determine service to nearest whole month, year, etc. 
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SYSTEM AND HARDWARE 

BENEFACMT R 	 BENEFACTOR Isa demographic data base syst#,m intearated 
Sem Ovrv/ew 	 with application functions for defined benefit and defined 

contribution plans. Benefits managers need a syvtem that can 
conso1tdate all ernploye Information. Such a systen helps 
ensure the Integrity of the data and fadlittes interfadrna with 
other benefits data sources. A benefits data base means 
managers can have timely access to consistent information. 
That helps them better serve employees through accurate, 
effidcn. ablnlsLratcin as well as manage the financial imp2ct of 
benefits administration issues, induding rogulatory compliance 
or manugement chanses. 

BENEFACTOR Isdesigned with a what it funcion that enables 
a benefits manager to analyze and evaluate the rewlts of 
alterinS a plan, without dianging the data base. BENEFACTOR 
can: 

Perform all employee benefits plan admInistration 
services, such as: 

Track eligibility and 
pardcpatlon, 

Calcu!ate accrued benfilts, 
and 

* Manage benefit payments. 

Meet extensive reporting requkement, Indcluding: 

Comprehensive benefit 
staterents, and 

* Full compiance testing 

Complete data base updating and mainten.ance, 
on-line or through batch processing. 
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BENEFACTOR inco purates an umbrella or on0.410lo oshopnt 
deslin. A single syatem can handle all updating anc aounfing 
chorea. BENEFACTOR features Include: 

On-Line Inquiry, that provides imme ate acwss 
tn information about a e-ipadic employee, a 
selected group of emptoy es, or all employees. 
In addition, users can optionally view, modify, or 
print standard reports and user.de-lgned screens. 

Browe and Peak, that allows the user to view 
employee data within a specified population. 

On-Line Update, which make , updating the draa 
base easy by altowing c.stom user-designed 
screns and standard employee profile screens to 
ba uted for all data base updating proceduret. 

Custom Screen Def'in. that permits userz to 
create customized screens &&t display any 
combintion of data elements. A variety of 
colorn, formab, and border @Alectinns are 
avoilablo for customizing seryeens. Users can start 
with exisUn8 acreens as design models, or start 
from scratch. Data elements ran then be 
inserted, deleted, or modified within a screen teL 
Customized screens can also prnduce ad hoc 
reportz for a single employee or multiple 
employees. 

Audit Traits, that provide a complete history of 
ed transaction entered into the system, that can 

be retained for the life of each employee. This 
provides an excellent control for resolving 
questions regardino an employee's benefits. 

6
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BENEFACTOR is composed of modules, a design concept that 
divides te system accordling to function. This helps users to 
complete task quicky since all options are presented logically. 
The five modules are. 

Data ase Opantiora Module, provides 
functions such as On-Lne Update ad Data Base 
Utilities. 

0 Batch Processing Module, queues 
processin& updates data bases, and 
single and/or m.iNple jobs 

Jobs for 
executes 

0 General Utlities Module, performs routine 
functions, such as library maintenanr.e taskl and 
transfer of data les from tape to disk. 

a Defined Contributions Module, an optional 
module, provides for the administration of deflned 
contribution plans. It includes functions for 
Transaction Setup, Execution, and input/s.di. 

a Defined Benefits Module, an optinnaI module, 
performs active .nd retired pen oru valuations. 
The module includes Valuation Plan Setup, Rate 
Tables, and Job Submislon/Execuilon functions. 

BENEFACTOR can be wsed to administer any type of lxiefit 
plan through those modules using the Fvne data base. Using 
a sInsle data base eliminates duplicate data entry, reuctes 
errors, and allows communication between benefits software 
programs. 
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"Miilmunm configuralimn: 

Le... w Compaq Proinsa or C&L certified 386 20mhz/25mhz computer 

Computer:. ($1,750) 
4mb ram 
I100mb hard drive 
Internal Tape Backup 
Math Co.Processor 
VGA adapter 
VGA color monitor 
MS-DOS 5.0 

Sofware: ($345) 
Wordperfect .1 with language module 

J."enter ($1,493) 
dowlett Packard Laerjet III 

Cost per setup: $3,590 

This system will run Benefactor with respectable performance. 

Recommended configuration! 

Compaq Prolinea or C&L certified 486 33mhz computer with: 

Compute 10$2,5oo) 
4mb r,.m
1O0nmb hard drive 
Internal Tape Backup 
VU,
 " adapter 
YGA color monitor 
MS-DOS 5.0 

Sotware: ($34.5) 
Wordperfect 5.1 with language module 

Prlnter.($1,495) 
Hewlctt Packard Laserjet III 

8 

ate ~ 6I-nuo Q~zi% 1 I sa~oL fl s~.d 



Cost per setup: $4,340 

This system will provide fast execution and hedges the end users 
with a swam that will not be outdated in the foreseeable future, 

Central Praesing Centir 

This confi uraion Is to allow 3 admnistrators to process 
,multanousv. It also dlov---rheaility to print up to 1,000 
statements per hour and perform very basic networking 
functions. 

Recommended configurafion: 

3 Compaq Prolinea or C&L certified 486 33mhz computers 
with: 

Computers ($3,000 ea.) 
4mb ram 
500mb hard drive 
Intemrn Tape Backup 
VGA adapter 
VGA color monitor 
MSDOS 5.0 

Software: ($345 WP + $99 pcANYWHERE) 
3 Wordperfect 5.1 with language module 
3 pcANYWHERE III 4.5 file trrisfer And remote control 
communications 

Printer ($2,995 en.) 

3 Hewlett Packard Laserjet 1113 

Cost: $19,317 

Hungaran Lanou;e Issues 

MIssr"n two characters. The o and u with the double slanted 
ines wiU be taken care of by Wocdperfect with the Hungaian 

language module. 

~66 A6 f(0 
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OPTIONS AND BENEFACTORm FEES
 

The first decldon 	to be .madewill be which systems application to doose. This wi dictate
4he contents the administrative manual. Otherwise, there may need to be two manuals, onefor general adrinistration and nne for administration as It interfaces with the chosen 
system(s). 

There are three (3)options with reference to providing the ESOP Administration System. 

*Opkgmn I 	 Each company functions as a stand- Estimated fees usingalone administraUon environment BENEFACTORI)': 
purchd,.g a system and providing the
appropriate hardware. So( ware $10,000 

Custom Parameter $2,000'
Plus hardware as indicated 
Inpreceding section 

" Programming 6y Coopers
&Lybrand 

*Opton 2 A central processing company is Estimated Fees usingformed. It would operate as a BENEFACTOR m: 
recordkeepingadmlnistratlon center,
maintaining all data bases and Software $35,C00
performing required functions and Training. time & expenses
reporting as heeded. See hardware Plus hardware as indicated
configuration Inpreceding section. Inpreceding section 

Training of staff could be provided by Coopers & Lybrand; fees wnuld be commensurate withdaily rates as provided under the IJSAID contra. NOM. These fees would be 
In,dditiga to the 50 days allocated for systems speficaticms. 

•Opdon 	3 ESOP administratlon services would be 
provided by a third party adrdnistrator. 
Each dient would be quoted a fee 
based on the complexity of the statutes,
frequency of processing and .ctual 
serces provided. 
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Samrple Ballot
 
General Assembly - ESOP Orpnizaton of the Aranyp6k Trading Rt.
 

DATE Prepdnt 

NAME: 

ADDRESS: 

REPRESENTATIVE _ 

NUMBER OF VOTING SHARES: Preprint 

Resiutlon Yet No Abstain 
1. 

2. 

3. 



Annex 7 

REQUIRED BREAK DOWN OF THE SIMPLIU IBAANCE SHU':T 

A. 	 Invested Assets C. Profit/Loss 

I. 	 Intangible Assets D. Accomnts Payable 
11. Tanjble Assets 1. Long-Term Debts 
Ill. Invested Financial Assets 1. Long-Tern Loans 

1. 	 Purchased Shares 2. Other LonR-Term 
2. 	 Purchased Business Debts 

Share's 
II. 	 Current Liabilities 

B. 	 Current Assets 1. Short-Term Loans 
2. 	 Other Current 

h. 	 tnventories Ubilites 
II. Accounts Receivale
 
Ill. Securities
 

1. 	 Purchased Shaes 
2. 	 Purchased Business
 

Shares
 
IV. 	 Funds 
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Note To The Administrator 

The contents of this manual are intended to present a generic outline for 
performing accounting and administration functions for an Employee Stock 
Ownership Plan (Program), hereinafter referred to as "the ESOP." Contents are 
predicated on Law No. XLIV of 1992 sample Draft Statutes, and the Decree 
Regarding ESOP Accountancy and Reporting Obligations, all of which are 
contained in the Appendix. 

The reader should note that the primary document for determining the specific 
(ESOP administration) requirements are the Statutes of the ESOP Organization. 
In addition, the reader should consider the administrative processing 
environment...manual calculations, automated spreadsheet, or a specialized 
computer program. 

The purpose of the ESOP is to enable employees to obtain ownership, in an 
organized and preferential manner, in the Company where they are employed. 
The administrative environment must accommodate government, management, 
and employee reporting. It must also be versatile, since existing law and statutes 
may be subject to change. The manual intended to establish guidelines, but it is 
imperative that the user understand the requirements for successfully administering 
a leveraged ESOP. 

The manual will be divided into five (5)sections: 

Section 1 - ESOP's In General, An Overview 

Section 2 - Administration Procedures 

Section 3 - Accounting, Taxation and Liquidity 

Section 4 - Forms and Reports 

Section 5 - Appendix 

In order to more clearly understand the required allocation and administration 
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process, the Administrator should first read the specific Statutes of the ESOP 
Organization. The result should be a clear understanding of the required reporting 

and accounting for the Participants, the Company, and the GovernmenL This will 

enable the successful use of this Accounting/Administration Manual. 
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SECTION I
 

ESOP's In General, An Overview 



Tems of Reference 

These terms of reference are included for the benefit of the Administrator as a 
darification of the terms used in the manual or contained in the appendix. As it 
is included only for clarification purposes, it isnot intcnded to be either definitive 
or all inclusive. Where ambiguities exist, the Law and/or the specific Statutes will 
govern. 

Account Balance: 	 The amount in a Participant's 
account(s), expressed in shares, 
uninvested cash and cost, as 
appropriate.

Account 
A means of identifying different types 
of shares or monies, for example, a 
Company Share Account and an 
Employee Share Account. 

Acquisition Loan: A loan (or other extension of credit) 
used by the LSOP to finance the 
acquisition of Company Property 
Shares, repayable from future cash 
dividends, Participant own resources, 
employer contributionr,, and/or 
earnings on ESOP assets, if applicable. 

Adminisiator. The individual (or group) responsible 
for carrying out the administration, 
allocation, and accounting for the 
ESOP. 

Allocation: 	 The apportionment of ESOP benefits. 
such as Property Shares, based on 
criteria in the Statutes. 



Allocation Basis: 	 The basis for dividing benefits among 
Pa:ticipants, as defined in the Statutes. 

Allocation Date: 	 The date as of which the Allocati n 
takes place, generally the last day of 
the fiscal year of the Company. 

Ballot 	 The written form tnrough which an 
ESOP Participant exercises voting 
rights; must contain home address, the 
person authorized to vote for the 
Participant (if applicable), number and 
type of voting shares, plus resolution 
being voted on. 

Beneficiary. 	 The person(s) entitled to receive any 
benefits under the Statutes in the event 
of a Participant's death. 

Business Shares: 	 Ptoperty Shares of a limited liability 
company. 

Check Register. 	 A record of checks issued by number, 
amount, payee, and date, along with a 
running balance in the checking 
account(s). 

Company (Employer): 	 The joint-stock or limited liability entity 
for whom Employees work and within 
which the ESOP functions. 

Compensation: 	 The Participant's salary which isused as 
a basis for Allocation. 
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Data Request/input: 	 The complete list or input file of 
information required to perform the 
current year Allocation(s) including 
determination and enumeration of 
eligibles. 

Date of Him: 	 The date on which an Employee first 
incurs one (1)hour of service with the 
Company. 

Date of Termination: 	 The date of cessation of employment 
with the Company. 

Distribution: 	 The payment in cash and/or in kind, to 
a Participant or his heirs due to an 
event such as death, retirement or 
termination of service due to special or 
normal causes. 

Dividends: 	 The profit and earnings on a Property 
Share; must be used to repay any 
current ESOP debt obligations. 

Elgibility: 	 Fulfillment by an Employee of the 
conditions, as stipulated in the Statutes, 
to become a Participant. 

Employee: 	 Any person employed by the 
Company. 

Encumbered Property Shares: 	 Property Shares purchased on credit by 
the ESOP, to be freed-up for Allocation 
upon repayment of debt obligation, 
primarily out of future earnings of the 
Company. 
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Entry Date: 	 The date on which the Employee, after 
meeting the Eligibility requirements and 
confirming his participation, becomes a 
Participant in the ESOP. 

ESOP: 	 Employee Stock Ownership Plan or 
Employee Stock Ownership Program. 

ESOP Assets: 	 The Property Shares and other assets 
held by the ESOP Organization. 

ESOP Organization: 	 The self-governing legal entity 
established voluntarily by the 
Employees for the purpose of obtaining 
Property Shares in the Company in 
which they are employed. 

Executive Body: 	 The administrative and representative 
body of the ESOP Organization. 

Forter Participant 	 A Participant who is no longer 
employed by the Company, but who 
still has a Property Shares Account in 
the ESOP. 

General Assembly: 	 The supreme body of the ESOP 
Organization, which consists of all 
Participants of the ESOP Organization. 

Grace Period: 	 A period of time, not to exceed two 
(2) years, during whicl only interest 
must be paid on the ESOP debt 
obligation. 

Inactive Participant: 	 A Participant who is not eligible to 
share in the Allocations for the year. 
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Income: 	 Earnings on investments within the 
ESOP including earnings on any 
uninvested cash, Dividends used to 
repay the ESOP debt obligation, and 
other inflows of assets. 

Installment Payment: 	 Required periodic payments of the 
ESOP debt obligation, generally 
composed of principal and interest. 

Internal (Fair) Market Value: The value of a Propei'ty Share as 
determined twice a year by an 
independent auditor. 

law No. XLIV of 1992: 	 The Law, as passed by Parliament, 
governing Employee Stock Ownership 
Plans. 

liquidity: Cash available to meet cash 
requirements, such as repurchases. 

liquidity Analysis: 	 Procedure for determining the Liquidity 
needs of the ESOP for future periods, 
especiallywith reference to Repurchase 
obligations. 

Management Reports: The output reports produced for the 
ESOP Organization reflecting the final 
outcome of the annual ESOP 
Allocation. 

Members: 	 Shareholders of the Company, other 
than Participants. 

Organizing Committee: 	 A three-member group assigned in 
writing to negotiate the terms of the 
ESOP and to certify its feasibility. 
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Other Investments: 	 Any asset other than Property Shares 
owned by the ESOP. 

Other Investments Account 	 The account, if any, established for a 
Participant containing any liquid assets 
which are not invested in Property 
Shares. 

Own inancial Resource: 	 With reference to an Employee, his 
own personal funds, cash, or 
compensation coupons used to acquire 
Property Shares in the ESOP. 

Par Value: 	 The initial value of a single Property 
Share upon establishment of the ESOP. 
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Participant: An Employee who has met the 
Eligibility requirements, acknowledged 
his wish to join the ESOP Organization 
in writing and fulfilled any required 
payment obligations. 

Participant I.D. Number. A unique identification number 
assigned to each Participant for 
identif --*on with the ESOP. 

Participant Statement: A certificate given to a Participant on a 
yearly basis following the Allocation for 
the year. The Participant Statement 
should depict the Property Shares 
allocated to the Participant, the balance 
in any Other Investment Account, and 
the total value of the Account(s). 

Participant Status: The method by which Participants are 
grouped according to their degree of 
participation in the ESOP. 

Privatization: The act of transferring state ownership 
of business to the private sector. 

Property Shares: Shares or Business Shares. 

Re-employment Date: The date as of which a Former 
Participant who is re-employed 
becomes a Participant 

Repayment Period: The term over which the Acquisition 
Loan is to be repaid; may not exceed 
ten (10) years. 
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Repurchase: The act of buying back the Property 
Shares of a terminated, retired, or 
deceased Participant. Property -hares 
do not actually change hands; instead 
the terminated Participant is paid in 
cash an equivalent value for his 
allocated shares, pursuant to Statute 
provisions. 

Retirement: Cessation of employment due to 
reaching retirement age. 

Right of First Refusal Option to repurchase Property Shares 
to the ESOP Organization, Employees, 
Participants, and Members in this 
order. 

Shares: Property Shares of a joint-stock 
corporation. 

Source Documents: Documents functioning as the original 
source from which the Administrator 
takes the data to be processed. 

State Trustee Organization: The governing body which may set 
aside the assets of a unit of a state
owned enterprise for the purpose of 
establishing an ESOP and participate in 
the transformation process as a 
founder. 

Statutes: The written document governing the 
ESOP Organization and its procedures, 
the contents of which are prescribed 
in Law No. XLIV of 1992. 
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Summary Plan Description: 	 A non-legal document designed to 
present the main features of the ESOP 
Statutes to the Employees. 

Termination: 	 Cessation of employment with the 
Company, resulting from special or 
normal notice. Note: Refer to Statutes 
to determine appropriate administrative 
action. 

Unencumbered Property Shares: 	 Property Shares which have been 
released through debt repayment and 
allocated pursuant to the Statutes. 

Year of Service: 	 Each 12-month period of employment 
with the Company. 
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SECTION I- ESOP's IN GENERAL AN OVERVIEW 

1. What Is An ESOP: 

The ESOP is a financial technology through which employees have an 
opportunity to purchase some or all of the shares of the economic 
association (Kft or Rt.) in which they work mostly through credit, which 
is paid back out of dividends of the shares and contributions of the 
company. The employees have to pay at least 2% of the agreed upon 
price cf the shares or business shares (property shares) in cash. 
Furthermore, the remaining part of the purchase price and its interest 
must be paid during maximum 10 years, from the after tax profit on the 
property shares purchased by the employees as wefl as from the incomes 
contributed to the ESOP organization (the organization transacting the 
purchase) by participating employees or others. In the case of purchase 
on credit, the organization pays the rest of the purchase price 
immediately from the credit, which the organization pays, together with 
the interest to the crediting banking institution during a running time from 
the above-mentioned incomes. 

There are several tax preference options to promote the implementation 
of the ESOP. On the basis of the personal income tax law, participating 
employees, who acquire shares through an ESOP are allowed to deduct 
the cash the, pay for ihe shares from their taxable income, up to 30% of 
such ta, ble income. 

The shares acquired by an ESOP participant- through his own remittances 
to the ESOP, or through allocation as the ESOP credit is repaid-are not 
taxed when they are allocated to his account. Amounts become taxable, 
subject to current tax law, upon distribution from the ESOP. 

Consequently, the allocation of shares, or of dividends on both allocated 
and unallocated shares, to a participant's ESOP account has no personal 
income tax effects to the individual until such shares (or their cash 
equivalent) or dividends are distributed to the individual. 

Once the loan repayment is terminated, a participant may sell some or 
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all of his shares. 

All employee associations which privatize state property within the 
framework of ESOP, are entitled to have corporate tax preferences. 
Corporate tax preferences are extended to the case when the subjects of 
the sale are property shares acquired in other economic association, 
owned by the state partially or completely. The employer company is 
entitled to discount the sums transferred to the organization in the current 
year from its corporate taxable income, up to 20% of such income. In 
the case of the alienation of apartially state-owned economic association 
within the framework of the ESOP, the amount deductible from the 
corporate taxable profit isproportional to the property share owned by 
the state. 

The organization is not allowed to pursue any economic activity; 
therefore isnot subject to the law concerning corporate taxation. 

1.2 	 What IsThe ESOP Law: 

Refer to Section 5, Appendix A. 

1.3 	 What Are ESOP Organization Statutes: 

Refer to Section 5, Appendix B. 

1.4 	 What Documentation Exists on ESOP Accountancy and Reporting: 

Refer to Section 5, Appendix C. 

1.5 	 What Rules Govern Personal Taxation: 

Refer to Section 5, Appendix D. 

1.6 	 What IsThis Manual's Purpose: 

This manual gives basic procedures and techniques for administering an 
ESOP and accounting for its assets. These instructions should be followed 
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in order to allocate and distribute Property Shares and any capital 
accumulations and earnings properly among the Participants. As this 
manual i4 concerned primarily with accounting procedures and 
administration methods, it disregards what may be necessary for tax 
purposes except in a general way. Whatever is required for specific 
taxes, filing, and other government regulations should be taken care of by 
appendices or amendments to this manual, or handled separately. 

1.7 How IsThe Manual Organized: 

This manual is divided into five sections. These sections have been 
arranged in order of the presumed frequency of use so that the sections 
used most frequently are more readily available. 

(1) 	 Section 1 is the ESOP overview and guide to the manual. It 
gives a brief outline of the contents and structure of the 
manual along with a glossary of terms, which will assist the 
user in becoming familiar with the terminology in the 
manual. The first part also contains a conceptual overview 
of an ESOP and the various procedures and processes 
involved in maintaining an ESOP. 

(2) 	 Section 2 gives the generic Drocedures necessary to 
administer an ESOP effectively. It outlines and provides 
information on the three primary administration functions, 1) 
data, 2) allocation, and 3) reporting. 

(3) 	 Section 3 of the manual provides representative forms which 
may be used as guidelines for both input and output reports. 

(4) 	 Section 4 presents a brief analysis of required government 
reporting plus aliquidity assessment guide. 

(5) 	 Section 5 of the manual consists of arpendices where 
illustrative charts, legal documents, and other representative 
samples are included. 
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1.8 What Are The Primary Prerequisites of ESOP Administration: 

The Administrator must -readthe Statutes of the specific ESOP 
Organization Statutes. In order to understand the allocation and 
administration process, the Administrator should be aware of the desired 
end result and reporting requirements. This will determine the 
information (data) needed for both input and output purposes. A 
Summary of the Key Provisions of the Statutes should be completed prior 
to beginning the administration/accounting process. (See Section 5, 
Appendix E) 

1.9 What Are thc: Basic ESOP Administration Operations: 

(1) 	 Participant Census: A determination must be made as to who is 
eligible to participate in the division or "allocation" of ESOP shares. 
This process is called the "Data Request/Input," because by it, the 
Administrator of the ESOP compares the criteria for participation
with the population of possible Participants (which includes the list 
of curre.it employees and former employees who received 
allocations) and selects those individuals who meet the criteria for 
participation in the allocations for the current year. A Participant. 
Identifier, preferably numeric, should be assigned to each Employee. 
An Administrator must be very careful in completing the Data 
Request, since making a determination -is to whether or not an 
individual is a Participant (and if a Participant, whether or not that 
individual is active), also determines whether or not that individual 
receives an allocation. The criteria for piticipation in the ESOP 
are set out in the ESOP Statutes and mist be applied fairly and 
impartially to all possible Participants. 

Before beginning a discussion of allocations, it is necessary first to 
describe the accounts that will be affected by the allocation process. 
In broad terms, the two accounts are the Proroerty Shares Account 
and the Other Investments Account. 
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a. 	 Property Shares Account: The Allocations received by each 
Participant are divided into two parts: 'Property Shares' and 
"Other Investmenlts." His Property Shares Account holds the 
total amount of Property Shares owned by the Participant. 
This account may be divided into any number of smaller 
"sub-accounts" which enable the Participant or the 
Administrator to keep track of the various categories of 
Property Shares which have been allocated to the 
Participant. For example, the Property Shares allocated to a 
Participant may be divided into shares paid for by the 
Company and shares paid for by the Participant's Own 
Resources, etc. As long as the Administrator recognizes that 
the Property Shares Account is where the Participant will 
accumulate all varieties and categories of Property Shares 
allocated tc him, there should be no confusion with Other 
Investments Account(s). 

b. 	 Other Investments Account: The Other Investments Account 
can be viewed as anything other than Property Shares which 
isowned by the ESOP. In accounting, "cash" is considered 
to be both actual cash and anything that can be turned into 
cash within twenty-four hours;. "Current assets" are assets 
that are expected to turn into cash within one year. "Non
current" assets are those that take longer than one year to 
turn into cash. The Other Investments Account of the ESOP 
keeps track of all of these types of assets, that is, of any 
asset that is not in the form of Property Shares. 

(2) 	 Bases for Allocation: In order to divide up the ownership which the 
ESOP acquires, the first order of business is to determine what 
bases will be used to divide or "allocate" the ownership up among 
the employee-owners (the Participants"). This is done by selecting 
for the allocation a rational and consistent basis that can be applied 
to all Participants in a fair manner without discrimination. For 
example, a basis for allocation to an individual Participant might be 
the ratio which a Participant's compensation bears to the total 
compensation for all Participants, multiplied by the number of 
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Property Shares or other ESOP assets to be allocated. The 
Administrator must refer to the specific ESOP Statutes for the 
base(s) to be used. 

After the actual Participants have been determined and it is known 
how the Property Shares and other assets will be divided among 
them, the next part of the process consists of determining just how 
much is being divided up for that period, and from what source. 
The usual source for most of what is a;;cated to Participants' 
accounts will be the Company, through its dividend distributions 
and cash contributions. Other sources include earnings on 
investment of assets of the ESOP other than Property Shares 

(3) 	 Reporting: The final phase of the Administration process is 
reporting, the actual production of management, Participant, tax, 
,inancial and government reports. These reports provide a recap of 
'.,.e current year's allocation procedures by Participant and in 
aggregation. 

1.10 What Are le Distribution Policies: 

For guidelines regarding ultimate distribution of the employee's ESOP 
accounts to them, the Administrator must refer to the Statutes. 

1.11 What Forms, Letters and Enclosures Should Be Produced: 

In order to simplify the task of administration, Section 4 of this manual 
shows the forms, guides for letters to Participants, and possible enclosures 
to send with the letters. References are made to these forms throughout 
the text. 

1.12 What Accounting System Should Be Used: 

Each ESOP Organization will choose its own method of accounting for 
ESOP Administration. The system may include any or all of the following: 
manual calculations, flow charts, spread sheets, fully automated 
processing, etc. 
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SECTION 2: ADMINISTRATION PROCEDURES
 

In general, successfully performing the ESOP administration will involve three (3) primary 
functions: 

Data Preparatlon - Gathering of financial and transaction data, editing, and 
reconciliation of participant census; determination and verification of allocation bases 
and amounis to be allocated; 

Afiocaton - Determination of ESOP allocation, induding reconciliation of the ESOP 
financial data, reconciliation of the participant financial records and reconciliation of 
the ESOP financial data to the participant financial records; apportioning allocable 
amounts to Participants; and 

Reporting - Preparation of appropriate reports for participants, management, the 
government, etc., commonly referred to as "output.* 

Outline of Section 2 

Section 2 presents the data preparation, allocation, and reporting administration processes
for the ESOP. Inthis section the Administrator finds the instructions oi what information is 
needed, what to do with that information, and what the outcome should be. Good 
administration of an ESOP requires attention to detail, aworking knowledge of the provisions 
of the StatuteE, and the ability to follow through to the end on the various tasks involved with 
carrying out the goals and objectives of the specific ESOP Statutes. 

Section 2 is structured as follows: 

Subsection A. Data Preparation - This subsection deals with the collection of 
participant data as well as its verification. The ESOP Statutes are the source 
document for determining what information is necessary for allocation purposes. 
Demographic data such as name, address, date of birth, etc. will almost always be 
necessary. Reporting requirements will also be important in determining data needs. 

I. 	 Participant Census. This part takes the Administrator through the 
process of performing a Participant Census, which involves counting 
possible Participants and classifying them into various categories. It is 
recommended that a status code be assigned to each Particpant 
category. 
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2. 	 Allocation Bases. The ESOP Statutes specify the allocation bases to be 
used in the process of dividing up the Property Shares and other assets 
of the ESOP Organization among the Participants. This part takes the 
specifications of the Statutes for the bases of allocations and makes 
them operational for practical use. 

3. 	 Outside Data Collection and Reconciliation. Some data from outside 
the Company and the ESOP itself may be necessary to carry out the 
allocations. Such data include statements and reports relating to the 
investment of ESOP assets, other than Property Shares, generated by 
the financial institution(s) handling the ESOP's account(s), and the 
internal market value per share of the Property Shares as of the 
Allocation Date. This data must be collected, tabulated in some 
fashion, and reconciled with the records of the ESOP. 

4. 	 Participant Identification (I.D.) Number. Each Participant should be 
assigned a uniiue identification number to assist with system 
recognition. It will be imperative to track numbers assigned so as not 
to have duplicate Participant I.D. Numbers. 

Subsection B: Allocation - This subsection will deal with representative Allocation 
procedures. Once again, it is imperative that the Administrator refer to the specific 
ESOP Statutes 'or the allocation requirements. 

To assist the Administrator, the following general information is provided: 

1. 	 Allocations. This part of the manual has to do with generating and 
arranging the data needed for the allocation process in a form that can 
be used by the individual or company carrying out the actual 
mechanics of allocating ESOP assets among the Participants. In an 
ESOP of any size this should be done with the aid of a computer, as 
the repetitive and tedious nature of the actual allocation process would 
cause a human calculator to make too many errors and take far ton 
long. However, it is also possible to perform the ESOP allocations by 
hand following the same instructions in this manual, but this is not 
recommended. This manual intends to present generic guidelines for 
completing the allocation process, regardless of the processing media. 

2. 	 The Allocation Input. Once the Administrator has gathered and 
processed all of the necessary information, it must be presented to the 
data processor. This part gives a description of what the allocation 
input package of information should look like, and the procedures that 
should be carried out before, during, and after the mechanical 
allocation process. 
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Subsection C: Reporting - This subsection will deal with the output from the ESOP 
administration. Reporting needs may vary from ESOP to ESOP; once 

again, the Administrator should refer to the ESOP Statutes for 
guidance. 

To assist the Administrator, the following reporting requirements will be 
considered: 

1. 	 Resulting Documents. At the end of the allocation process it is 
necessary to inform each of the Participants of the performance of the 
ESOP over the year, of his account balances, and, for Participants
receiving distributions, what they will be receiving for that year. This 
part describes the various output documents that may be produced for 
the Participants and for the ESOP Organization and/or management. 

2. 	 Government Reporting and Personal Taxation Requirements. This part
of the manual gives general instructions for what is required with 
response to Government reporting and personal taxation. The 
Administrator must investigate to ensure that tax, reporting and 
regulatory requirements of Hungary are being complied with. 

Documentation 

ESOP Organization and Allocation iles. The Administrator should create two files; (1) the
ESOP Organization File will be a permanent file, while (2) the Allocation File will be
completed each year to document the administration and allocation processing. (Suggested
contents for these files may be found in Section 5, Appendix F). 

Additional Points To Consider 

1. 	 There is considerable overlap in the above areas, so that collection of data in one 
area may give the information needed in another area with little or no modification. 
However, it ishelpful to categorize the data collection into these basic areas in order 
to minimize confusion and make the allocation and administrative tasks more 
manageable. 

2. 	 Collection of information should be a continuousprocess throughout the year even 
though actual manipulation of the information cannot begin until nearly all of the data 
have been generated and collected after the end of the year. When all the work is 
delayed to one period after the end of the year, the task becomes far more 
complicated than it need be. 
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The Administrator will find it helpful to obtain a wall calendar and highlight critical 
dates. This will allow the Administrator to become aware of deadlines as they
approach and give sufficient time to plan and carry out tasks prerequisite to the 
allocation process. 

3. 	 Once the information has been collected, it would be a useful check to verify with 
the source that the information that has been received is correct and complete. One 
way to do this is to list the information on a form and have the individual in the 
Company furnishing the information veril,; and sign off on the form. 

SUBSECTION A: DATA PREPARATION 

One of the more important things that the Administrator must keep in mind isthe distinction 
between the various types of information he will be dealing with. Essentially, there will be 
three primary types of input information: 

Participant Information (demographic, status, etc.) 

Financial Information (amounts to be allocated) 

Allocation Information (allocation bases) 

The Administrator must read the ESOP Statutes and identify the data items that will be
essential to perform the Allocation and pror,,Jce the required Management Reports and
Participant Statements. Inaddition, he must determine any required government accounting
needs and personal tax reporting requirements. 

Some data items will be gathered with the Data Request/Input. Other data items will be
created through the allocation process and/or assigned by tile Administrator. Forms such as 
Enrollment, Termination and Beneficiary (as contained in Section 4) Forms may also be a 
source of input data. (See Section 5, Appendix G for a representative data item list.) 
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The Participant Census 

A. One of the first tasks to be accomplished is the "Participant Census." This 
involves determining which employees are eligible to participate in the ESOP, and reconciling 
Participants in the ESOP with the employees of the Company as of the Allocation Date at 
the end of the year. 

B. A Participant Census generally consists of taking the total Participants as of the 
end of the prior year (on the Allocation Date), adding any new Participants since that date, 
re-statusing and/or deleting Former Participants, and reclassifying Participants into one of the 
three Participant categories, as appropriate. These categories can be further subdivided as 
necessary io account for all of the provisions of the specific ESOP Statutes. These Participant 
Categories are as follow: 

(1) 	 Participants currntly employed by the Company: The group of ESOP 
Participants who are Employees of the Company on the Allocation Date 
and meet the criteria for being a Participant as outlined in the ESOP 
Statutes. These Participants will receive Allocations for the current year. 
Participants in this group are referred to as "Active Participants." (Note: 
It will be necessary to determine whether or riot current year deaths 
and/or retirees share in the allocation.) 

(2) 	 Participants no longer employed by the Company but who have an 
Account in the ESOP: This group of Participants is made up of former 
Employees who received Allocations and who have not been fully 
distributed. Some Participants in this group may receive Allocations in 
the current year, others will not. This group may be further divided 
based on the Statutes Repurchase provisions. Participants in this group 
are referred to as "Former Participants." 

(3) 	 Participants still employed by the Company and who will not share in 
the current year Allocation: This group of Participants received 
allocations in prior years in accordance with the provisions of the 
Statutes, but do not meet the criteria for sharing in the curent year 
Allocation. Participants in this group are referred to as "Inactive 
Participants." 

C. 	 The starting point for the Participant Census is the Data Reguest/Input as of 
the end of the prior year. The Participants on the list should already be divided into the 
groups defined above. If they are not, that task must be done before the Participant Census 
can proceed. 

(1) 	 The form of the Data Request/Input as of the end of the prior year will 
be a listing, giving the then-Active Participants in one section, Former 
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Participants in another, and Inactive Participants in yet another section 
(usually subdivided into groups coinciding with the year in which 
distribution of benefits will take place). This listing will also generally 
include data used for purposes other than the Participant Census, such 
as employment date and Compensation for the prior year. This is a 
manifestation of the overlap of data, and is one of the reasons for 
keeping the distinctions between the basic aeas of information needed 
for allocation and administration clearly in mind. 

(2) 	 'The Data Request/Input as of the end of the prior year must be correct 
before the Participant Census can proceed. If the allocations and 
Participant Census for the prior year were performed correctly, a copy 
of the allocation register from the prior year's allocations can serve as 
the Data Request/Input for the prior year. If a copy is saved from the 
prior year's allocation process, it is unnecessary to have another copy 
produced in order to perform the Participant Census. 

(3) 	 First Year of ESOP. When performing the very first allocation for the 
ESOP, it will be necessary to begin with a list of the Employees of the 
Company as of the current Allocation Date, delete any non-Participants 
and add to the Data Request/Input any employees terminated since the 
inception of the Plan as the result of retirement or death, if the Statutes 
permit. 

A schedule of total compensation paid during the year, adjusted by 
removing any non-current employees as of the Allocation Date, should 
be the easiest list to generate or obtain for the purpose of determining 
the employees of the Company on the Allocation Date. Remember, 
participation in the ESOP is elective, it will be necessary to ( etermine 
those who have chosen to participate; i.e., Participants will be a subset 
of those who are Eligible. So, a Company ma', have Employees who 
will be Eligible, but will not be Participants. 

D. Schedule of New Paticipant.. Once acorrect copy of the Data Request/Input 
as of the end of the prior year has been obtained or generated, the next step is to obtain a 
list of all individuals hired by the Company in the period between the Allocation Date for the 
prior year and the current Allocation Date. (See Form PC-2 in Section 4.) 

E. 	 This list of new Company Employees may contain some Employees who do 
not participate in the ESOP as the result of electing not to, or not yet being eligible. In that 
case, it will be necessary to go over the list and make note of the fact that those particular 
individuals are not Participants. Such Employees are deleted in a subsequent step of the 
Participant Census and also as part of the determination of the Allocation Basis dealing with 
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Compensation. These non-Participants do not receive allocations, even though they are 
Employees of the Company on the current Allocation Date, and they do not enter the ESOP. 

F. Schedule of Terminated Participants (Form PC-3). A list of all individuals whose 
employment with the Company has been terminated in the period between the Allocation 
Date of the prior year and the current Allocation Date is also needed. Necessary information 
isthe individual's name, Participant I.D. Number, date of termination, and the reason for the 
termination. 

Form PC-3 isthe source document for determining the reclassification of Participants
after their termination of employment with the Company. That is,it will be determined from 
this schedule into which category aParticipant fits. The categories subsequent to termination 
are described in B(above). 

G. Note that this is the form which isused to classify the terminated Participants
into the various categories described in B above. (See Form PC-3 in Section 4 for the 
required information.) 

H. The list of additions should be compared with the list of terminations in order 
to account for an unusual group of Employees whose employment began 3nd terminated 
within a single year. Statutes should be reviewed to determine if any of these Employees
should be deemed Participants in the Allocation. Ingeneral, such Employees will not enter 
the ESOP and should not be submitted as data for entry. Such individuals are important
when performing the reconciliation of the number of Employees of the Company as of the 
current Allocation Date. (This reconciliation is important in verifying the Participant Census.) 

I. It is also necessary to prepare aschedule of distributions made to Partcipants
receiving benefits. The information should be drawn from the ESOP Transactions Ledger.
The schedule should include the name of the Participant, the Participant I.D. number, the 
Participant's mailing address, the balance prior to distributions, how distributions are to be 
made (i.e., lump sum, periodic payments or other), what portion of the distribution isbeing
distributed (i.e., 1/5, 1/4, etc.), the total amount of the distribution, and the remaining 
balance. 

(1) 	 Those individuals whose remaining balance in their ESOP accounts is 
zero should be listed on yet another schedule so that they can be 
removed from the listing in the subsequent year. This additional 
schedule, the Schedule of Changes in Participants, is described below 
in Q. 

J. 	 A part of the data collection isobtaining a Ust of employees as of the current 
Aflocation Date. This task is mentioned here since non-Participant current employees must 
be subtracted from other current employees to arrive at current employees who are 
Participants. This isa part of the reconciliation process. 
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K. Summary of the Participant Census Process: To perform the Participant 
Census, therefore, the Administrator must begin with the Data Request/Input as of the 
Allocation Date of the prior year, add new Employees hired, subtract non-participating former 
and current employees, subtract Former Participants whose account balances have reached 
zero, and verify that the classification of Participants into active, inactive and former 
categories is correct. (A suggested participant Census and Reconciliation Form is PC-5, See 
Section 4). 

L. Once the Participant Census and Reconciliation have been performed, it isalso 
necessary to verify that the correct specific individuals are listed. In order to do this, the 
forms and schedules for the Participant Census must already have been completed. After 
that, all Participants must be identified and traced. 

M. Performing the Census: The first step is to account for all the Participants in 
the ESOP from the prioryear. Trace all Participants listed on the computer printout from the 
prior year to one of three documents: 

(1) 	 The current list of Employees as of the Allocation Date, 

(2) 	 The list of terminations over the past year, or 

(3) 	 The summary of distributions to Former Participants (where a 
Participant has received a distribution of his total account balances). 

The individual Former Participants must agree as to name, Participant Identification 
Number and other data maintained on the lirts. If a Participant cannot be located on the 
current list(s) of Participants, the Administrator must find out the reason why and reconcile 
the records. 

Note that a Participant who terminates employment with the Company on the 
Allocation Date remains an Active Participant for that year. 

It is a common oversight for the people who supply the Administrator with the current 
list of employees and payroll data as of the Allocation Date to omit from the list Participants 
who terminated employment just after the current Allocation Date. The Administrator must 
carefully ensure that these individuals and their payroll data are included on the list, since 
they are Active Participants for that year. 

N. The second step is to account for all individuals included on the Est of 
additions (new employees). Each of these must be traced and verified as to name and 
Participant I.D. Number. The list of added individuals must agree with the current list of 
employees as of the Allocation Date or with the list of terminations. Again, any discrepancies 
must be resolved. 
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0. At this point all individuals on both the list of terminations and the current list 
of employees as of the Allocation Date should be accounted for. Any individuals listed on 
either of these forms who did not come from the prior year's Data Request/Input or the list 
of additions must be investigated, and the source or reason for their being listed determined. 

Frequently, the Administrator will find that an individual Participant has become a 
Ureconciliation item" due to a name change or some other factor. The Administrator must 
prepare a schedule or list of such changes so that the list of Participants can be corrected. 
This schedule can be combined with the list of Participants to be deleted as a result of full 
distribution of benefits. 

P. 	 Once the Participant Census has been verified with respect to the individual 
Participants, the collection of data in the other areas can take place. Note, however, that in 
some instances the overlap between the areas causes tasks in different areas to be done at 
the same time. 

Q. At the end of the Participant Census procedure, the Administrator will have 
generated the following lists or schedules: 

(1) 	 List of Cunent Active ESOP Participants: This isdrawn from the payroll 
data supplied to the Administrator by the Company and includes: 

a. Current employees of the Company who are ESOP Participants 
on the Allocation Date, and 

b. 	 ESOP Participants who terminated employment with the 
Company during the year as the result of retirement or death, if 
Statutes permit. These individuals may be carried as Active 
Participants, and their Compensation is included in the 
Allocation Basis even though they are not employees of the 
Company on the Allocation Date. 

c. 	 Compensation isusually added to this schedule for convenience 
and to decrease redundancy. 

(2) 	 ist of New Participants: This is the list of individuals who meet the 
criteria for ESOP participation on the Allocation Date, but who are not 
listed among the ESOP Participants. These individuals and their 
Compensation must be included in the Allocation process. They are 
listed on this schedule and on the List of Current Active ESOP 
Participants along with their Compensation. 

(3) 	 Inactive: This list will include any ESOP Active Participant who, for 
some reason, is ineligible to share in the current year Allocation. (For 
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example, if a requirement for sharing is having completed a certain 
number of work hours during the year.) 

(4) 	 list of Terminated Participants: This is primarily the list of Participants
who are being reclassified from Active Participants to Former 
Participants as a result of termination of employment due to some 
reason. It may also include those Participants who terminated 
employment as the result of retirement or death and remain Active 
Participants for the yezi for allocation purposes, but become Former 
Participants immediately after the allocations have been performed. 

Participants terminating employment as the result of retirement or death 
must be clearly indicated as such on this list, due to the different 
treatment they may receive. 

(5) 	 ist of Participants with Changes (Form PC-4): This is the schedule that 
the Administrator uses to alert the processor to r.ame changes,
reclassification of Participants other than those caused by termination 
of employment (a rehire, for example), and the correction of sundry 
errors such as incorrect Participant numbers and errors in the spelling
of a Participant's name. 

The Allocation Bases 

A. 	 The first area for consideration after the Participant Census has been taken (and
for some steps of the Participant Census, during the Census), is the information needed to
determine the allocations to each Participant As this is the means by which each of the 
Participants accumulates his share in the ESOP and thus the amount of his benefits, it is 
crucial to the success of the ESOP that the data collection be accurate and complete. A
"Chart of Allocation Bases" gives a representative summary at the end of this part. The 
Administrator must refer to the specific ESOP Statutes for determination of actual Allocation 
bases. 

B. For simplicity of Allocation illustration, we shall assume three bases are used
in the process. These are, for each Participant, the Beginning Share Balance, Beginning Cash 
Balance and *Compensation. While this section of the manual is concerned with the 
collection and format of the actual data needed, an explanation of how these bases of 
allocation are used to divide the assets of the ESOP among the Participants is also included. 
This should enable the Administrator to obtain a better understanding of the Allocation 
procedure. 

C. Two of these allocation bases, Beginning Share Balance and Beginning Cash 
Balance, are extremely simple, as they consist solely of information from the prior year. If 
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the prior years' Allocations have been performed properly, these Allocation Bases have 
already been determined with no input from the Administrator. The third basis, 
'Compensation",or some derivative thereof (see sample Aranypok Statute in Section 5, 
Appendix H) may or may not be relatively simple. Careful attention should be given to 
assure that the required data for determining the "Compensation" derivative has been 
obtained and that the derived Allocation Base is correct. Great care must be taken that the 
information is accurate. 

(1) 	 Beginning Share Balance: The ratio of the beginning Company Property 
Share balance for each Participant to the total Company Property 
Shares allocated to all Participants as of the prior year's Allocation Date. 

(2) 	 Beginning Other Investments Balance: The ratio of the total of Other 
Investments (referred to in the ESOP as th2 Other Investments Account)
for each Participant to the total of Other Investments allocated to all 
Participants as of the prior year's Allocation Date. 

(3) 	 'Compensation! The ratio of the "Compensation" for each Active 
Participant to the total of "Compensation" received by all Active 
Participants. 

Note: Alternatively, both as a check and another means of performing 
allocations, the Administrator may generate a factor derived from the 
amount to be allocated/the sum of the Participants allocation bases. 
This factor is then multiplied by each Participant's own allocation base. 

D. The Beginning Share Balance allocation basis isdrawn directly from the data 
generated as a result of the Prior Year's Allocation process. If the Prior Year's Allocation was 
performed correctly, this information need merely be drawn from the Prior Year's allocation 
register. Care must be taken that the Beginning Share Balances for the individual Participants 
and for the ESOP overall that are recorded on the records of the ESOP Organization agree 
with the records maintained by the processor. 

(1) 	 If an allocation error was made in a prior year, it will be necessary to 
correct the error by manua!!, re-performing the allocations and having 
the processor make appropriate adjustments in the Participants' account 
balances before beginning the allocation process for the current year, 
or by submitting corrected input data to the processor and having the 
entire allocation for the prior year redone. If only afew Participants are 
affected, manual recalculation and correction would probably be the 
best method to bring the account balances to the proper amount. If 
a large number of the Participants or all of the Participants are affected, 
it might be best to re-perform tie allocation process for the prior year 
before proceeding with that of the current year. It is up to the 
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judgement of the Administrator which method best suits the particular 
error to be corrected. 

(2) 	 First Year of ESOP. Information on individuai beginning share balances 
will not be available for the first year that the ESOP is in operation.
Provisions for allocations will be contained in the ESOP Statutes. 

E. 	 The beginning balance for the Cash and Other Investnrent (refe-rred to in the
ESOP as the Other Investments Account) allocation basis isalso drawn directly form the datagenerated as a result of the prior year's allocation process. If prior year's allocations have
been performed correctly, the Administrator does not have to worry about any additional 
input. 

(1) 	 Error correction in the Participants' balances in Other Investments is
done in the same way as for Beginning Share Balances. Analysis of the 
error, determination of what the correct balance or allocation should 
have been, and subsequent adjustment of the individual or total 
balances, or the re-performing of the allocation process. 

(2) 	 First Year of ESOP. For the first year that the ESOP is in operation, a
provision for the Beginning Other Investments allocation basis, if any,
will be in the ESOP Statutes. 

F. 'Compensation" or its derivative isthe most complicated basis for allocation.
The complexity results from the data collection process for this basis. Several data items may
be required, including, but not limited to: annual pay, years of service, employment rank, 
etc. 

G. 	 The first step in obtaining the "Compensation" for each Participant isto request
it
in the proper format from the Company. In the event that electronic data processing is
being used, input data may be created in a specified format (Section 4, Form F-1). 

(1) This step can be combined with the step from the Participant Census 
procedure where a list of current employees of the Company on the 
Allocation Date is requested. 

(2) 	 On occasion the Company may find it inconvenient to supply the 
requested information on the form supplied by the Administrator. In
that instance, any schedule which gives the information in such a
fashion that the Administrator can use it, and the processor can 
translate it, should be acceptable. The information itself is the 
important part - not the format. (See additional data request formats 
in Section 5, Appendix I) 
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H. Schedule of Compensation (PC-I): All Active Participants at the end of the 
year should be scheduled out with name, Participant ID Number and total amount of 
'Compensation' received by each individual during the year, plus any other required
irformation to enable allocation basis determination. These individual amounts must be
calculated and added togethei in order to arrive at total "Compensation" for the year. It may
be necessary to review the information and delete the compensation information for non
participants so that it doesn't get added into the total, and so that Inactive Participants are 
not included in the allocations for Active Participants. (See Form PC-1 for a suggested
format.) 
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REPRESENTATIVE SUMMARY OF ALLOCATION BASES
 

Asset Being Aflocated Basis 

Employer Cash Contributions Compensation or derivative 
Cash Dividends on Unallocated Property Shares Compensation or derivative 
Cash Dividends on Allocated Property Shares Beginning Property Share Balance 
Voluntary Employee Own Resources Equivalent Value 
Required Employee Own Resources Equivalent Value 
Net Earnings (or Loss) on Other Investnpats Beginning Cash Balance 

Property Share Dividends, if allocable Beginning Property Share Balance 
Employer Property Share Contributions Compensation or derivative 
Repurchase of Distributed Shares Beginning Cash Balance 
Property Shares or Property Share-Equivalents Released Compensation or derivative 

Note: The above is provided as only hypothetical guidance. The Administrator must refer 
to the ESOP Statutes for actual guidance. In addition it may be desirable to maintain "cost 
basis" to enable calculating gain or loss. Cost would be allocated proportional to shares. 

Outside Data Collection and Reconciliation 

A. 	 An administrative step completely separate from the Participant Census and the 
determination of the A!location Bases is the collection and reconciliation of the data 
generated from outside the ESOP or the Company. Under this heading is included the 
verification through independently generated statements of the amount of Other Investments 
held by the ESOP in trust for the Participants in the ESOP and the independently determined 
internal market value per share of the Property Shares as of the Allocation Date. 

This step can be carried on concurrently with, or before, the Participant Censusk or the 
Bases for Allocation, but it must be performed before "Allocations". 

B. Once again, this information is provided for guidance. In the event that there 
are no interest-bearing investments outside the ESOP, the following may not apply. There 
are three basic areas for which data must be collected and reconciliations performed where 
the data may come from outside tl e ESOP or the Company: 

(1) 	 Cash: This is the amount of ESOP liquidity which is held in the form of 
actual cash (or assets which can be converted into cash to 
accommodate liquidity needs) for disbursement, if necessary. 
Conceptually, cash held by the ESOP for transactions purposes may be 
viewed as an investment, but for practical purposes, it is better to think 
of it as something separate from the investment of ESOP assets other 
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than Company Property Shares made to maintain or increase the 
liquidity held in the ESOP. In general, Cash is the amount of Other 
Investments which is held in the ESOP's cecking account. Outside 
verification of this amount is generally inthe form of the statement that 
the bank holding the accoujnt sends to the ESOP for the purpose of 
reconciliation. 

(2) 	 Other Investments: This includes any asset held by the ESOP ' ar 
than Company Property Shares) to which a monetary value can be 
assigned, and which is not in the form of cash that can be disbursed 
instanty-(see Cash above). The source documents used to verify and 
reconcile these items are the statements sent out by the banks or 
investment firms handling the ESOP's accounts. 

(3) 	 Intemal Market Value per Share of Company Property Shares: Current 
Law requires that the Internal Market Value per rroperty Share be 
determined by an independent auditor at least two times per year;
Statutes also provide guidance. For a company whose Shares are 
publicly traded on an active stock exchange, this can be determined by 
obtaining the price that the Company Shares traded for theon 
exchange that day. For a company whose Property Shares are not 
publicly traded, it will be necessary to engage the services of a 
professional who isexpert in appraising the value of shares o; closely
held corporations. It iscritical that any such individual hired to evaluate 
the Company's Property Shares and his relatives not have any financial 
or other interest in the Company, so that the individual can be 
independent in appearance as well as infact. The source document for 
the Internal Market Value per Property Share of the Company's 
Property Shares is the report that such an individual would generate 
and give to the ESOP. 

C. The first procedure to be carried out is the reconciliation of the Cash account. 
This is fairly simple, as it involves a reconciliation of the ESOP Checking Account(s) as of the 
Allocation Date. Since this procedure must be performed on a monthly or quarterly basis 
(depending on when the bank issues statements), the Administrator must simply ensure that 
a reconciliation for the checking or cash account exists as of the Allocation Date. If one 
does not exist, it must be performed and maintained in support of the allocations for the end 
of the year. 

(1) 	 Imporiant: If the Cash Account is maintained in an interest-bearing 
checking account, any interest earned on the account is considered 
income to the ESOP. It is best to prepare a schedule of any such 
earnings over the course of the year during the reconciliation process, 
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as itcould be tedious and time consuming to go back and attempt to 
determine the income from the account later. 

(2) Important: If the Cash Account ismaintained in a checking account 
that incurs charges of some sort, such as check charges or service 
charges, these charges are considered expenses of the ESOP. Again,
it isbest to prepare a schedule of any such charges for the year during
the reconciliation process to save time and trouble later. 

(3) It isduring this step that the Administrator may begin to prepare the 
transaction schedule of Distibutions made to Former Participants 
during the year. These can generally be identified by noting payments 
made to individuals out of the ESOP checking account, and verified by
checking such payments with the "list of distributions to be made" from 
the prior year. 

a. This schedule should, at this point, include the Former 
Participant's name, I.D. number, the total amount received and 
any remaining balance if installment payments are being made. 

b. If amounts were withheld from the total payment to a Former 
Participant and sent to a taxing authority as a prepayment of the 
Former Participant's tax liability, these amounts are also counted 
as part of the total amount of the Former Participant's 
distribution. 

(4) The Administrator, based on the specific ESOP Statutes, should prepare 
a schedule to reflect Property Shares repurchased by the ESOP 
Organization. The first "right of first refusal" on Property Shares 
transferred to the ownership of the Participants is to the ESOP 
Organization. Repurchases must be for at least 1/2 of the Internal 
Market Value per Property Share and, in some instances, may be made 
in several payments. (Note: Section 3 discusses liquidity in more 
detail.) The fact here is that Property Shares of the ESOP Organization 
must be accounted for. It is suggested that repurchased shares may be 
accounted for in the Distribution Schedule. 

D. The next step may be viewed as a continuation of the same sort of 
reconciliation process that was done for Cash. Each separate investment must be reconciied 
on an individual basis with the records that the ESOP maintains for each investment. This 
involves taking the statements for each individual investment or investment account, and 
reconciling each one with the records of the ESOP in a fashion similar to the procedures 
used in reconciling a checking account 
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Important Again, any earnings on the investment of ESOP assets are considered to 
be ESOP income, and any charges are considered to be ESOP expenses. Both should be 
scheduled out in order to obtain the correct amount of ESOP Income (or Loss) for the year. 

E. Once the individual cash and other investment accounts have been reconciled, 
a reconciliation of the total Other Investments must be made. If the individual statements 
have been reconciled properly, this involves verifying that the balance inthe Record of Other 
Investments maintained by the ESOP as of the current Allocation Date and the totals for the 
various types of transactions equal the total balances as maintained outside the ESOP. 

It is important that the records maintained by the ESOP, such as checking account 
registers and records of investments, be accurately and completely maintained so that the 
information drawn from them for allocation purposes iscorrect and reliable. This verification 
of the records might be described as a 'mini-audit" of the books of the ESOP Organization. 

F. If the total of Other Investments in the records maintained by the ESOP do not 
agree with the total of Other Investments arrived at through the reconciliation process, either 
the records maintained by the ESOP are in error, or there has been an error somewhere in 
the reconciliation process. Some areas of possible error are as follows: 

(1) 	 Mathematical Calculations: The first area to check when the accounts 
do not reconcile is the math. Make certain that all addition and 
subtraction has been properly performed. 

(2) 	 All Records Accounted For. Make certain that records for all 
investments have been located and added into the total. 

(3) 	 Income/Loss: Make certain that earnings on (and charges to) ESOP 
investments are properly identified as such, and are added to (or 
subtracted from) the records maintained by the ESOP Organization. 

(4) 	 Disbursements/Deposits: Make certain that all disbursements from and 
deposits into the Cash account are properly accounted for. 

(5) 	 Classification: Deposits and disbursements must be properly classified 
in order to reconcile, For example, purchasing acertificate of deposit 
with cash from the ,sOP Organization's checking account (while it is 
a disbursement from the checking account) is not a disbursement from 
ESOP assets, but isa process of changing one asset into another, and 
the net amount of ESOP assets does not change. 
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G. As a result of the reconciliation process, the Administrator should have the 
following outputs: 

(1) 	 Verified Total of Other Investments: The total of Other Investments 
maintained by the ESOP Organization should now agree with the 
statements obtained from outside the ESOP and the Company. 

(2) 	 Schedules of Income and Expenses: Earnings on investments and 
charges on the various accounts should be listed in some fashion as a 
preparatory step in determining Net Plan Income (or Loss) for the year. 

(3) 	 Schedule of Distributions to Participants: The Administrator should 
have a list of individual Former Participants who received distributions 
during the year and how much each one of them received. 

(4) 	 Schedule of Repurchases: The Administrator should include this 
information on the Schedule of Distributions when the ESOP 
Organization Repurchases the Property Shares. 

H. 	 ESOP Transactions Ledger. While not strictly necessary, the Administrator 
might find it helpful to prepare a Ledger of ESOP Transactions which details all of the 
transactions affecting the amount of Other Investments account. Form DC-1 contains a 
representative format. 

1. 	 The final information to be received from outside the ESOP or the Company 
is the Internal Market Value per share of the Company's Property Shares on the Allocation 
Date or at such other semiannual date. 

(1) 	 This is one of the most important figures that the Administrator will 
work with, and one that he will have the least control over receiving.
This valuation must be done in accordance with the ESOP by an 
outside valuation expert, and some time can elapse before the figure
is ready. Generally, everything that can be done before the valuation 
is received should be done. The lag time while waiting for the 
valuation figure should be used to verify and correct the various figures 
and totals arrived at using the procedures outlined in this section. The 
value per share is the final "outside figure needed for the Summary
Data Input Form (Form AL-1) and a number of the supporting
calculations. The rest of the figures on the form are the result of 
calculations performed using the information on the form. When the 
Internal Market Value per share is received, the Administrator will 
perform the calculations dependant on that information and submit the 
Allocation package to the processor. 
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SUBSECTION B: ALLOCATION 

Allocations 

A. 	 Once the data have been collected and the initial processing of the information 
has been performed as outlined in Subsection A, the next area of concern is determining the
quantitative inputs and presenting them to the processor so that the allocations can be
performed. This is the most complicated and involved of the three areas, but it can be 
broken down into a number of "sub-procedures" so that the complexity of any one task is 
of manageable size. 

B. A suggested Summary Data Input Form (Form AL-1) is contained in Section 4. 
It will be useful to refer to it while reading this description so that the explanations of the
various procedures may be clearer. Supporting forms are AL-i a, AL-ib, and AL-ic. 

C. Before the task can really begin, the first procedure to be carried out is the 
reconciliation of the ESOP OrRanization's records in order to ensure that records, balances 
and Participants' equity agree in all particulars. The starting points for this process are the 
Record of Cash, Record of Other Investments, Record(s) of Company Property Shares held 
by the ESOP Organization and the reconciled statements from the bank(s) or other 
institutions holding ESOP Organization cash and investments. 

(1) This procedure issimilar to the one carried out by the Administrator to 
reconcile the ESOP Organization's records with those of outside 
financial institutions, and to some extent overlaps with those 
procedures. It is actually, however, aseparate procedure dealing with 
reconciliation of the total (gross) amounts of assets held by the ESOP 
Organization with the individual amounts credited to individual 
Participants' accounts and with the records maintained by the 
processor. 

(2) 	 Note that it is important that the processor maintains adequate records 
of his own in order that the redundancy furnish an additional safeguard
against loss of information. The records maintained by the processor
would also be available in the event that a question arises as to how 
and why the actual allocation procedures were carried out. 

D. 	 First the statements from outside institutions must agree with the records kept
by the ESOP Organization and any differences reconciled. This process has been completely
described in Subsection A, Outside Data Collection and Reconciliation, and what follows in
this paragraph is only a brief outline. As noted, this procedure involves making the balances 
of the Record of Other Investments as of the current Allocation Date and the totals for the 
various types of transactions equal to the balances as maintained outside the ESOP 
Organization. It is important that the financial records relating to the ESOP be accurately 
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and completely maintained so that the information drawn from them for allocation purposes 
is correct and reliable. This verification of the records might be described as a "mini.audit" 
of the books of the ESOP Organization. Once it has been performed, the rest of the data 
collection procedure follows. 

E. The first information needed in this data collection and aggregation process is 
the Beginning Total Allocated Property Shares Balance and the Beginning Total Allocated 
Other Investments Balance. These data are available from the end of the prior year and 
should already have been generated as the result of the procedure for gathering the 
information needed for the allocation bases described in Subsection A above. The 
supporting schedules for these two balances are the Management Reports generated as a 
result of the allocation process at the end of the prior year. 

Distributions and Repurchases During the Year (Form AL-2) 

A. The next data needed are the distributions and repurchases from Participants 
accounts. This category accounts for distributions to Former Participants and any other 
withdrawals during the year preceding the Allocation Date on which the allocations are 
taking place. It also reconciles the repurchased ESOP Property Shares. 

(1) 	 If aschedule of distributions to Former Participants was prepared during 
the reconciliation process described in Subsection A of this manual, 
then the work of data extraction has already been performed. If a 
schedule was not prepared, it is necessary to do so in the proper 
format. 

(2) 	 The necessary information is drawn from the record of account 
balances maintained for Participants as of the prior year's Allocation 
Date (the Management Reports) and the ESOP Transactions Ledger 
Form. 

B. A supporting schedule should be prepared showing, for each individual 
Participant, the amount withdrawn or distributed from his Other Investments account(s), the 
number of Property Shares withdrawn and/or repurchased from his Property Shares 
account(s) and the balances remaining in the accounts. The total of all distributions and 
withdrawals is shown on the supporting schedule and then on the Consolidated Input Form. 
Both cash and share withdrawals are shown as a "minus' total amount on the Consolidated 
Input Form, with the schedule showing the breakdown per Participant. Repurchases are 
'plus' entries with reference to the total of Property Shares in the ESOP. Therefore, if all 
distributed shares were repurchased, the net ESOP Property Share change would net to zero. 

C. Calculation of the equivalent number of Property Shares withdrawn from a 
Participant's account(s) is actually used as part of notifying a Participant of his benefits and 
how much he can expect to receive, but it is attached to this step in order to simplify the 
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record-keeping process. The Administrator must refer to the Statutes to determine the 
repurchase price for various distributions. 

D. A suggested format, Form AL-2, for the supporting schedule listing the 
Participants and the withdrawals from their accounts is in Section 4. 

E. The Administrator should already have begun preparation of this schedule while 
carrying out the procedures described in Subsection A. 

F. 	 The specific ESOP Statutes provide distribution guidance. If the actual 
distributions is in cash, the method for distributing cash to a Participant is to "repurchase"
Property Shares from his Corm*pany Property Shares account(s) and possibly reallocate the 
repurchased Shares among the Members, Participants and/or Employees. Inorder to do this, 
the Administrator must calculate the number of Property Shares to be "distributed" to a 
Former Participant and repurchased from him. 

(1) 	 In effect, the ESOP Organization is buying Property Shares from a 
Former Participant's account(s), giving the cash to the Former 
Participant, and possibly allocating the repurchased Property Shares, 
without the Former Participant having to go through the process of 
receiving the Property Shares and selling them back to the ESOP 
Organization on his own. 

(2) 	 A departing Former Participant who receives cash rather than shares 
will therefore always be paid the value of the Property Shares which 
have been allocated to his account(s), pursuant to the specific ESOP 
Statutes. 

(3) 	 The next set of information needed is the total number of Property 
Shares repurchased from departing Former Participants, and the total 
price paid. This information can also be drawn from the Schedule of 
Distributions and Withdrawals. 

G. Completion of the Schedule of Distributions and Withdrawals (Form AL-2) is 
as follows: 

(1) 	 The Administrator should already have scheduled out on Form AL-2 the 
names of the individual Former Participants who received distributions 
during the year, the date on which they received their distributions, and 
the total amount received (including any amounts withheld for taxes), 
and posted a note about the next required installment payment if 
applicable. Item (a.) below gives the standard treatment fcr 
distributions and withdrawals. Items (b.) through (e.) are exceptions to 
the general rule. 
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a. 	 If a particular Former Participant receives two or more 
distributions during a single year, the total of the distributions 
can be listed as a single distribution on Form AL-2, if the same 
Internal Market Value per Property Share is in effecL 

b. 	 If a particular Former Participant receives two or more 
distributions during a single year where a different Internal 
Market Value per share is in effect for at least one of the 
distributions, the distribution(s) affected by the different Internal 
Market Value per Share must be separated and listed as a 
separate item on Form AL-2. When the amount of the 
aggregate distributions are entered by the processor for the 
allocation process from the Summary Data Input Form (Form AL
1), Distributions using one Internal Market Va!ue per share must 
be separate from distributions using another Internal Market 
Value per share on the Summary Data Input Form. This is 
because the processor has to use the actual Internal Market 
Value per share as a basis for the aggregate distributions and 
repurchase of Property Shares from Former Participants, or the 
reallocation of repurchased Property Shares will not be correct. 

c. 	 The situation of having two or more values per share for asingle 
allocation process arises where distributions are made at 
different times of the year and the Property Shares of a 
Company are publicly traded (and the value changes on a day
to-day basis), or (as in the case where the Property Shares of a 
Company are valued twice a year), distributions are made based 
on different values per share. 

d. 	 In the event of having two or more values per share for Property 
Shares distributed and repurchased, the Summary Data Input 
Form would have to be modified so that the aggregate 
distributions and repurchases for each value per share would be 
listed as separate line items on the Form (Form AL-1). 

e. 	 If using multiple values per share becomes a frequent 
occurrence, the Administrator should prepare a separate 
Schedule of Distributions and Withdrawals (Form AL-2) for each 
value per share, and list all distributions using a particular value 
per share on a single schedule. 

f. 	 If a Former Participant has no Property Shares remaining in his 
account at the time of the distribution, the value per share does 
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not enter into the distribution calculation for that particular 
Former Participant. 

(2) 	 The Administrator should then enter the value per share in the 
appropriate space on the Schedule of Distributions and Withdrawals 
(Form AL-2). The value may be entered for each Participant's 
distributions, or, where the same value per share is used for all 
distribution, the value per share may be entered for the first Former 
Participant listed, and a line drawn down from the value to indicate that 
the value is the same for all distributions listed on the form. If this 
method is used, and there is more than one page of distributions, the 
value per share should be entered at the top of every page in the space 
provided. 

(3) 	 Calculation of the number of Property Shares distributed and 
repurchased is the next step. The order of distribution to a Former 
Participant is: Property Shares first, then Other Investments. That is, 
although distributions to Participants will be in cash, assets will be 
removed from Participant's accounts and repurchased (when Shares are 
removed) in the order given. The calculation of the number of Shares 
"distributed" and repurchased (and other attendant calculations) is a 
relatively uncomplicated procedure. Note: If shares are carried to 
three (3)decimal places, fractional shares cannot be distributed in the 
event 	of distribution in kind. 

a. 	 The Former Participant will be paid according to the ESOP 
Statutes. Property Shares will be repurchased based on the 
relevant Internal Market Value and the amount per Property 
Share required to be paid. Only the number of Property Shares 
required by the Statutes to be purchased (as installments or in 
a lump sum) will be repurchased. 

b. 	 Once the number of Property Shares removed from each 
Participant's account is calculated, the number is entered on 
Form AL-2 in the "Number of Sha-es" column. 

(4) 	 Having entered the number of Shares distributed on Form AL-2, the 
Administrator multiplies the number of Shares times the values per 
share to obtain the "Total Value of Share Distributed." This amount is 
entered in the column so labeled. 

(5) 	 The balance from the Other Investments account is then entered in the 
"Cash Account Distributed" column so that the previously entered "Total 
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Value Distributed" amount for each Participant equals the "Total Value 
of Shares Distributed' plus "Cash Account Distributed". 

(6) 	 To calculate the "Cost of Shares Distributed" for each Participant, the 
Administrator takes the total Cost of Shares given for a particular
Participant on the processing records, divides that amount by the total 
number of Property Shares in the Participant's account, and multiplies 
the result times the number of Shares "distributed". 

This amount is entered in the "Cost of Shares Distributed" column for 
each Participant who received a "distribution" of Property Shares. 

H. Once the Schedule of Distributions and Withdrawals (Form AL-2) has been 
completed for all distributions made during the year, the columns for "Number of Shares,"
"Total Value of Shares Distributed," "Cash Account Distributed," and "Total Value Distributed" 
are totaled and the totals entered on the bottom of the last page of the schedule. 

(1) 	 The Administrator may find it helpful, in the event of having to prepare 
anumber of pages for this schedule, to total each page of the schedule 
at the bottom of each page, and put a grand total on the last page. 

(2) 	 The sum of the totals of "Total Value of Shares Distributed" plus "Cash 
Account Distributed" must equal the total of "Total Value Distributed," 
or an error has been made. 

(3) 	 The columns labeled "Value Pe. Share* and "Cost of Shares Distributed" 
are not totaled. A column total for "Value Per Share" would be 
meaningless, and a total for "Cost of Shares Distributed" isnot needed. 
Cost of Shares Distributed is used only on an individual Participant 
basis, not in aggregate. 

I. 	 The Sc['edule of Distributions and Withdrawals (Form AL-2) issubmitted to the 
processor as support for the Summary Data Input Form (Form AL-1). The processor needs 
to know both the individual amounts and the aggregate amounts, so that the Administrator 
must be careful in preparing the schedule of Distributions and Withdrawals that the 
information is accurate and consistent. 

J. The procedure given above for "distribution" and repurchase of Company
Property Shares distributed to a Participant isbased on the assumption that all distributions 
to Participants will be made in cash. In the event that Participants would be given the right 
to receive actual Property Shares in a Distribution, the procedures would have to be 
modified somewhat: 
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(1) 	 The format of the Schedule of Distributions and Withdrawals (Form AL
2)would have to be changed to show the number of Shares actually 
repurchased. 

(2) 	 There would be adifference between the number of Shares distributed 
and the number of Shares repurchased in the amount of the Shares 
actually received by Participants. This number would reduce the 
number of Shares in the Plan as a whole. 

ParticiDant Share Purchases With Own Resources 

Under 	the provisions of the ESOP Statutes, a Participant is required to pay with his 
own resources at least 2%of the purchase price of the Property Shares. The employee may
also choose to purchase additional Property Shares with his own resources. Provision must 
be made to account for such Participant contributions. 

A contribution to the ESOP by a Participant would remain the property of the 
Participant making the contribution, and be used to purchase Property Shares based on 
specific ESOP Statutes provisions. 

Any c ,ntributions made by a Plan Participant to the Plan must be credited totally to 
that Participant's account. No portion of such a contribution may be allocated to any other 
Participant's account or to a suspense account. AParticipant may buy repurchased Property
Shares from the ESOP Organization. ESOP Statutes will contain guidance as to property
Share repurchase and/or limits with reference to a Participant's own resources. 

When 	Participants make contributions to their own accounts, these contributions must 
be accounted for individually so that a Participant's contributions are credited to his own 
account. While the total for any of these will be shown on the Summary Data Input Form 
as a single item, the schedule listing the individual contributions (atotal for each Participant)
is the source from which the system inputs will be made. 

This schedule should show the name of the participant, the Participant's ID number,
and the total contributions made by that Participant during the current year. This information 
will be drawn from the ESOP Transactions Ledger. This isa"plus' item on the Summary Data 
Input Form. A suggested form for this schedule is in Section 5, Appendix J. 
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Leveraged Shares Released From Suspense 

Property Shares are put into the suspense account when they are purchased with an 
Acquisition Loan. As the loan is paid off, the Property Shares are released from the 
suspense account and allocated to Participant's Share Accounts as discussed in the 
following. 

As general guidance, the manual presents two representative calculation methods. 
The Administrator must refer to the specific ESOP Organization credit agreement for 
guidance on calculating the release for allocation of encumbered Property Shares. The first 
method is a shaie release formula for Loans Subject to Repayment Based on a Percentage
ofProfits and/or Dividends, the second method isthat used for Loans Subject to Repayment
Based on Principal and Interest. The Percentage of Profits method will be covered firsL 

Shares that have not been allocated to Participants' accounts are held in a suspense 
account. "Encumbered Shares" and "Shares Held in Suspense" are therefore different ways 
of saying the same thing. 

A. 	 Sham Release Formula for Loan Subject to Repayment Based on a Percentage
of Profits and/or Dividends: In the case where an Acquisition Loan is to be 
repaid out of z.percentage of profits or dividend over aspecific period of time, 
the number of Encumbered Shares (or their Share-Equiva!ents) to be released 
from suspense is based on the projected repayments required for the 
liquidation of the loan liability, the number of Property Shares in suspense at 
the beginning of the year, and the loan repayments for the current year. 

The formula for share release under this method of retiring the loan is this: 

SR= 	 CY *S
CY+PR 

Where: SR = The number of Property Shares to be Released. 

CY = Total loan repayments for the Current Year. 

PR= Total Projected Repayments (See ESOP 
Organization Property Shares purchase contract) 
during the rest of the repayment period. 

S = Number of Property Shares in Suspense account 
before current release of Property Shares. 
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It should be kept in mind that, from a legal point of view, Property Shares may 
be allocated but not distributed until repayment obligations have been fully
discharged. However, from an accounting point of view, Share-Equivalents are 
to be released from suspense according to the above formula. 

B. 	 Property Share Release Formula for Loans Subject to Repayment Based on 
Principal and Interest This is the formula to be used when the Acquisition Loan used to 
acquire Property Shares for the ESOP is to be repaid by paying back the lender the full 
amount of principal loaned, and interest on the outstanding balance at a fixed or floating 
rate. 

The first step is to determine just how Property Shares are to be released from 
suspense. Calculation of the number of Encumbered Property Shares to be 
released is based on a formula that uses the amount of loan principal paid 
over the year, and the nominal value per share. 

The formula for the release of Shares from the suspense account is: 

SR= PC 

Where: SR = The number of Shares to be Released. 

PC = 	 Principal paid on the Acquisition Loan during the 

Current Year 

CS = 	 Original Co; per acquired Share 

(1) 	 The Principal paid on the loan for the current year can be drawn 
form the Record of Acquisition Loan (Form DC-4) and the ESOP 
Shares Ledger (Form DC-2). 

(2) 	 The Original Cost per acquired Property Share is equal to the 
total original principal of the Acquisition Loan divided by the 
total number of Property Shares acquired. For the purposes of 
this calculation, this figure must remain constant throughout the 
repayment period for that particular loan. 

Once 	the number of Property Shares or Share Equivalents to be released from 
suspense has been determined through either of the above formulae, the transaction is 
entered on the ESOP Shares Ledger so that the number of property Shares in suspense is 
carried forward correctly into the next year. 
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Ali of the calculations should be in the form of a schedule that supports the amount 
on the Consolidated Input Form. A suggested form is (Form AL-3): 

C. 	 Record of Acquisition Loan (DC4): In order to keep track of the number of
Property Shares held by die ESOP, the Administrator should maintain a 'Record of
Acquisition Loan' (DC-4) and an 'ESOP Shares Ledger' (Form DC-2). This Ledger records the
date of acquisition, the number of Property Shares, the price per share, the method of
acquisition, and any relevant comments. The Administrator must record all acquisitions and
dispositions of Property Shares by the ESOP so that an accurate record is maintained. 

(1) 	 Since Property Shares ;epurchased from departing Participants and 
Property Shares released from suspense accounts would not affect the 
total Property Shares held by the ESOP, it would be unnecessary to 
enter such a transaction in the ESOP Shares Ledger. 

(2) 	 Property Shares actually distributed to a Participant would affect the 
total number of Property Shares held by the ESOP and would have to 
be entered on the ESOP Shares Ledger. 

Suggested formats for the Record of Acquisition Loan and the ESOP Shares Ledger 
are found in Section 5, Appendix K. 

Net Income or Loss of the ESOP 

A. 	 The term "income" as it is used in this manual and in the allocation process
means earnings on investments of the ESOP, interest on savings accounts, cash dividends on
Property Shares, the increase or decrease in the fair market value of ESOP assets other than
Property Shares, and other inflows of assets that are not handled as a separate allocation 
item. Dividends earned on allocated (unencumbered) Property Shares are allocated in
proportion to Property Shares in the ownership of the Participant and may be required to 
stay in the ESOP until the credit installments are completely repaid. Dividends earned on
Encumbered Property Shares will be used to repay the Acquisition Loan. 

Unrealized gain or loss on Property Shares isnot considered income. Only at such 
time as the gain or loss *- realized will it be recognized. 

B. Therefore, "Net Income (or Loss)" to the ESOP is the excess of income over 
expenses, or vice versa: 

(1) 	 Net Income is the amount by which income exceeds expenses, and is 
shown on the Summary Data Input Form as a "plus', or addition to the 
assets of the ESOP. 
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(2) 	 Net Loss is the amount by which expenses exceed income, and is
shown on the Summary Data Input Form as a "minus", or subtraction 
from the assets of the ESOP. 

Once 	net income has been defined, it can then be quantified. This involvescalculating the earnings on the ESOP's Other Investments, subtracting any expenses, andending with the net earnings on the ESOP assets. This information can be drawn directly
from the ESOP Transactions Ledger. 

Not included in this amount are any items which are already accounted for in someother area of the Summary Data Input Form, such as principal and interest payments, and
the Company contribution for the plan year. 

C. 	 A schedule .,hould be prepared in support of net income. Net income for theESOP is shown as a "plus' amount on the Consolidated Input Form. A suggested form fordocumenting income and expenses is contained in Section 4 (Form AL-4). 

Dividends Received by the ESOP 

A. Cash Dividendh, under the ESOP, are treated as aseparate allocable item and are not included in the determination of Net Income (or Loss) to the ESOP over the ESOP
Year for the purposes of allocation. 

Similarly, dividends on allocated Property Shares held by the ESOP are not treated asincome to the ESOP for allocation purposes, but as a separate allocable item to be addedto the Other Investment Account of Participants. Generally, dividends are payable based on a Date of Record to all Property Shares of record. The payment or Date of Payment
generally follows in a few weeks; this is the actual dpte of dividend payment. Dividends on
encumbered Property Shares are used to pay down the credit.
 

Because a receivable is allocated to the Participants the same as an asset that hasactually been received, the Administrator must be careful to ensure that any dividendsreceivable on the Allocation Date are allocated to the Participants in accordance with theESOP Statutes. The Administrator must therefore keep informed about any dividends that 
may be decliz'ed. 

B. Cash Dividends on Allocated Property Shares Received or Receivable are thosecash dividends on Property Shares allocated to Participants' accounts. They are allocated among the Participants on the Beginning Share Balance basis and posted to the participant's
Other Investment Account. 

C. Cash Dividends on Unallocated Property Shares Received or Receivable arethose dividends in cash whidi have been paid on the shares held by the ESOP which havenot been allocated among the Participants. It is anticipated that these dividends will 
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generally be used to service the debt. However, dividends, in excess of the amount required 
to service the debt, are allocated in the same manner as the freed shares; i.e., proportional 
to "compensation'. 

D. Sometimes the Company may distribute to shareholders share dividends 
instead of, or in addition, to cash dividends. Such "share dividends" usually increase the total 
number of Property Shares, and therefore dilute the future earnings per share. Share 
Dividends Received are share dividends for which title to the shares has already passed to 
the ESOP. They are allocated on the Beginning Shares basis, except that the account(s) for 
any unallocated shares also participates in the allocation and receives a portion of the share 
dividend based on the number of shares in the account(s) which is added to the total 
number of shares in the suspense account(s). 

Shares distributed as dividends on the unallocated Shares in the suspense account are 
added to the unallocated Shares in the suspense account. The ownership proportions must 
remain the same both before and after the share dividend. 

In the event of ashare dividend where all or aportion of the share dividend is added 
to the unallocated Shares held in suspense pending repayment of an Acquisition Loan where 
the repayment isbased on payments of principal and interest, the Original Cost per acquired 
Share used in the share felease fornula must be adjusted proportionately so that: 

The Adjusted Original Cost per Acquired Share 

times 

The total number of Shares held in suspense after adding the share dividend 

equals 

The remaining principal to be repaid 

E. Share Splits are treated exactly like share dividends. For purposes of the ESOP 
there is no difference between them. 

(Dividend calculation worksheet samples are contained in Section 4.) 

Summary Data Input Form (Form AL-1) 

A. The Summary Data Input Form is the form used to present the allocation data 
to the processor. It gives in aggregate the amounts to be removed from, or allocated to the 
various Participants' accounts. When combined with selected supporting schedules, it makes 
a package of material that contains all that the processor needs to perform the mechanics 
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of allocation. Inaddition, all supporting documents should be placed in the Allocation File. 
Such information would include any schedule containing allocation information involving an 
individual Participant's account(s). 

Examples of this type of supoorting schedule are Distributions and Withdrawals from 
Participant Accounts (Form AL-2), and Schedule of Participant Share Purchases (Form AL-7). 
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The Allocation Input 

A. The "Allocation Input' consists of the data supplied to the processor for 
performing the actual allocations and the immediate outputs of that process. This package
effectively completes the set of tasks that relate to the ESOP Year for which the Allocations 
are being performed (generally the ESOP Year which has just ended). For verification 
purposes, both allocation bases and allocation factors, where appropriate, should be 
included. 

Participant Census Data 

The information already gathered in the Administration procedures determines the 
final steps in the Allocation Procedure. Vital Allocation Input are as follows: 

(1) 	 New Participants must be added to the Participant population. This involves 
taking the List of New Participants and entering the individual Participants into 
tie allocation application. If allocations are being performed manually, this 
involves adding the New Participants to the list or group of accounts where 
records of the Participants' accounts are maintained. 

(2) 	 Deletion of Participants as the result of a direct action is recommended, as this 
will allow the Administrator to use the List of Participants to be Deleted in 
performing the Participant Census and make it less likely that a Participant will 
be removed in error or without leaving a trace. 

(3) 	 Participants who are no longer employed by the Company but who have 
account balances, will not share in the allocations for the current plan year
(exceptions may exist for retirement or death) and so must be put in a 
different classification. This will ensure that these former employees are still 
carried as Participants, while separating them from the normal allocation 
process. These Participants who receive no allocations are generally further 
sub-classified with respect to the year in which their distributions will begin. 

Each year the Participant Census will need to be retallied with adds, deletes and 
changes. 

To summarize, the usual routine for having the proper Participants in place will require 
that the processor be furnished with: 

List of New Participants 

List of Changes 

List of Terminations 
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Allocation Basis Data 

The next area of information to be supplied is the Allocation Basis Data. This 
information should include all bases which will be used in allocating ESOP benefits. 
Representative bases include: Beginning Share Balance, Beginning Balance of Other 
Investments, Participant's Own Resources, and the basis for sharing in the paid-off shares 
during the year. Note the bases should be defined in the ESOP Statutes. 

-Quantitative Inputs 

All allocable amounts should be verified on the Summary Data Input Form (Form AL
1) 
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SUBSECTION C: REPORTING
 

ReDorting -ihe Results 

The final step in the Administrative process is reporting. Such reports may include, 
but not be limited to, the following: 

Allocation Register 

Participant Statements 

Participant Distribution Statements/Tax Infoimation 

Government Accounting Reports 

Financial Reconciliations 

Ballot 	Solicitation Forms 

The Administrator must plan from the onset to capture in the allocation system all data 
expected to be used and/or reflected for output purposes. Once again, the specific ESOP 
Statutes should be read and all required outputs identified, as well as the required data items. 
Output reports formats may be varied; representative samples are included in Section 5, 
Appendix L. 

A. Once the various data relevant to the Participant Census, Allocation Bases and 
Allocation Data have been put into the system, the Administrator should be able to generate 
the two most relevant documents: (1) The Allocation Register and (2) The Individual 
Participant Statements. 

(1) 	 The two documents should not be produced at the same time. It is 
better to run off a copy of the Allocation Register and verify the 
information it contains and then produce the Participant Statements. 
This allows the Administrator to check for errors and make any 
corrections necessary before producing the Participant Statements. 

(2) 	 Once the verified Allocation Register and Participant Statements have 
been completed, the rest of the administrative tasks for the current year 
and a plan for the subsequent plan year can be completed. 

2-35
 

f 



B. 	 The Allocation Register. 

This printout should contain the current year's Allocation results by Participant. It 
should have appropriate page headings and be paginated. It isfurther suggested that the run 
be sectioned into statuses such as Active Participants, Inactive participants, and Terminations, 

by year of liquidity need. Information which may be included for each Participant includes: 
Name, Participant I.D. Number, Date of Birth, Date of Hire, Date of Termination, Status, Job 
Class/Rank, Years of Service, Compensation, etc. Accounts should be differentiated by 
Participant and Company. In addition, equivalent Market Value of the Account(s) may be 
reflected. An alphabetical sort is generally preferable and appropriate subtotals and totals 
should be generated. 

C. 	 The Individual Participant Statements. 

The Participant Statements are given to the individual Participants, and contain only 
the information relevant to that particular Participant. The Administrator should make acopy 
of all Participant Statements before sending them to the individual Participants. (Sample 
Participant Statement formats are included in Section 5,Appendix M). 

D. 	 Participant Letters 

Frequendy the Administrator will find it necessary to communicate information to 
particular Participants that is not relevant to any of the other Participants in the ESOP. Such 
circumstances would include forthcoming distributions of benefits, a welcome to the ESOP 
for a new Participant, a personalized ballot, or other information of a personal nature. In 
such cases, the Administrator will write a letter to the Participant informing the Participant 
about his particular rights, needs or responsibilities. The most commonly produced letter is 
that which informs the Participant of a distribution to be made, how much it will be, and 
when the distribution can expect to be received. Sample letters for the Administrator to use 
as a guide are included in Section 4. 

E. 	 The Administration Package 

(1) 	 Once the allocations have been performed and the related documents 
produced, the administration for the ESOP Year just ended iseffectively 
complete. The attention of the Administrator must then turn to the 
tasks for the cunnt Year which are necessary to complete the cycle. 

(2) 	 The "Administration Package" consists of those documents and tasks 
that relate to the ESOP Year immediately following the ESOP Year for 
which the allocations have just been performed. In most cases this 
would be the current year. The Administrator must outline and specify 
tasks that must be completed before the next Allocation Date comes 
around in order to be prepared for the next allocation process. 
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F. Distributions to be Made 

(1) When the Allocation Register has been completed, a determination 
must be made as to which Participants will be receiving distributions of 
benefits in the coming plan year. This determination must be made 
within the parameters established in the specific ESOP Statutes. The 
Statutes should also provide guidance on the form of distribution, lump 
sum, periodic payments, etc. 

(2) 	 A schedule should be prepared listing each Participant who is to
receive a distribution from his accounts. This schedule should show the 
name and address of the Participant, the Participant I.D. number, the 
balance in the Participant's account(s), the method and amount of the 
distribution, and the balance that will remain in the account(s) after the 
distribution. The balance in both Property Shares and Other 
Investments is needed in order to calculate the total distribution to go 
to a Participant. A suggested form for the Schedule of Distributions is 
AD-2. 

(3) 	 Acautionary note isin order here. While it is not pleasant to anticipaie 
a decrease in the value of the Company's shares, this can and does 
happen. For this reason, distributions should not be made to 
Participants before the definitive amounts of their account balances are 
known. If distributions were to be made using an outdated valuation 
for the Property Shares and the share value were to decline, the ESOP 
Organization could be placed in the embarrassing position of having to 
ask for a refund of part of the benefits distributed. This could also 
result in a loss to the ESOP if the Participant were not in a position to 
make a refund. 

(4) 	 Once the Participants entitled to receive distributions have been 
determined, a letter should be prepared for each Participant receiving 
a distribution. A selection of sample letters and accompanying forms 
is included in Section 4 of the manual. 

Documentation 

Various forms are associated with maintaining the ESOP. Participant folders or files 
are recommended. Enrollment forms should be completed for each new Participant, in
addition to a Beneficiary Designation Form. It will also be important to retain the results of
the individual ballot. Sample Forms are contained in Section 5, Appendix N. 
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Information which may be included on Participant Forms includes: 

(1) 	 LAST NAME: Inthis space the Participant's last name would be written. 

(2) 	 OTHER NAMES: Inthis space the Participant's other names would be 
written out fully. 

(3) 	 NAME CHANGE: This space should be marked with a check, an X to 
indicate that the Participant's name on the current card has been 
changed for some reason, e.g. the result of marriage. The old card 
would be retained, either by fastening it to the new card, or by 
maintaining it in a separate file set aside for that purpose. 

(4) 	 PARTICIPANTS ID NUMBER: In this space would be recorded the 
Participant's unique ID number. 

(5) 	 ADDRESS: The current mailing address of the Participant should be 
written in this space. The Participant Form should have enough space 
to "cross out" an old address (without obliterating it so that it cannot be 
read) and write in a new address without having to prepare anew card. 

(6) 	 BENEFICIARY: The primary beneficiary designated by the Participant 
isgiven in this space. The source for this information isthe Designation 
of Beneficiary Form which must be prepared by each Participant. 

(7) 	 ADDRESS: The current mailing address of the designated primary 
beneficiary. As with all addresses on the Participant Data Card, it must 
be kept up to date. 

(8) 	 DATE OF HIRE: The date on which the Participant became an 
Employee of the Company. 

(9) 	 DATE OF BIRTH: The date on which the Participant was born. 

(10) 	 DATE OF TERMINATION: The date on which the Participant ceased 
his employment with the Company. 

(11) 	 YEAR DISTRIBUTIONS BEGIN: In this space is noted the plan year in 
which the Participant will begin receiving distributions, in what form the 
distributions will be made, and how the distributions will be spread out. 

(12) 	 JOB CLASSIFICATION: This information must also be kept up to date. 
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ESOP 	Omanization File 

This file should contain all permanent pertinent documents, including, but not limited 
to the following: 

(1) 	 Leveraged ESOP Note/Contract: This is the formal document addressing the 
provisions and terms of the ESOP note. 

(2) 	 ESOP Statutes: The most recent Statutes shall be included. Amendments not 
reflected in the document should accompany it. 

(3) 	 ESOP Statutes Summary: A summary of the ESOP Statutes, including a recap 
of the salient provisions and administrative responsibilities, shall be prepared. 

(4) 	 Calendar of Activities (Annual): A recap of activities during the year which 
support the ESOP Administration, with the date and the person responsible for 
each. 

(5) 	 Data Documentation: An outline of the data and source. 

(6) 	 Administrative Forms: Copies of all forms, for collecting and transmitting 
participant and financial data. 

(7) 	 Report Samples: Copies of all output reports to be produced annually. 

Allocation File 

A separate documentation file shall be maintained for each allocation. It shall contain 
all workpapers and supporting materials used in performing the allocation. The allocation 
file shall contain the items listed below, as well as any other special items which might be 
necessary. 

(1) 	 Workpapers: The preparation of neat and accurate workpapers in aconsistent 
manner is important. The following workpapers are required for each 
investment fund: 

a. 	 ESOP Analysis - analysis of financial activity in the ESOP and verification 
of income determination for the allocation period. 

b. 	 Plan Analysis- analysis of aggregate financial activity of participants in 
the plan during the allocation period. 
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c. 	 Reconciliation of ESOP to Plan - reconciliation of the balance in the 
ESOP to the balance of the aggregate participant records as of the end 
of the allocation period. 

(2) 	 Processing Schedule: A description of each of the steps involved in the 
processing of a complete allocation cycle shall be prepared with sufficient 
detail to allow a qualified individual unfamiliar with the client to step in at any 
point and continue the processing. This schedule should include manual steps 
as well as any computer steps. Particular care should be taken to document 
special programs or procedures which are not typically part of routine 
processing or which are applicable only to intermittent processing cycles. 

(3) 	 Trust Statements: Certified asset and transaction statements for the allocation 
period should be obtained directly from the trustee. 

(4) 	 Correspondence: Copies of all written correspondence sent or received in 
connection with the current allocation shall be included. 

(5) 	 Telephone Log: A record of telephone calls in connection with the current 
allocation shall be maintained. 

(6) 	 Computer Log (if relevant): A log shall be maintained showing each computer 
step, the date the run was submitted and other pertinent information. Entries 
are required for all steps performing a Dermanent update to the files or 
preparing reports permanently retained or utilized in the allocation process. 

(7) 	 Total Pages: Copies of total or summary pages from all reports generated 
during the allocation cycle shall be included. 

(8) 	 Client Data: Client data submitted on administrative forms or on handwritten 
or printed listing shall be included. 
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SECTION 3: ACCOUNTING. TAXATION AND UOUIDITY
 

This Section of the manual is intended to provide a cursory overview of the 
government accounting requirements, personal taxation requirements and the liquidity need 
with reference to the ESOP. It is recommended that the Administrator be knowledgeable as 
to the actual laws governing the accounting and personal taxation requirements, which are 
absolute. On the other hand, liquidity is more relative and will require estimation based on 
certain facts and circumstances of the ESOP Organization Participant population. 

(Note: In no event should "he Administrator provide definitive tax advice to any 
Participant. Instead, tthe participant should consult his/her own personal tax advisor). 
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SUBSECTION A: ACCOUNTING
 

A. Introduction 

In November 1992, the Hungarian gover iment issued a decree concerning therequired government reporting for organizations established within the framework of theEmployees" Share Ownership Program (ESOP). This decree was a modification ofGovernment Decree No. 184/1991 (30 December) and added the accountancy
characteristics of organizations established within the framev'ork of an ESOP. 

B. Report Form 

The form of the report to be prepared by organizations established within theframework of an ESOP is a simplified report, which consists of a Balance Sheet and of aProfit and Loss Statemen:t (Samples of these forms are contained in Section 5, Appendix 0). 

For the purpose of accountancy either single-entry or double-entry books can be used.The ESOP organization may decide to change ov,!r from single to double-entry books on 1January of a new year. This transition will not bring changes in the report obligations. 

In contrast with the Accounting La,, the simplified Balance Sheet has Profit/Loss
instead of Equity. lThe ESOP Organization is not obliged to prepare annex and business 
reports. 

C. Accountancy Records 

Within the framework of its accountancy obligations, the ESOP organization will have 
to keep at least the following records: 

actual quantity, purchase value (record value or cost), and face value of the 
property siares (shares, business shares) purchased by the ESOP organization, 
for each participant the quantity, purchase value (record value), and face value
of the property shares transferredl from the possession of the ESOP to the 
possession of the participants, 

for each participant the amounts paid from their own resources, offset by 
property shares, 

for each participant the amounts credited in their accounts, offset or not yet
uffset by property shares. 
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D. Simplified Balance Sheet and Profit and Loss Statement 

(1) 	 While preparing the simplified Balance Sheet, Articles 64 to 70 and 80 of the 
Accounting Law have to be observed, bearing in mind that, in contrast with 
the Accounting Law, the Balance Sheet will have Profit/Loss instead of Equity. 

(2) 	 The content of the items in the Profit and Loss Statement, the income and 
costs (Fxpenditure) must be identified according to the classification in Annex 
2 o' di6 Decree and Articles 77-80 and 45-49 of the Accounting Law. 

(3) 	 The purchase (record) value of the property shares transferred to the 
possession of the participants must be recorded among the costs (expenditure) 
of the ESOP organization. 

E. 	 Conclusion 

The Administrator needs to determine who will be responsible for this government
reporting requirement and where the information will reside. Much of the required
information will be resident in the data base of Participant allocation records. For ease of 
complying with the reporting requirement, it is recommended that the information be 
maintained collectively in a designated media. 
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SUBSECTION B: TAXATION
 

A. 	 Introduction 

Rules governing the personal taxation of distributions from the ESOP Organization to
the Participant are contained in the Hungarian Rules of Law in Force, NR. 111./6. This manual 
presents only abrief explanation of the personal tax consequences of such distributions. The
Administrator should be prepared to provide the information concerning the taxable value 
of the distribution, but, not to give absolute personal tax advice. 

B. 	 Personal Income Tax 

(1) 	 According to Article 26(2) of the ESOP law, any person's payments for the
purchase of"own shares" within an ESOP (whether at the time of establishment 
or later) may be excluded from the person's tax base, up to 30% of the 
person's income. (This is more generous than the usual exclusion, with applies
only to new issues. It applies also to "business shares" of limited-liability 
companies.) 

(2) 	 The shares acquired by an ESOP participant- through his own remittances to 
the ESOP, or through alloration as the ESOP credit is repaid- are not taxed 
when thf./ are allocated to his account. Also, there is no personal income tax 
on dividends on shares allocated to a person's individual ESOP account which 
are used to repay the ESOP credit. 

Consequently, the allocation of shares, or of dividends on both allocated and
unallocated shares, to aParticipant's ESOP account has noDersonal income tax effects to the
individual until such shares (or their cash equivalent) or dividends are distributed to the
injividual. 

Once the ESOP loan is completely repaid, a participant may sell some or all of his 
shares, within the limitations imposed by the statutes of his ESOP. If one participant sells
shares to another within two years after iey were distributed to him, the sale is taxed as part
of his personal income. This is also the case of shares distributed to employees upon
termination of the ESOP. If a participant sells his shares more than two years afterthe date 
of distibution, the sale is not subect to tax. 

The tax base is the capital gain, ie. sale price less purchase price. This applies both
in the case of shares bought with the participant's own resources and shares acquired
through an ESOP credit. 
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C. Personal Income Tax Rates (for reference only) 

(I) Table: 

Base of tax; tax due;
 
(annual taxable incomes)
 

- below 100,000. HUF 0%
 

- 100,001.- 200,000. HUF 25% of part over 100,000.
 

- 200,001. - 500,000. HUF 25,000. HUF + 35% of part over 200,000.
 

- 500,001. and more 130,000. HUF + 40% of part over 500,000.
 

(2) Deductible from Earnings 

1,300 Ft/child/month, savings for housing purposes, local taxes, employee's 
fee, etc. 

(3) Earnings from Shares, Bonds, Deposits 

All earnings from such sources are considered to be taxable incomes. 
Investments from income reduce taxable income base up to 30% of the 
taxable incomes (for example ESOP). 

Shares distributed by the employer company free of charge are not considered 
to be taxable income unless the shares are sold. Incomes from such shares 
(dividends) are taxable earnings, at a rate of 20%. 

D. Settlement Statements 

Sample statements which may be provided to Participants receiving distributions are 
contained in Section 5, Appendix, P. 

E. Conclusion 

Once again, it will be incumbent on the Administrator to make certain that the 
required information ismaintained and available for inclusion on the Participant's Settlement 
Statement 
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SUBSECTION C: LIQUID1Y
 

A. Introduction 

Pursuant to the ESOP Law, the ESOP Organization has the Right of First Refusal withreference to repurchase of Property Shares distributed. Incase the ESOP Organization doesnot exercise its right of repurchase, the other Employees of the Company, the participants
and the members of the Company- in this order- have the Right of First Refusal on therepurchased Property Shares. The terms of repurchase are contained in the specific ESOPStatutes. The Administrator must read the ESOP Statutes and fully understand the terms of
repurchase in order to estimate future liquidity needs. 

B. The Liquidity Problem 

A major hazard in launching an ESOP within a closely-held corporation is the lack of amarket to repurchase the Property Shares or Property Share-Equivalents of Employees afterthey leave the Company. If the ESOP Organization does not have sufficient liquidity fundsto pay to terminated Participants the vaiue of their accounts, the Company will be faced with a major problem. The liquidity problem gets worse at an exponential rate over time, but
advance estimation and planning can alleviate the problem. 

C. Liquiditv Estimates 

Part of the success of the ESOP will involve the ESOP Organization's ability torepurchase Property Shares from departing Participants. In order to do this, the ESOP mustaccumulate sufficient cash and other investments to meet the repurchase liability as it occurseach yea: when distributions are made. Rather than simply make a guess as to how muchwill be needed each year, the Administrator should consider performing a"Liquidity Analysis". 

A Liquidity Analysis extrapolates future cash needs from such data as the currer.tParticipant population, employee turnover rate, distribution policies of the specific ESOP
Statutes, and projected future value of the Property Shares held by the ESOP. 

Once the projection has been made, the Administrator can take step: to ensure thatsufficient liquid assets will exist in the Plan at such time as they are needed to repurchase
Property Shares. Dividing the Allocation Register into sections by distribution dates in the 
case of installment payments will be helpful. 
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SECTION 4
 

FORMS AND REPORTS 



Page -

FORM PC-2 
of 

SCHEDULE OF NEW PARTICIPANTS 
IN THE 

EMPLOYEE SHARE OWNERSHIP PLAN 
FOR THE YEAR ENDING 

NAME OF 
PARTICIPANT 

PARTICIPANT 
ID NUMBER 

DATE OF 
BIRTH 

DATE OF 
HIRE 

PLAN ENTRY 
DATE 

L____ 1
____--



FORM PC-3 
Page - of 

SCHEDULE OF TERMINATED PARTICIPANTS 
INTHE 

EMPLOYEE SHARE OWNERSHIP PLAN 
FOR THE YEAR ENDING 

NAME OF PARTKCIPANT DATE OF DATE OF DATE OF REASON FOR
 
PARTICIPANT ID NUMBER BIRTH HIRE TERMINATION OTHER TERMINATION
 



FORM PC-S 
PARTICIPANT CENSUS AND RECONCILIATION FORM 

FOR EMPLOYEE SHARE OWNERSHIP PLAN
 
FOR THE YEAR ENDING
 

1) Census data fom prior year 
a) Total number of employees on year end payroll A 
b) Total active ind inactive ESOP Participants as of B. 

Plan Year End 

2) Participant Census on Allocation Date for the Current Year 
a) Total number of employees on year end payroll C 
b) Exclusions: 

1) Based on temporary employment 
2) Others excluded or not participating 

Toal excluded D_ 
c) Additions: 

1) Current year terminations due to retirement 
2) Current year terminations due to disability 
3) Current year terminations due to death 

Total added E 
d) Total Active Participants for the Current Year (C minus D plus E) F_ 
e) Inactive Participants for the Current Year: 

1) Inactive Participants with vested benefits 
2) Inactive Participants without vested benefits 

Total Inactive Participants G_ 
Total Plan Participants at Year End (F plus G) H_ 

3) Employee Reconciliation 
a) Terminations based on: 

1) Quit, Fired or Laid Off 
2) Retired (should equal 2)c)2) above) 
3) Disabled (should equal 2)c)3) above) 
4) Death (should equal 2)c)4) above) 

Total Reductions I 
b) Additions based on: 

1) New Employees 
2) Rehired Employees 

Total Additions _. 

Tetal Year End Employees (A minus I plus 1), must equal C K_ 

4) Participant Reconcliation 
a) New Participants added for Current Year L.,, 
b) Participants to be determined based on: 

1) Full distribution of benefits during year 
Total Detections M 

Total Year End Participants (B plus L minus M), must equal H 0 



FORM PC-4
 
Page _ of 

SCHEDULE OF CHANGES
 
AND CORRECTIONS IN PARTICIPANTS
 

IN THE
 
EMPLOYEE SHARE OWNERSHIP PLAN
 

FOR THE YEAR ENDING
 

NAME OF PARTICPANT 
AS ITAPPEARS ON PARTICIPANT 

PRIOR YEAR'S PRINTOUT IDNUMBER CHANGE OR CORRECTION 

&_________________________________ ____________ _________________________,__,_ 



FORM F-1
 

SAMPLE DATA LAYOUT 

Format Preferred: 	 ASCII (EBCDIC Acceptable) 
Fixed record length 
Participant I. D. Number on each record 
Right justify numbers (no punctuation) 
Left justify alphanumeric fields 
Dates = YYMMDD 

Position Decimal Field Name 

1 9 Participant I. D.
 
10 34 A Name (Fst, Mid, Lst)
 
35 43 2 Gross Compensation
 
49 54 2 Own Resources
 
60 65 0 Status
 
66 68 A Location
 
70 78 0 Filler
 
80 85 D Date of Birth 
87 92 D Date of Hire (Most Recent) 
94 99 D Date of Termination (Most Recent) 

If the Administration mails statements to the Participant, we will also need addresses. The 
address should be in the following format: 

100 129 A Street Address 1
 
130 160 A Street Address 1
 
161 180 A City
 
181 182 A State
 
183 187 N Zip Code
 



FORM PC-1
 

SCHEDULE OF COVERED COMPENSATION
 
AND ACTIVE PARTICIPANTS
 

IN THE
 
EMPLOYEE SHARE OWNERSHIP PLAN
 

FOR THE YEAR ENDING
 

W I ACTIVE 
NAME Of PARTICIPANT (MARK WITH PARTICIPANT (INCLUDE 
AN' IFCHANGED OR CORRECTED ID R,DD AND PARTICIPANT 

FROM THE PRIOR YEAR) NUMBER DT) COMPENSATION 

TOTAL TH5 PAGE 

RUNNING TOTAL 

Page _ of 

-NEW 
=TERMINATED 
-RETIRED DATE OF 

-DlSABJTY TERMINATION 
T-DEATH F APPUCAB.E 



FORM DC-i 
Page  of 

ESOP TRANSACTIONS LEDGER 
FOR THE 

EMPLOYEE SHARE OWNERSHIP PLAN 
FOR THE YEAR ENDING 

DATE 

NET AMOUNT 
RECEIVED (+) 

OR 
DISBURSED (-) 

DESCRIPTION 
OF 

TRANSACTION 

X IF 
INCOME 

OR 
EXPENSE 

COMPANY 
SHARES IN 

ESOP 
CHECK 

NO. 

ESOP 
CHECKING 
ACCOUNT 

OTHER 
INVESTMENIT 

OTHER 
NESTMNT 



SUMMARY DATA INPUT FORM AL-1 
FOR THE Page _ of 

EMPLOYEE SHARE OWNERSHIP PLAN
 
FOR THE YEAR ENDING
 

DESCRIPTION 

CASH AND 
OTHER 

INVES1 4ENTS 

TOTAL 
SHARES IN 

ESOP 

Beginning Value per Share as of 

1E.1inning Total B2.lance as of 

Beginning Unallocated Suspense Account Balanc_ 

Cash Withdriwals from Participants' Accounts 

Share Withdrawals from Participants' Accounts 

Repurchased shares at Beginning Value per Share 

Adjusted Beginning Balance 

Income Gains or Losses I I I 
Sh.res Sold for Repurchase 

Shares Repurclhased 

Share Dividends on Company Shares 

Cash Dividends on Allocated Company Shares 

Cash Dividends on Unallocated Company Shares 

IPr in c ip al (orP rofi t) Sha rin g O b lia at ion) P a id on Acqu is ition 

Interest (If Any) Paid on Acquisition Loan 

J 

Total Leveraged Shares Released from SuspenseI 

Total Leveraged Shares Allocated 

Employer Cash Contribution 

Employer Share Contribution 

Participant Contribution 

Balance in Trust as cf 
Current Value of,Plan Shares a MsOT 

Cumiualive Value of'AF PLm Amb of 

Ending Unallocated Suspense Account 

Ending Allocated Balances 

Cumulative Value o AJI Vested Accounts 



AL-la 

Trust Analysis 
Plan Name 

Allocation Period 

Fund -

Beginning Trust Balance 
as of 

Income 
Interest 

Dividends 
Realized Gain/Loss./ 

Unrealized Gain/Lo~s 

Expenses 
Accruals -

/_ 

/ 

/ 

. 

___/__ 

_L--

/ 

_ 

/ 

./ 

. 

---

/_ 

/ 

/L 
/ 

_ _ 

._ 

_ 

/ 
/ 

/ 

/ 

Contributions 

Total Income / / /_ _ 

Tansfes 

Total 

t 

tributions 
_ _ 

Toa/dut et 

- 1 

toa 

/__-

___/__._/____ 

/__./._ 

_ / I 

__ 

T lotrlbutlonraal/s 

Total ADisiutins 

/T 

/ /______ .. / / 

___/--- 'I / 

ToalTrnnesfer______s 

Ending Trust Balance 
as of 

Form A2 V117 

/ / 



AL-lb 

Dr. M i T~i n An lsi Allocation Pri ]
"'" "' I a m'e'"Enh

T, Plan Analysiso, 

Fund 

Beginning Plan Balance 
as of _ 

Income 
Income 
Expenses// 

_ 

/ 

_ _ 

J../ 

_____ 

. 

_ 

/ 

/ -

_ 

/ 
/ 

Forfedlures 

Total Income / / / 

Total Forfeitures 

Contributions 

/ 

1 

/ 

l 

/ 

_ 

/L.. 

Toa Cotrulln 

_l 

Total ContrtbuJ'lonsa 
/ 

I 

/ 

I 

/ 
// 

l 

I 

/ 

Adjustments/Other 

Total Adjustments 

Distribution/Withdrawale 

, 1 ,j 

Transfers 

Total Distributions / / / 

Total Transfers / ,L/ / 

Ending Plan Balance 
as of / 

Form A3 1187 



_ _ 

__ 

AL-lc 

... T,, Reconciliation of Trust to Plan A,,",,on P,,,o 

Plan Name 

Fund l / _ _ _ 

Trust Balance 
as of /_/__ / 

Plus Contributions Receivable 

Less Advance Contributions 

I / 

Plus/Less Adjustments
To Trust 

___ ___ __ _ __ ___ __ _I __ _ _ _ __ _ _ _ I 

Less Distributions Payable 

__ _ _ _ _ 1 _ 1_ I 
/L W / _ _ 

Plus/Less Transfers Pending 

/ 

Adjusted Trust Balance 
as of / 

Plan Balance 
as of 

Plus/Less Adjustments 
to Participants Records 

Adjusle Plan Balanc 
as of .., 

Adjusted Trust Balance Less
Adjusted Plan Balance 

Explanation of Variance (if any) 

ForM A4 1/7 



FORM AL-2 
Page _ of 

SCHEDULE OF DISTRIBUTIONS AND WITHDRAWALS 

FOR THE 

EMPLOYEE SHARE OWNERSHIP PLAN 
FOR THE YEAR ENDING 

SHARES 'DISTRIBUTED" 
DATE NAME OF PARTICIPANT PARTICIPANT ID VALUE PER NUMBER TOTAL VALUE COST OF CASH TOTAL 

NUMBER SHARE OF OF SHARES SHARES ACCOUNT VALUE 
SHARES DISTRIBUTED DISTRIBUTED DISTRIBUTED DISTRIBUTED 



ESOP ORGANIZATION FORM DC.4
 

RECORD OF ACQUISITION LOAN 

Date Loan Acquired 

Original Amount of Loan 

Number of Shares Acquired with Loan 

Terms of the loan: (Attach Loan Agreement if necessary) 

If P.NPAL AND I,MT usD PROMISHKAc 

TRANSACTION AMO NT AMOUNT AMOUNT TOTAL 
DATE NUMBER OF OF OF LOAN DEBT OUTSTANDING 
PAID (E.G., CHECK) PRINCIPAL DJTEREST RETIRED SERVICE BALANCE 



ESOP SHARE LEDG-ER FORM DC-2
 
FOR THE 

EMPLOYEE SHARE OWNERSHIP PLAN 
Page 

SHARES IN PLAN TOTAL 

DATE DESCRIPTION UNALLOCATED ALLOCATED 
SHARES
IN PLAN 

CATEGORY I I I
 



SHARES RELEASED FROM SUSPENSE FORM AL.3 
FOR THE Page - of_ 

EMPLOYEE SHARE OWNERSHIP PLAN 
FOR THE YEAR ENDING 

REPAYMENT BASED ON PERCENTAGE OF PROFIT 

Original minimum loan repayment obligation A 
Total loan repayments for previous years B 
Beginning minimum loan repayment obligation (Aminus B) C 
Total loan repayment for current year D 
Balance minimum loan obligation after current repayment (Cminus D) E 

Original number of leveraged shares acquired F 
Number of shares previously released G 
Shares remaining in suspense before release (Fminus G) H 

Share release formula: [D/(D + E)] x H = Shares to be released 

Shares to be released for current year 

Shares to be released to date (G plus I) J. 

Shares remaining insuspense after release for current year (H minus I) K_ 

REPAYMENT BASED ON PRINCIPAL AND INTEREST 

Principal paid current year A 
Original per share acquisition cost B 

Original number of leveraged shares acquired C 
Number of shares previously released D 
Shares remaining insuspense before release (Cminus D) E 

Share release formula: A/B = Shares to be released 

Shares to be released current year F 

Total shares released to date (Dplus F) G 

Shares remaining insuspense after release for current year (Eminus F) H 

Prepare a separate schedule for each Loan
 
and aggregate totals in the Summary Data Input Form
 



INCOME GAINS OR LOSSES FORM AL-4
 
FOR THE
 

EMPLOYEE SHARE OWNERSHIP PLAN
 
FOR THE YEAR ENDING
 

Earnings and Recognized Gains on Assets of the Organization 

DATE DESCRIPTION AMOUNT 

TOTAL EARNINGS ON ASSETS OF THE ORGANIZATION 

Expenses of the Organization 

DATE DESCRIPTION AMOUNT 
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SCHEDULE OF DIVIDENDS ON COMPANY SHARES 
HELD BY THE 

EMPLOYEE SHARE OWNERSHIP PLAN 
DURING THE YEAR ENDING 

FORM AL-8 

Shares Received as Dividends: 

NUMBER 
DATE OF SHARES 

Total Received A 

Shares Receivable as Dividends: 

DATE NUMBER 
DECLARED OF SHARES 

Total Receivable 
Total Shares to be Allocated as Dividends (A plus B) 

CASH DIVIDENDS 

B 
C 

Cash Dividends Received: 

DATE AMOUNT 

Total Received A 

Cash Dividends Receivable: 

DATE 
DECLARED AMOUNT 

Total Receivable 
Total Cash Dividends to be Allocated (A plus B) 

Total Shares Allocated to Participants 
lotal Shares in Plan 

B 
C 

D_ 
E" 

_ 

Cash Dividends on Allocated Company Shares (D/E x C) 

Cash Dividends on Unallocated Company Shares (C minus F) 

F 

G 



PARTICIPANT SHARE PURCHASES 

AND VOLUNTARY CONTRIBUTIONS 


FOR THE
 
EMPLOYEE SHARE OWNERSHIP PLAN 

DURING THE YEAR ENDING 

FOR THE YEAR ENDING 

DATE OF
NAME OF PARTICIPANT PARTICIPANT ID CONTRIBUTION 

NUMBER PAYMENT 

TOTAL THIS PAGE 

RUNNIN"G TOTAL 

FORM AL.7 
Page _ of_ 

AMOUNT OF 
CONTRIBUTION 

PAYMENT
 



A. 	 New Participant Letter This, or a similar letter, is sent to a new employee to advise him that 
he has become a participant in the ESOP. It should be sent to the Participant on the 
Anniversary Date of the Year in which he first becomes a participant in the Plan. 
Accompanying the letter will be enclosures R(1) and R(2). 

[SAMPLE] 

ESOP Organization 

Governing Board 

[Date] 

Dea" [Name of Participant]: 

Congratulations! It is with great pleasure that we welcome you as a member of the ESOP 
Organization, as a Participant in our Employee Stock Ownership Plan (ESOP) and as a member of 
our team of employee-owners. Your participation in the ESOP will provide you with an ownership 
interest in our and will produce a growing portfolio of Share during your years of participation, paid 
for entirely by dividends earned on stock purchased on credit on behalf of all employees, and by 
Contributions. 

In the event that you should die prior to receiving your full ESOP benefits, any amounts held on your 
behalf will be distributed to your designated Beneficiary. Accordingly, it isvery important that you 
complete the enclosed Beneficiary Designation Form and return the completed form to the ESOP 
Board as soon as possible. If you wish to change your Beneficiary, you must file a new form 
promptly with the ESOP Board. 

When you return the completed Beneficiary Designation Form, you will be given an information 
package containing a Summary of the Statutes, and a Participant Data Card will be prepared for you. 
You will be asked to certify your receipt of the Summary Statutes Description and related documents 
and to verify the correctness of the information on the Participant Data Card. 

Again, welcome. We look forward to a long and rewarding association with you, our newest 
ParticipanL 

Sincerely yours, 

Governing Board 
Employee Stock Ownership Organization 

By 

Enclosures. 



E. 	 Distribution Letter, Other than Retirement, Disability or Death; 100% Vestn&, Lump-sum 
Distribution. This, or asimilar letter, issent to a terminated Participant who isfullly vested in 
the Plan and for whom the Governing Board has decided to make a lump-sum distribution. 

[SAMPLE] 

ESOP Organization
 
Governing Board
 

[Date] 

Dear [Name of Participant]: 

This is to inform you about the benefits to which you are entitled as a Participant under the ESOP. 
Your employment officially terminated on [Date]. Under the terms of the ESOP, your benefits were 
100% vested, which means that you are entitled to receive a distribution of all the benefits reflected 
in your Statement of Participation as of [Anniversary Date], which is enclosed. 

As of that date, the balance in your ESOP accounts contained assets currently valued at 
[Total]. 

In accordance with the terms of the ESOP Statutes, Governing Board has decided to distribute this 
year's vested ESOP benefits of all terminated employees in one lump sum payment. The amount to 
be distributed to you out of your account is [Amount]. This will close out your account balance the 
in the ESOP. 

If you have any questions, please do not hesitate to contact us. 

Sincerely yours, 

Governing Board 
Employee Stock Ownership Organization 

By 

Enclosures. 



F. 	 Distribution Letter, Other than Retirement, Disability or Death; 100% Vesting, Incremental 
Distribution. This, or asimilar letter, issent to a terminated employee who isfully vested to 
whom the Governing Board has decided to make a distribution of benefits in increments. 

[SAMPLE]
 
ESOP Organization
 

Governing Board
 

[Date] 

Dear [Name of Participant]: 

This is to inform you about the benefits to which you are entitled as a Participant under the ESOP. 
Your employment with the officially terminated on [Date]. Under the terms of the ESOP, your 
benefits in the ESOP were 100% vested, which means that you are entitled to receive a distribution 
of all the benefits reflected in your Statement of Participation as of jAnniversary Date], which is 
enclosed. 

As of that date, the balance in your ESOP accounts cootained assets currently valued at [Total]. 

Inaccordance with the provisions of the Statutes, the Governing Board has decided io distribute your 
vested ESOP benefits over the next five years in substantially equal installments (one-fifth of this year's 
Account Balance, one-fourth of next year's, etc.) Under this arrangement, this year you are entitled 
to receive an ESOP distribution check for [Amount]. 

Until your ESOP Account Balance is fully distributed, you and your ESOP beneficiaries will retain the 
rights of an ESOP Participant. As such, you will continue to receive an annual Statement of 
Participation and will continue to participate in future earnings and changes in the value of Stock 
held in your ESOP account. Hence, please advise us of any change in your address or ESOP 
beneficiaries. 

If you have any questions, please do not hesitate to contact us. 

Sincerely yours, 

Governing Board 
Employee Stock Ownership Organization 

By 

Enclosures. 



M. DistibutionLetter, Death (Sent to Designated Beneficiaries), Lwnp-swn Distiuton. This, or 
a similar letter, will be sent to the multiple beneficiaries of a Participant who has terminated 
his employment as the result of death of the Participant, and who will be receiving single, 
lump sum distributions. 

[SAMPLE) 

ESOP Organization
 
Governing Board
 

[Date] 

Dear [Name of Beneficiary]: 

This is to inform you about the benefits to which you are entitled as one of the Designated 
Beneficiaries of a Participant under the ESOP. 

This is to inform you about the benefits to which you are entitled as the Beneficiary of [Deceased 
Participant] under the ESOP. [Deceased Participant] employment ended on [Insert Date], after [years 
of service]. Under the terms of the ESOP, his participation in the plan was extended to the end of 
the plan year, and as one of the beneficiaries you are entitled to receive a distribution of [INSERT 
PERCENTAGE] of the vested portion of his final ESOP accounts, the value of which isreflected in the 
enclosed Statement of Participation. 

We are pleased to inform you that the current value of the vested interest is [Insert Amount] the cash 
equivalent of [Number of Shares of Stock) Shares of Stock. In accordance with the terms of the 
ESOP and t'e beneficiary designation by [INSERT NAME OF PARTICIPANT], the Governing Board 
has decided to send you acheck in the amount of [INSERT AMOUNT] as a single lump sum cash 
payment, repre.senting the portiun of the vested benefits due you as beneficiary. This will close out 
[Deceased Participant] ESOP accounts. 

If you have any questions, please do not hesitate to contact us. 

SincereiV yours, 

Governing Board 
Employee Stock Ownership Organization 

By 

Enclosures. 



L Distribution [etter, Death (Sent to Designated Beneficiary), Incremental Distibution. This, or 
asimilar letter, will be sent to the single beneficiary of a Participant who has terminated his 
employment as the result of death of the Participant, and who will be receiving a series of 
incremental distributions rather than a single lump sum. 

[SAMPLE] 

ESOP Organization
 
Governing Board
 

[Date] 

Dear [Name of Beneficiary]: 

This is to inform you about the benefits to which you are entitled as the Beneficiary of aParticipant 
under the ESOP. 

This is to inform you about the benefits to which you are entitled as the Beneficiary of [Deceased 
Participant] under the ESOP. [Deceased Participant] employment with the ended on [Insert Date],
after [years of service]. Under the terms of the ESOP, his participation in the plan was extended to 
the end of the plan year, and you are entitled to receive a distribution of the 100% vested portion
of his final ESOP accounts, the value of which is reflected in the enclosed Statement of Participation. 

Inaccordance with the provisions of the Statutes, the Governing Board has decided to distribute this 
year's vested ESOP benefits over substantially equal installments (one-fifth of this year's Account 
Balance, one-fourth next year's, etc.) over a five-year period. This year you are entitled to receive as 
beneficiary an ESOP distribution check for [Amount]. 

Until the ESOP Account Balance is fully distributed a beneficiary retains the rights of an ESOP 
Participant. As such, you will continue to receive an annual Statement of Participation and will 
continue to participate in future earnings and changes in the value of Stock held in [NAME OF 
DECEASED PARTICIPANT] ESOP account. Hence, please advise us of any change in your address. 

If you have any questions, please do not hesitate to contact us. 

Sincerely yours, 

Governing Board 
Employee Stock Ownership Organization 

By 

Enclosures. 
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Law no. XLIV of 1992
 

On the Employee Stock Ownership Plan'
 

In order to expedite the process of privatization and enable the employees to obtain 
ownership through forms of ownership other than the traditional ones, subject to their 
decision, in an organized and preferential form in the company where they are currently 
employed, the Parliament is passing the following Law: 

General Regulations 

Article 1. 

(1) Shares/business shares2 (together hereinafter: property shares) of a joint-stock 
company (hereinafter: Company) or of a limited liability company (hereinafter: Company) 
registered in Hungary may be obtained by the workers employed by the Company 
(hereinafter: Employees), within the framework of the Employee Stock Ownership Program 
(hereinafter: ESOP), in the way regulated in this Law. 

(2) Employees who dedicate at least 50% of their official working hours to the 
enterprise3 and have been employed by the enterprise (or the legal successor of the 
enterprise) for at least six months are entitled to participate in the ESOP. The ESOP 
Organization (hereinafter: Organization) can also stipulate a longer service period as the 
condition of eligibility, but this period may not exceed five years. Employees who are 
entitled to participate in the Organization may waive their entitlement only in writing. 

(3) Only those Employees are entitled to participate who meet the conditions stated in 
a -,tion (2) and report in writing their intention to participate to the Organizing Committee 
(Article 2. section 1), or, after the establishment of the Organization, to its administrative 
and representative body (hereinafter: Executive Body). 

(4) Upon termination of employment, the Emploveloses his right to participate in the 
ESOP. 

....(5) An ESOP may be initiated upon the tran ormation of state-owned enterprises, 

'This Law was enacted by the Parliamenton June 9, 1992 and published in the 

HungarianGazette no. 1992/69 on June 29, 1992. 

2 Translator'snote: In Hungary, Joint-stock corporationshave shares; limited liability 

companies have "businessshares". 

3 Translator's note: The term 'enterprise" applies to the company prior to Its 
transformation/privatization. 



subsidiaries and certain legal entities. Upon the request of the Organizing Committee, the 
State Trustee Organization may set aside the assets of a unit of a state-owned enterprise for 
the purpose of establishing an ESOP. In such cases, the rights which are due to the Company 
on the basis of this Law are exercised by the State Trustee Organization, which participates 
in the traisformation process as a founder. 

(6) This Law does not apply to banking institutions and insurance companies. 

Article 2. 

(I) In case at least 25% of the Employees want to obtain assets within the framework of 
the ESOP, a three-member Organizing Committee must be assgned in writing for this 
purpose. If the assets of a unit of a state-owned enterprise, are set aside by the State Trustee 
Organization for the purpose of establishing an ESOP, the basis for the calculation of the 
25% participation ratio should be the number of people employed by that particular separated 
unit of the enterprise. The Organizing Committee - in the name of the assigners and in 
accordance with them - comes to agreement with the owners who intend to sell their property 
to the Organization to be established by the Employees. The agreement includes the 
conditions of sale, particularly the services and counterservices, in case of an instalment 
payment its terms, and other obligations securing the contract. 

(2) If during the process of sale of assets by the State Trustee Organization there exists 
a possibility for the utilization of an "existence loan", the deadline for the application for the 
sale of assets may not be less than 35 days. 

(3) The Organizing Committee must have a feasibility study (hereinafter: Study) prepared 
regarding the feasibility of the agreement stat:d insection (1). The Study must conclude that 
if the conditions stated inthe Study are fulfilled, the financial situation of the Company w'11 
make it possible to repay the purchase price and the interest on the property. It must also 
include the extent of ownership participation and the par value of the shares at which the 
program is feasible. The Study must be countersigned by the Company, certifying that its 
contents are professionally valid. 

(4) The Company is obligated to provide the required data for the preparation of the 
Study. In case the Organization is established, the expenses connected to the preparation of 
the study will be borne by the Company, 

Article 3. 

(1) With the Study in hand, the Organizing Committee may apply to banking institutions 
for credit, or it may offer instalment payments to the vendor-owner. 

(2) As a result of the credit review, the banking institution can write out a promissory 
note for credit, and the vendor-owner can make a declaration that he accepts the offer. 

2 



(3) The initial founding meeting of the Organization is summoned by the Organizing 
Committee.. In addition, the general assembly of the Company must approve the 
establishment of the Organization, in accordance with the Law on Economic Organizations 
(LEO) no. VI. of 1988, and in accordance with the statutes ef the Company. 

(4) In case of approval, the right of first refusal of the members (shareholders) of the 
Company - on the basis of the LEO and the statutes - may not be exercised with regard to 
the property shares offered to the Organization. 

Esitablishmentof the ESOP Organization 

Article 4. 

(1) The Organization is a legal entity established voluntarily by the Employees for the 
purpose of obtaining property shares in the Company in which they are employed. The 
Organization is a self-governing entity and has its own registered participants. Its Statutes 

must not deviate from the aims stated in this paragraph. 

(2) The property shares obtained by the Organization are transferred into the ownership 
of the Organization, and the Organization will transfer them to the ownership of its 
participants according to the conditions stipulated in this Law and in the Statutes. 

(3) For the establishment of the Organization it is necessary that at least 40% of the 
Employees of the Company declare the establishment of the Organization at the founding 
general assembly, establish its Statutes corresponding to the requirements stated in this Law 
(Article 9.) and elect its Executive Body. Upon est.blishment of the Organization, the 
Organizing Committee ceases to exist. 

(4) One employee may participate in only one Organization at a time. 

Article 5. 

(1) After the establishment of the Organization it must apply for registration at the court. 
The minutes of the foundi ,g general assembly, the Statutes of the new Organization and the 

declaation of approval by the Company (Article 3. section 3.) must be attached to the 
application. 

(2) The registration of the Organization may not be refused if the founders met the 

requirements stated by this Law. The Organization becomes a legal entity upon its 
registration. 

3
 



Article 6.
 

(1). The Organization will be rgistered by the competent county court or by the capital 
court (hereinaftr: Court). 

(2) The Court decides about the registration out of turn and not by means of legal action. 
The Court will send its decision about registration to the Prosecution. 

(3) Any changes in the contents of the Statutes must be reported to the Court within 30 
days after the changes have been made. 

Funcilon!aig of the ESOP Organi'.ation 

Article 7. 

(1) The supreme body of the Organization is the general assembly, which consists of all 
participants of the Organization. 

(2) 	 The following belongs to the exclusive scope of authority of the general assembly: 

a 	 Establishment and modification of the Statutes; 

b. 	 Determination of the annual budget; 

c. 	 Election and recall of the Executive Body, and determination of the salary of 
its members; 

d. 	 Approval of the annual report of the Executive Body; 

e. 	 Determination of the extent of propeity shares transferred into the possession 
of the participants; 

f. 	 Decision about the approval* of the conditions of taking credit and of 
instalment payment and about everything which Statutes remit to the exclusive 
scope of authority of the generul assembly. 

(3) The general assenbly must be summoned as needed, but at least once a year. The 
general assembly must also be summoned if the Court so orders or if one-third of the 
members - or a smaller number of them specified in the Statutes - wishes to summon it, 
while pointing out the reason and objective. 

(4) The general assembly may be heid in the form of a partial general assembly in the 
way regulated in the Statutes. 

4 



Articie 5. 

(1) The members of the Executive & ly are elected by the general assembly by means 
of a secret ballot, for a definite period of time. 

(2) The Organization Is represented by the Executive Body through one of its members 
named in the Statues. This member represents the Orgavization vis-a-vis third parties, 
courts, and other anthorities. The Executive Body elects .ts president from among its 
members. 

(3) Unless another provision is made by the Statutes, all members of the E:iecutive Body 
are collectively entiWd to management. 

(4) Any person who is not forbidden to exercise public affairs may be a member of the 
Executive Body. At least half of the members of the Executive Body must be elected from 
among the members of the Organization. Not more than one-third of the Executive Body may 
be appointed by the Company. 

(5) The members of the Executive Body are responsible for their activities according to 
the general regulatiocs of the Civil Code. 

Article 9. 

(I) 	 The Statutes of the Organization must specify the following: 

a. 	 The name, objective, and domicile of the Organization, and the name of the 
Company whose property shares were purchased by the Organization; 

b. 	 The mine of the representative of the Organization; 

c. 	 The mode of summoning the general assembly, its quorum, the procedure in 
case The general assembly does not reach its quorum, the mode and conditions 
of exercising voting rights; 

d. 	 The number of members of the Executive Body, the mode of their election, 
their scope of authority, and the duration of their activity; 

e. 	 The manner and amount of payments effected by the participants; 

f 	 The mode of transferring the property shares from the ownership of the 
Organization to the ownership of the participants, and the principle of their 
allocation; 

g. 	 The rules for repurchasing the property shares which are already inpossession 
of the participants, and the mode of exercising the right of first refusal incase 
of their sale; 
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h. The mode of announcing deci;ions; 

1. The regulations concerning the affiliation of Employees with the Organization 
after its esablishment; 

J. Rights and responsibilities of the participants; 

k. The rules for alienating (selling) the propetty shares remaining in possession
of the Organization after repayment of the credits and instalnents; 

i. The principles of distrioution of the assets in case the Organization ceases to 
exist; 

m. Anything which the participants wish to regulate in the Statutes. 

Article 10. 

(1) Any decision of the general assembly or of the Executive Body which violates the 
Law may be challenged at the Court by any participant within 30 days after the person came 
to know about it. 

(2) Challenging the resolution may not interfere with its implementation, however in a 
justified case the Court may suspend the implementation of the.resolution... 

Article 11. 

The Organization is controlled by the Prosecution from a legal point of view, according to 
the regulations pertaining to it. In calse the legality of the functioning can not be guaranteed
in any other way, the Prosecutor may appeal to the Court. 

Article 12. 

On the basis of the legal action of the Prosecutor and of the participant, the Court: 

A. May rep-al the unlawful resolution made by the Organization and, if necessary, may 
order the passing of a new resolution; 

b. In order to re-establish the legality, it may summon the general assembly; 

c. In case the legality of the functioning of the Organization can not be guaranteed in 
any other way, it may suspend its activity and may appoint a supervisor to control the 
functioning of the Organization. 

6
 



Article 13. 

(1) The Organization is responsible for its liabilities with its entire property. The 
participants are not responsible for the liabilities of the Organization with their own property, 
with the exception of the issues stated in Article 19. section (1). 

Article 14. 

(1) The Organization may purchase the property shares offered for sale utilizing credit 
or instalment payment facilities, and, according to section (4), utilizing its own financial 
resources. When disposing of the property shares through the State Trustee Organization, 
compensation coupons are to ie considered at par value and regarded as own financial 
resource when obtaining credit and instalment payment facilities. 

(2) The Organization may not sell the property shares acquired in section (1)until the 
termination of instalment payments, with the exception of transferring the property shares 
into ownership of the participants. The creditor banking institution, or in case of instalment 
payment the State Trustee Organization, has the mortgage right on the property shares. 

(3) The profit (dividend) of the property shares purchased by utilizing credit or instalment 
payment is to be spent on repayment of current debts. This is the guiding principle for the 
property shares transferred to the ownership of the participants in the process of repaying 
instalments. 

(4) The condition of granting credit is that the Organization must have its own financial 
resources. The quantity of own resources - taken as a function of the purchase price of the 
property per participant - is the following: 

Category of Average 
Purchase Price per Percentage of Average
Participant Basis of own Resources 	 Purchase Price 

zero - five million HF 0 HF plus 2% 

five - ten million HF 100,000 HF plus 15 % of the part above 
five million HF 

above ten million HF 850,000 HF plus 	 25 %of the part above ten 
million HF 

The proportion of own resources according to the above must be determined with respect to 
the property shares purchased by the Organization. 
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(5) The term of repayment of credit and of the instalments may not more than ten years, 
of which two years at most is the grace period. 

(6) In the case of lack of guarantees other tan the pledge stated in Article 19. section 
(1), the creditor or the vendor may require that the Company be responsible as a guarantor 
for repaying the credit and for completion of the instalment payment. 

(7) In Law no. LXIX of 1991 regarding banking institutions and banking activities, 
Article 38. section (3) and Article 39. section (2) may not be applied with respect to this 
Law. 

Article 15. 

(1) The interest rate of the credit provided for the purchase of property shares in the 
possession of the State Trustee Organization must always be equal to the interest rate of 
privatization credit. The State Trustee Oranization must spend all its proceeds financed by 
credit facilities on decreasing the state debt. 

(2) The conditions of sale by instalment payment of the property shares owned by the 
State Trustee Organization are the same as the ones stated in section (1), with exception of 
the interest margin. 

Article 16. 

(1) The Organization may not pursue any economic activity beyond the ones stated in 
Articles 14. and 19. 

(2) As far as reporting and book-keeping are concerned, the accounting regulations
pertinent to other organizations must be applied. 

(3) The income of the Organization includes remittances by the Company; payments made 
by participants and other natural persons and legal entities; dividends of the property shares 
owned by the Organization; and income deriving from sale of the property shares. 

(4) Only costs directly connected to the implementation of the purposes of the 
Organization may be charged to the operational expenses of the Organization. 

Article 17. 

The Organization exercises its membership rights resulting from the ownership of property 
shares through its representative. The exercise of voting rights may be delegated to other 
participants in the way stipulated in the Statutes. 
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Article 18. 

(1) The Executive Body opens for the participants share accounts, on which the value of 
the property shares transferred into possession of the parti:%ipants must be, indicated. 

(2) The total amount in the share accounts of the parti.. pants may not exceed the par 
value of the paid-off property shares. 

(3) The property shares are transferred into ownership of the participants if the sum total 
indicated on the share account equals thu par value of the shares or, in the case of business 
share, if it is in accordance with the provisions regarding equity rate of business shares of 

- Law no. VI of 1988, Article 159. section (1) on economic business units. 

(4) The acquisition of the property described in section (3) is free of duty. 

(5) The Statutes may provide that the property shares inpossession of the Organization 
with the exception of those purchased by utilizing own resources - remain the property of the 
Organization for a defined period of time and to a defined extent, even after terminating the 
repayment. 

(6) Th property shares purchased by utilizing own financial resources must be 
transferred by the Organization into ownership of the participants, in proportion to the 
individual payments. If this cannot be fully accomplished, the equivalent of the property 
shares remaining in ownership of the Organization must be registered on the share accounts
in the same proportion. 

Article 19. 

(1) The property shares which (in accordance with Article 18. section 3) were transferred 
from the possession of the Organization to the possession of a participant may not be 
alienated until repayment of the debt and instalments with regard to property shares 
remaining in possession of the Organization is terminated. The creditor banking institution 
or, in thie case of instalment payment, the State Trustee Organization, has the right of pledge 
on the above-mentioned shares. These property shares will henceforth be administered by the 
Organization. This however does not affect the shareholder (membership) rights derived from 
the legal relations of corporate membership. 

(2) During the instalment repayment period, in case of retirement or death of the owner 
of the shares, the Organization has the right of first refusal. If the Organization does not 
exercise its right of first refusal, the restraint on alienation, the mortgage right and the 
administration right of the Organization terminate upon the date of death or retirement of the 
participant. 

(3) In case of termination of the participation relation during the repayment period for 
any other reason, the Organization is entitled to repurchase the shares already owned by the 
participant within a certain period specified in the Statutes, but not exceeding six months. 
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The right of repurchase is exercised by the Organization at a certain value defined in the 
Statutes which, however, may not be less than half the market value. Incase the participant
unlawfully discontinues his employment or the employer discontinues the employment by a
special notice, the Organization may also pay the purchase price in instalments within five 
yr.ars, but in certain cases within two years. In case the Organization does not exercise its
right of repurchase before the termination of the instalment payment, the guiding principles 
are as stated in section (1). 

(4) The other Employees of the Company, the participants and the members' of the 
Company - in this order - have the right of first refusl on the repurchased property shares 
according to the conditions of the Statutes. 

(5) The provisions of this article do not apply to property purchased through the 
utilization of own financial resources. 

Article 20. 

(1) In case the Organization does not fulfill its obligations to the banking institution or 
the State Trustee Organization when due, the standard to follow for further procedure is the 
Cabinet Decision on Money Circulation and Bank Credit, 39/1984/XI.5. 

(2) If the proceeding of distraint against the Organization was fruitless, the banking
institution or the State Trustee Organization must so inform the Court, sending there the 
documents at the same time. The Court, informing the Prosecution at the same time, will
liquidate the Organization effective immediately. Thc liquidation decision may be appealed
within 15 days. 

Article 21. 

In case the property shares are not purchased through the State Trustee Organization, the 
interested parties may depart from the regulations stated in Article 14. sections (1), (4), (5)
and (6). 

Article 22. 

If, on the basis of other laws, a certain part of the privatization proceeds of the State Trustee 
Organization belongs to another organization, such organization may grant instalment 
payment facilities - under the conditions corresponding to it - instead of the credit facilities 
defined in this Law. 

4 Translator'snote: shareholders. 
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Article 23. 

If the State Trustee Organization sells property shares to the Organization, the Law regarding 
the Transformation of Econcmic Organizations and Economic Associations (Law no. XlII 
of 1989, Article 21. section 1.) does not have to be applied. 

Terminationof the ESOP Organization 

Article 24. 

(1) When the Organization has transferred the ownership rights of all shares, the 
Executive Body is obliged to summon within 30 days the general assembly, which may 
decide on termination of the Organization and distribution of its assets. 

(2) The topics stated in section (1) are standards to be followed also if the Company 
ceases to exist without a legal successr. 

(3) Besides the cases described in sections (1) and (2) of this Article and in Article 20, 
the Organization may be terminated (liquidated) only on the basis of the majority initiative 
of the participants and following an agreement with the Company, with the creditor banking 
institution, and with the vendor granting instalment payment facilities, and after final 
settlement with the participants has beev concluded. 

Closing Provisions 

Article 25. 

This law will enter into effect on the 15th day after its announcement. 

Article 26. 

(1) Article 6. section (1) item e. of Law no. XC of 1991 on personal income lax is 
replaced by the following regulation: 

6(e) .... a member of a cooperative, an ex-member, an inheritor of a member, an 
employee of a cooperative, in case of agricultural cooperatives a member of the family - with 
regard to this legal relation - cooperative business share given without any direct 
counterservice (counter value), property value obtained in the form of property bill, stock, 
or employee share given to the employee by the employer without any counterservices 
(countervalue), the amount of the par value of the property bill (reduced by reimbursment 
and paid by the employee), the amount which appears to the credit of the employee over and 
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above own payments on his individual share account from the share value (at its acquisition)
within the framework of ESOP (hereinafter Free Shares or Securities) - until it is alienated 
by the private person or until the conditions stated in Article 33. sections (4)-(6) ares
fulfilled;" 

(2) To Article 35. section (1) of Law no. XC of 1991 on personal income tax, the 
following is added: 

"..., moreover the amount actually paid in the current year by the ESOP participant - as own 
payments - from his own net-of-tax income.' 

(3) The Organization is not subject to Company tax since it does not pursue any business 
activities. 

(4) To Article 4. section (2)of Law no. LXXXVI of 1991 on company tax, the following 

item (k) is added: 

[When calculating the tax base, the pre-tax result will be reduced by:] 

"(k) The amount remitted by the taxpayer to the ESOP Organization - for the purpose of 
the realization of its basic aim - in the tax year during the period of repayment of credit 
obligations by the Organization in the framework of an ESOP in connection with the 
privatization of state enterprises, and of partially or fully state-owned companies, and the sale 
of the assets of such companies. The above-mentioned armount may not exceed the amount 
defined in Article 5. section (7). In case of simultaneous alienation of both state-owned and 
non-state-owned assets (in the framework of an ESOP), the proportional part corresponding 
to the state-owned portion of assets may be taken into consideration; but it may not exceed 
the ext-nt determined in Articie 5. section (7). In the case of alienation of partially or fully
state-owned corporate assets (in the framework of an ESOP), the proportional part of state 
property in the Company may be taken into consideration, but it may not exceed the extent 
determined in Article 5. section (7)." 

(5) To Article 5. of Law no. LXXXVI of 1991 on company tax, the following section 
(7) is added: 

(7) Of the amount remitted to the ESOP Organization, up to 20% of the pre-tax result, 
augmented by the items defined in Article 4. section (3) and reduced by the items defined 
in Article 4. section (2) points a-j, may be considered when calculating the tax base." 

(6) Article 39. section (2)of Law no. LXIX on banking institutions and their activities 
is replaced by the following regulation: 

s TRanslator'snote: This text is not too clear in the original, and must be readwithin the 
conex of the corresponding law. 
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0(2) For the purpose of purchasing securities (shares) representing membership rights, the 

banking institution may not grant an amount of credit which exceeds 50% of the m-sale price 
of the securities (shares), or - if it can not be determined - 50% of the purchase price. In 
case the State Trustee Organization is selling the shares, the above-mentioned credit may not 
exceed 75% of the purchase price." 

kpddGoncz GyOrzjv Szibad 
Present of the Republic Chairman of the Parliament 
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APPENDIX B
 



November 5, 1992
 

DRAFT STATUTES
 

The employees of the .............. company decided on the establishment of the ESOP 
organization (hereinafter: organization) in order that the employees could acquire an 
ownership share, inan organized and preferential way, in the economic association at which 
they are employed. 

I. 	 Name of the organization: .......... ESOP Organization.
 

2. 	 The aim of the organization: for the purpose of zcquiring property share, in .......... 
the employees of ............ voluntarily establish 21 organization which is an 
independent legal entity with self-government and registered participants. The 
objective ofits establishment isto purchase from the SPA shares at the value of... .HF 
offered by the SPA, and then sell these shares to employees within the framework of 
ESOP. 

3. 	 Headquarters of the organization: ............................
 

4. 	 Name of the representative of the organization: .......................
 

II. The General Assembly of the Organization 

1. 	 The supreme body of the organization is the general assembly consisting of all the 
participants. A general assembly which is summoned in accordance with the 
regulations and which has a quorum represents all the participants. The resolutions 
of the general assembly are binding on the participants who were not present at the 
general assembly. The general assembly may be held also in the form of a partial 
general assembly, with the written approval of the majority of the participants, 
following the regulations regarding the general assembly. 

1.1 	 All participants are entitled to participate, request information, make remarks, make 
a proposal, and vote. 

1.2 	 The general assembly must be summoned by the representative of the ESOP 
organization. The invitation to the general assembly must be announced at various 
sections and businesses of the company, 15 days before the appointed date. The 
announcement must contain the exact time, place of the general assembly, and the 
items of the agenda. 

1.3 	 The general assembly has its quorum if the majority of the members of the 
organization is personally present or represented. A participant may exercise his 
rights regarding the general assembly through a representative. The authorization for 
representation is valid for one general assembly, including the general assembly 



3UIII,,iLIAu ag, in case ne previous one uia not reach its quorum. 

1.4 	 If the general assembly does not reach its quorum, another general assembly must be 
summoned within 15 days but on the 10th day the eam!iest. The general assembly
called for the second time has its quorum concerring the items of the agenda of the 
postponed general assembly, regardless of the number of participants present. 

1.5 	 The following is included in the scope of authority of the general assembly: 

a) establish and modify the statutes,
 
b) determine the annual budget,

c) elect and recall the executive body and determine the payment for the
 

members of the organizing committee, 
.d) accept the annual report of the executive body, 
e) decide about the acceptance of the conditions of credit acquisition and 

instalment payments,
I) determine the extent of the property share that is transferred into the 

ownership of the participants. 

1.6 	 The general assembly must be summoned: 

a) 	 every year, ... days before the deadline for the acceptance by the participants
of the annual accounting report concerning the organization, but not later than 
May 31, 

b) if the court orders it, or 
c) if one-third of the members of the organization so wishes, pointing out its 

reason and purpose. 

1.7 	 The president of the executive body, or if prevented, a person elected from among
the present members of the executive body, is the chairman of the general assembly. 
The chairman of the general assembly: 

a) conducts the discussion,

b) assigns the person who keeps the minutes of the meeting,

c) asks two participants present to certify the minutes taken about the discussion
 

and the resolutions, 
d) asks two participants present to collect and count the votes,
e) orders the voting and announces the resolution of the general assembly. 

1.8 	 The participants present at the general assembly must be registered in the attendance 
sheet, which must show the name, address of the participants, their number of shares,
and the number of votes due to them on the basis of the number of shares owned by
them. The minutes of the meeting must be kept, containing the agenda of the general
assembly, the questions presented for decision, the numbered resolutions with the 
result of !he voting, and remarks made by participants which are required to be 
included in the minutes. 

2 



..7 	 1nc uvdju a ,noices ine resolutons o te general assembly acoording to the mode
of announcement described in 1.2. Unlawful resolutions of the general assembly may

be challenged at the court by any participant, within 30 days from the time he
 
obtained knowledge of it.
 
The court, on the basis of the claim:
 

a) 	 may annul the unlawful resolution of the organization and if necessary, it may

order to pass a new resoution, 

b) in order to restore lawfulness, the court may summon the general assembly,
c) If the lawfulness of the organization may not be assured otherwise, it may

suspend the functioning of the organization and send a supervisor to control. 

2. 	 The mode of voting: 

a) the voting is carried out by leaving the ballot. The ballots are distributed when
signing the attendance sheets at the general assembly. The ballot shows the
instructions how to fill itout. Each participant is given as many ballots as the 
number of resolutions which must be passed, according to the items of the 
agenda of the general assembly. 

b) Unallocated shares acquired by the ESOP will be voted proportionately in the 
same manner as allocated shares. 

c) 	 Any voting by the Organization or by any fiduciary of the Organization
matters of the __ 

on 
Company which are subject to shareholder vote 

shall be voted as if by proxy in the manner reflected by the share-equivalents 
vote of the members and not in a block voting manner. 

M. The Executive and Repreentative Body. 

1. 	 The executive and representative body of the organization is a board consisting of at 
least three members. The members of the board are elected by the general assembly
by means of secret ballot. [ Alternative: ..... members of the board (a number not 
exceeding one-third) are delegated by the company and ... members are elected by
the general assembly by means of secret ballot.]

The first elected members of the beard will :onsist of ........... directors elected for
 
one year; ............ directors elected ff for two years; and ........... 
directors elected 
for three years. Thereafter, all elected directors will be elected for ......... yeras. The 
board 	elects its president from anicig its members. 

2. 	 Any member of the board is entib"' ! handle individually any internal affairs of the 
organization. The president of the board represents the organization vis-d-vis third 
parties in court and before other authorities. 

3. 	 The members of the board are responsible for their activities following the regulations 
of the Civil Code. 
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4. 	 T1e board iegisters the organization in the following way: the president of the board 
signs his name individually after the signed, pre-printed or typed name of the 
organization, the other members of the board jointly sign their names inaccordance 
with the specimen of signature certified by the public notary. 

5. 	 The board has quorum if it was summoned according the regulation and if at least 
three of its members arc present [where some members of the Board afr appointed
by the Company, add: (at least ....... of whom shall be elected Board members and

.shall be representatives of the Company management). Summoning the board is 
in accordance with the rules if the order and time of its regular meetings were 
previously determined in writing, or if one-third of the members summons it eight 
days before the extraordiary meeting. 

6. 	 Decisions of the board are made by simple majority. In case of a tie the president has 
the casting vote, but in his absence, the member of the board who conducts the 
meeting has the casting vote. This member is elected for conducting the meeting by
the other members by simple majority. 

7. 	 Preparation for the meeting of the board is the president's task, except when the 
meeting is summoned by the members in accordance with item 5. 

8. 	 The board: 

a) elects its president from among its members,
b) takes care of keeping regularly and according to the rules the registers which 

are compulsory for the organization, 
c) submits the annual balance sheet, asset statement, and annual budget to the 

general assembly, 
d) writes at least twice annually a report about the work and financial situation 

of the organization for the general assembly of the organization,
e) decides on issues which do not belong to the exclusive scope of authority of 

the general assembly. 

9. 	 The board summons an extraordinary meeting at least eight days in advance, with a 
notice of its agenda, place and time. 

10. 	 The minutes of the meeting of the board must be kept, including the niames of the
participants, the agenda of the meeting, the issues presented for clecision, the 
numbered resolutions, the result of the voting, and the remarks of the members of the 
board which are required to be included in the minutes of the meeting. The minutes 
of the meeting are signed by the president of the board, or in his absence, by the 
member conducting the meeting and another member. The board must publish its 
decisions in the way stipulated in item 1.2. The decisions made by the board may be 
challenged in court by any participant, like the unlawful resolutions of the general
assembly may be challenged in court by any participant. 

11. 	 The bylaws, after their adoption, will be printed in a pamphlet. A copy will be 
delivered to each member and to individuals who later become members of the 
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association, as shown on the record books. 

W. 'The term of the ESOP canization 

1. 	 When the organization has transferred the ownership right of all its ptoperty shares, 
the board is obligated to summon within 30 days the general assembly, which may 
decide about the tennination of the organization and the distribution of its assets. 

The ESOP Organization continues until the termination of the employer company, 
since the shares worth altogether .... %of the of the par value of the shares that are 
already in the ownership of the organization by the participants. 

V. Participation of Employees in the ESOP 

1. 	 Rights and Responsibilitis of Employees Entitled to Vote Regarding the 
Establishment of the ESOP Organization 

1.1 	 Rights: voting about the following questions: 

a) 	 whether an ESOP should te started at the company, and 
b) 	 who should be the members of the organizing committee which consists of 

three members. 

If the organizing committee agreed with the interested parties on all the conditions of 
starting an ESOP, the founding general assembly should vote about: 

a) 	 whether the ESOP organization should be established or not; if yes, 
b) 	 what conditions should the statutes of the organization contain, within the 

framework of the requirements stated in Article 9 of the ESOP Law, and 
c) 	 who should be the members of the executive and representative body of the 

organization if they meet the conditions stated in the Law (Article 8 section 
4).' 

1.2 	 Responsibilities -- to fulfill his voting obligations, except if he is prevented by reasons 
beyond his control. Employees who are prevented from participating personally are 
entitled to vote in writing and submit their votes to the members of organizing 
committee or the executive and representative body, using the ballet introduced for 
this purpose. Those who do not participate in voting because of their own fault are 
considered to be opponents of the ESOP. Such employees may not join the ESOP in 
the year of its establishment, nct even if they would meet all the conditions ofjoining 
it. 

TraMlator'r note: Any mention of 'Aric' refers to Use ESOP Law no. I JVof 1992. 
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Any employee employed by the company for at least 50% of the official working 
hours, who has been employed by the company - including the legal successor of the 
company - for ... months and did not waive his entitlement in writing, is eligible to 
participate. A person who wishes to join the organization is obliged to pay to the 
account of the ESOP organization .................. concurrently with announcing their 
intention to join the organization. Any employees who meet these conditions are 
entitled to inform the organizing committee in writing about their wish to join the 
ESOP, or if the ESOP has already been established, they inform the executive 
representative body of the organization. An employee who announced his wish to join
the ESOP inthe above-descibed way will automatically participate in the ESOP from 
the first day of the month [or: quarter of a year] following the date of his 
announcement, and, if his payment obligations to the ESOP Organization have been 
fulfilled, his affiliation may not be rejected. 

In case the employee previously waived in writing his right to participate, with this 
announcement their waiver no longer applies. 

An employee .'-.o is entitled to participate is obliged to answer in writing -- by the 
written request of the organizing committee or the executive body of the organization 
- the following questions: 

a) whether he wants to participate in the ESOP, or
 
b) whether he waives from his entitlemtnt.
 

Those who do not give an answer because of their own fault within eight days after 
the delivery of the written request, are considered not to participate in the ESOP. 
Such employees may not join the ESOP in the year of its establishment, even if they
would meet all the conditions of joining it. 

A former Participant who is reemployed by an Employer shall bc.ome a Participant 
as of the date of his reemployment. The membership of a Participant who is on an 
Approved Absence shall be suspended during the period of his Approved Absence. 
A Beneficiary of a Participant shall not become a member in case of the Participant's
death. Participation shall te.riinate upon termination of employment. However, !he 
terminating Employee shall retain all the rights of a Participant until the totality of 
his account in the organization has been transferred to his posession. 

3. Rights and Responsibilities of the Participants 

An employee who is entitled to participate according to items 1. and 2. may
participate only in one ESOP organization at a time (Article 4 section 4). Upon 
termination of employment, the employee's right to participate also terminates 
(Article I section 4). 
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3.1 Rights of the Participants 

a) 	 participate in the general assembly of the organization (Article 7 section 1), 
and vote his shares personally or through his authorized representative (Article 
9 item c), 
a. 1. Comment, at least five dayc. before the general assembly, on the 

resolutions proposed by the board. 
b) challenge in court any unlawful resolution (Article 10 section 1) within 30 

days after he obtained knowledge of it, 
c) 	 exercise the voting right at the general assembly ensuing from the membership 

right of the company, in the way stipulated in the statutes, the voting rights, 
ensuing from the membership right, which result form the shares owned by 
the organization (Article 17), 

d) 	 demand the opening of a share account in the name of the participant within 
the organization, if the executive and representative body failed to do so 
(Article 18 section 1), 

e) 	 obtain ownership right for one share whenever the amount in his share 
account reaches the par value of the share type, which was purchased by th, 
organization within the framework of the ESOP (Ar'icle 18 section 3), 

f) 	 take the shares purchased using own resources fito unlimited ownership and 
increase the cash investment in his own share account by transferring the 
remaining part of the paid-up resources to his own share account (Article ,8 
section 6). 

g) 	 sell to participants in the internal market shares purchased in the framework 
of the ESOP (Article 19 section 1), and buy shares from other participants, 
following the stipulations of the statutes, 

h) 	 in case of retirement during the repayment period, dispose of the shares 
already in his ownership, at the same time respecting the organization's right 
of first refusal; in case of the death of the participant, this right is due to his 
heirs (Article 19 section 2), 

i) 	 in case of termination of participation for other reasons during the repayment 
period, exercise the right of membership on the basis of the shares already 
owned by him, if the organization waives its right of first refusal within the 
time stipulated by the statutes, but not more than six months. In such cases the 
rights of membership are exercised within the limits of the restraint on 
alienation and mortgage on them, according to Article 19 section 1, 

j) 	 exercise the right of first refusal due to him concerning the shares repurchased 
by the organization, after this right has been exercised by the employees of the 
company, who are entitled to but do not participate in the ESOP (Art;le 19 
section 4), 

k) 	 in case of termination of the ESOP organization, demand settlement of his 
accounts. 

3.2. 	 Responsibilities of the Participants. 

The participants are obliged: 

a) 	 to take financial responsibility for the debts of the organization to a limited 
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extent as defined in Article 19 section 1 of the law, 

b) 	 to bear the proportional part of the purchase price of the shares purchased by 
the ESOP organization from their own fuancial resources with the conditions 
and in the way defined in the statutes, 

c) 	 to exercise in good faith their membership rights resulting from the shares 
purchased within the framework of the ESOP at the general assembly in the 
way defined in the statutes of the ESOP organization. 

3.3. 	 Restrictions on the Participant's Rights to the Shares 

a) 	 Until the credits and instalments of the ESOP Organization are paid off, the 
creditor banking institution has the right of mortgage on shares which are 
already in the participant's ownership, so these shares may not be alienated. 
This restriction does not apply to the shares purchased with the participants' 
own resources. 

b) 	 Participants may not claim the dividends due on the shares owned by them, 

until the credit instalments of the ESOP Organization are completely repayed. 

3.4. 	 Voting ESOP Shares at the General Assembly of the Company 

At the general assembly of the Company, representative(s) of the board of the 
ESOP Organization exercise(s) the the voting rights resulting from the shares 
obtained within the framework of the ESOP, except for the cases of the 
following items of the agenda: 

-	 increase and decrease of the equity of the Company 
-	 termination of the ESOP Organization. 

In such cases, the ESOP board shall summon an extraordinary general 
assembly of the Organization. The board shall vote at the general assembly of 
the Company all shares of the Organization in proportiion to the vote of the 
participants at the general assembly of the Organization. 

3.5. 	 Information to Participants Regarding the General Assembly of the Company 

Also in other cases, the board - after the receipt of the invitation to the 
general assembly of the Company - is obliged to inform the participants before 
the general assembly takes place about its time, place, items of the agenda, 
and the resolution proposals. 

Any participant may comment to the board on the resolution proposals, not 
later thanfive days before the general assembly of the employer company. 

The board is obliged to publish immediately after the general assembly of the 
employer company the resolutions made in it. 
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VI. The Procedure Following the Termination of Participation 

1. Fights and Responsibilities of the Retired Participants 

In case of retirement during the repayment period, the retiring participant is: 

a) entitled to 

exercise his membership rights resulting from the shares he has already 
acquired during the repayment period in the way which follows the 
stipulations of Law no. VI of 1988 on Economic Associations (Gt.), the ESOP 
Law and the statutes, with special regard to the right of first refusal for 
purchase due to the ESOP organization (Article 19 section 2), 

b) obliged to 

follow the stipulations of th Ot., the ESOP Law and the statutes of the ESOP 
organization. 

Rights and Responsibilities of the Heir(s) in Case of the Participant's Death 

According to Article 19 section 2 of the ESOP Law and the related provisions of the 
Civil Code, the rights and responsibilities the ESOP pensioner has according to the 
previous item of the statutes will be the due and responsibility of the heir(s). 

3. Rights and Responsibilities of a Participant who Unlawfully Terminates his 
Employment
 

According to the stipulations of the Code of Labor Legislation, a participant 
terminating his employment unlawfully is: 

a) entitled to 

exercise his membership rights resulting from the shares niot repurchased by 
the ESOP organization in the way stipulated by the Gt, the ESOP Law and the 
statutes of the ESOP organization, with special regard to the restraint on 
alienation and the mortgage right regulated in Article 19 section Iof the 
ESOP Law, 

b) obliged to 

follow the stipulations of the Gt, the ESOP Law and the statutes of the ESOP 
organization, so as to allow the organization to repurchase the shares which 
have been acquired by the ex-participant in the way and at the price defined 
in the statutes, that is, the organization at its own discretion is entitled to pay 
the actual purchase price in instalments over five years. 
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4. 	 Rights and Responsibilities of the Participut whose Employment is Terminated by 
ASpcial Notice Given by the Employej 

According to the Code of Labor Legislation, a participant whose employment is 
terminated by a special notice given by the employer is: 

a) 	 entitled to-

exercise his membership rights resulting from the shares not repurchased by 
the ESOP organization in the way stipulated by the Gt, the ESOP Law and the 
statutes of the ESOP organization, with special regard to the restraint on 
alienation and the 1iwor.gage right regulated in Article 19 section 1 of the 
ESOP Law, 

b) 	 obliged to -

follow the stipulations of the Gt, the ESOP Law and the statutes of the ESOP 
organization, so to allow the organization to repurchase the shares which have 
been acquired by the ex-participant inthe way and at the price defined in the 
statutes, that is, the organization at its own discretion is entitled to pay the 
actual purchase price in instalments over two years. 

VII. The Mode and Amount of the PaymentL Made by the Participants 

1. 	 The Payment Oblig tions of the Participants and the Amount of the Obligations 

By virtue of Article 14 section 4 of the ESOP Law, the condition for providing credit 
and instalment payment is that the ESOP organization has the minimum cash 
requirements (own financ'1 resources) defined in the Law. 

Article 18 section 6of the ESOP Law stipulates that, in case these financial resources 
were not paid by the participants, but by the company or others, the guiding principle 
for transferring property shares purchased with "own financial resources" into 
possession of the participants is the statutes. The organization is obliged to transfer 
the property shares purchased with the participants' own financial resources into the 
possession of the participants immediately in proportion to the individual payments 
made by the participants. If this cannot be accomplished completely, the countervalue 
of the property shares remaining in the possession of the organization must be 
registered on the share accounts in the same proportion. 

The conclusions from the above are: 

a) 	 the purchase prec of the shares which may be acquired by the organization 
may not exceed fifty times the amount available at the purchase, 

b) 	 the cash requirements ("own financial resources') may be provided by the 
employer company, or its source may be a credit, meaning that preliminary 
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payments Dy MC paicipaiS Rre not-a W1UUMa 
ESOP, 

c) 	 If the reasonable purchase of property shares requires that the participants 
make payments from their own resourc.s, it is justifed to encourage the 
participants to make payments in the following way: 

ca) 	 in accordance with the stipulations of Article 18 section 6 of the ESOP 
Law, the organization transfers the shares purchased with the 
participants' payments from their own resources into the participants' 
unlimited possession. 

2. 	 The Way of Making Payments by the Participants. 

The participants may make payments from their own resources either in cash or with 
compensation coupons (Article 14 section 1of the ESOP Law). The compensation 
coupons must be taken as *own financial resources" at their par value. 

3. 	 The Payment Obligations of the Company 

In cases where the Company guarantees a loan for purchase of property shares by the 

organization, the company shall pay to the organization in cash in such amounts, and 

at such times, as needed to provide the organization with sufficient cash to pay any 
currently maturing debt obligations (including interest) under such guaranteed loan. 

VIII. Regulations for Participants to Join the ESOP. 

Announcing Participation ai !he Organizing Committee-

Any time before the ESOP organization is established, applications for participation 

in the ESOP may be submitted to the Organizing Committee. In accordance with 
Article 2 section 1of the ESOP Law, the condition for initiating an ESOP is that at 
least 25% of the employees assign an Organizing Committee of three members to 
start the ESOP. It is expedient to put down the assignment in the form of an 

oragreement. The written announcement of the persons who signed the agreement, 
initiated the ESOP in writing inany other way, is considered a written announcement 
of their wish to participate (i.e. they have joined the ESOP) 'a defined in Article I 
section 3 of the ESOP Law. The Organizing Committee may not reject those who 
wish to join. 

2. 	 Announcing Participation after the ESOP Has Been Established. 

After 	 the ESOP organization has been established, the employees eligible in 
accordance with the statutes may join the ESOP, by submitting a written application 
to the Board of the Organization. The Board is obliged to accept the application, 
noting that the applicant will start participating in the ESOP on the first of the month 
following the date of submission of the application. 
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IX. [L li0 , s floca and Wayo: i;--,,--h-0.ri.........a lnde 
bY the Organization Into the Ownership of the Participants 

ed from the Ownershin of the Organization 1.Share Which is Tran 
jinto t h 1.ipf the Participants and the Way it is Transferred 

The executive body opens a share account for the participants. On this account the 

value of the property share transferred into the ownership of the participants must be 

registered (Article 18 sectnn I of the ESOP Law). 

The aggregate amount registered on the pardulipants' share accounts may not exceed 

the par value of the property shares already paid off (Article 18 section 2 of the 

2SOP Law). 

A property share is transferred into the ownership of the participants if the amount 
or in case ofregistered on the share account reaches the par value of the share, 

business shares, if this amount corresponds to the stipulations of Article 159 section 

1of Law no. VI of 1988 on Economic Associations (Article 18 section 3of the ESOP 

Law) regarding the equity rate per business share. 

2. 	 Principles of the Allocation of Shares 

The individual participants receive shares by common right, by right of payment of 

own resources, on the basis of considering their net salary obtained in the first 

accounting year, their employment at the company (or at its legal successor), and 

their financial responsibilities, as follows: 
a) by common right all participants are entitled to receive the same amount, the 

upper limit of which is 5%of the par value of the allocable shares, 
the first to pay their own resources, isb) 	 the account of participants who are 

credited, as an increase and proportionately to their payment, with the amount 

three times more than the amount of the property share paid with own 

resources per participant, 
to be allocated as If0%, the participants'c) 	 considering the remaining part 


account is credited with
 
a. at least 50% of it, in proportion . the net income, 

more than 35 %of it on the basis of the period of employmentb. 	 not 
spent at the company or at the legal successor of the company, 
at !..st 25 %of it among employees with civil right responsibilitiesC. 
(managers), in proportion to net incomes. 

The exact proportions are approved annually by the general assembly after the 

calculations have been made, and with the observance of the above-mentioned. 

3. 	 Regulations Concerning the Repurchase of the Property Share Already Transferred 

into the Ownership of the Participants. 

The organization repurchases the property shares from the participants at an internal 

market price but at least at half of the market value. The internal market value of the 
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shares is determined twice a year by an independent auditor - assigned by the 

organization -- when controlling and auditing the annual balance sheet. This must be 

done within 30 days after the annual balance sheet have been submitted to the Tax 

with the accounting stipulations, and also before theAuthorities, in accordance 
general assembly of the company and of the organization accepts the annual balance 

sheet. 

th, RePurchased Proerty4. Exercising the Right of First Refusal in Case of Selling 

The other employees of the company, the participants, and the members of the 

company, in this order, are entitled to the right of first refusl regarding the 

repurchased property shares (Article 19 section 4 of the ESOP Law). 

This means that the above-listed persons in this order, may exercise their right of first 

refusal. However, until the repayment of the instalments has been completed, these 

property shares are not releaesed from the restraint on alienation and mortgage 

stipulated in Article 19 of the ESOP Law, and are kept in the administration of the 

ESOP organization. 

However exercising the right of first refusal does not lead to the release of shares 

from the restraint on alienation and mortgage until the repayment of instalments, and 

does not entitle those exercising th, right of first refusal to participate in the ESOP. 

These shares will also remain in the administration of the ESOP organization. 

The conditions of exercising the right of first refusal: 

aftera) The sale of repurchased property shares takes place twice a year, 

auditing the semi-annual and annual balance sheets, when on the basis of the 

balance sheet, the qualified auditor assigned by the organization determined 

the real internal market value of the property shares. 
b) The way of exercising the right of first refusal: 

ba) the selling price is 104% of the repurchase price (of which: 100% is 
the repurchase price and 4%is the administrative expense), 

bb) from among those entitled to the right of first refusal, the claims of the 
first ones on the list must be completely met and then the claims of the 
persons of the next category may be met, 

bc) the person exercising the right of first refusal may buy from the 
repurchased property shares to the following extent: he may purchase 
maximum 1.5 times more than the accumulated par value of the 
property shares per participant which is already owned by the ESOP 

organization. 

bd) general rule of refusal in case of oversubscription within one group: 

subscription of the greatest subscribed amount shall be decreased to the 
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value of the next subscription until oversubscription discontinues. 

5. 	 R~ules Relevant to the Alienation of the Proerty Shares which Reained in the 
Ownership of the Organization after the Repayment of Credit and Instalments. 

According to the decision of the general assembly, the organization is entitled to keep 

the property shares in its ownership - for a definite period of time and to a definite 
-- even after repayment of the instalmentsextent determined by the general assembly 

(Article 18 section 5of the ESOP Law). After the expiration of this period, this 
must be sold. If the general assembly waives its above-mentionedproperty share 

right, the property share which is owned by the organization after the repayment of 
the instalments must be sold. 

6. 	 Principles of Distribution of the Property in Case of Termination of the Organization. 

1. 	 In case of termination of the ESOP organization during the operation of the 

employer company, the property shall be distributed in proportion to the total 

shares acquired during the entire period of the ESOP, among former and 

present participants which at the time of the distribution still own shares 
acquired within the framework of the ESOP. 

Other assets, in case of a dispute, shall be sold by auction and the counter

value shall be distributed according to this rule. 

shares 	and2. If the employer company terminates without a legal successor, 
other assets in the ownership of the organization shall in case of a dispute be 

thesold by auction, and the counter-value shall be distributed among 
participants according to the rules of the preceding article. 
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The Accounting Law authorised the ovrmmcnt to regbuAt the mnull rcport and 
accounting obligations of "other organiations" Ina separate cVenmCnt Doc=e. 

Characteristics of other organizationa are currently defined inthe Govement Decree 
184/1991. (30 December) about the chamcteristics of annual report and accounting 
obligations of building soctiedi, blocks of privately owned apartments, social organizations 
and other organizations established by thcm, foundations, associations providing legal 
representation that are considered to be legal entities and watcmwks associatom. 

The Law No. XLIV. of 1992 about the Employees' Share Ownership Program 
(herr nafter PSOP) qualhfed the organiations estblished within the framework of an ESOP 
as Bother organizations" as far as accountancy isconcemed. Therefore It was nomssay to 
modify the (ove nment Docre No. 184/1991 (30 December) by adding the accountancy 
characterlstlc of organizations established within the framework of on ESOP to it. 

The attached Draft Decree contains regulation. cncerning the report and accuntancy 
obligations of organizations established vitht the framework of an ESOP, which are 
differ t and simpler than usual. Among others it includes the Government Decree No. 
04/1.991 (30 DCacmber) InIks oiginal foim. 

The form of the report to be prepared by organizations established within the 
firmework of an ESOP is a simplified report, which coastW of a Balance Sheet tj In 
Appendix 7 and of a Profit and Loss Statement as in Appendix 8. 

For the purpose of accountancy both simple and double-entry books can be used. The 
ESOP organization may decide to change over from single to double-entry books on 1 
January of a new year. This transition will not bring changes inthe report obligations. 

IAcontrast with the Accounting Law the simplfied Balance Shct has Profit/Loss 
instead of Equity. 

Due to some changes inthe regulations La the meantime modification of the title of 
the decree was 91so necessary; on one hand as far as the ESOP organization is concerned, 
on the other hand whonever 'working ussocintions providing 1eal r=prcscatltton that ar 
considered to be.legal entitics" art mentioned, they have to be Interpreted as wlawyers' 
Fgencies", on the basis of the Law No. 4of 1983 about lawyers as well as Law No. XXUi. 
of 1991 which was the modification of Law No. 3 of 1983 about solicitors' activity. 
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Article No. 16 (Income and Etenditure of the Foundation) of the prevnuxGovemwnt D=we was modifi by the Govenunnt Dmr No. 115/1992 (23 August)
about the managent of foundations. 

All those mentioned above Justify the need for new regulation. 

The Ministry of Justice agreed with the modiied Draft Docre and did not make any
comment. 

The Government is kindly requested to acocpt the attached Decree, 

dr. MihJy Kupa 
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ROPOSED DECISION
 

The Government discussed md accepted the Report and the T cree on the
*characteristics of the annual report and accountancy obligations of buildir4 -outies, blocks
of privately owned apartments, social organizations and other organizations established by
them, foundations, lawyers' agencies, waterworks' assocdions and organizations established
within he framework of the Empoye.' Share Ownership Program (M~OP). The
Government orders to publish the Dece in *Magyar K zl1ny ° (Hungarian Bulletin). 
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GOVERNMENT DECREE
 

No. ....... /192 (...... )
 

on the charactaistics of the annual report and accountancy obligations of building
socles, block3 of privately owned apartments, soca orgailzatlons and other 

organizations established by them, founadtow, lawyers' agencie, waterworks' 
mssociatlons and orgniitons cstablisbc 
within he framework of the Employees' 

Share O ership Program (ESOP). 

Budapest, 1992 



GOVERNMEN DECREE 

No . ....... 992 (...... )
 

on the characteristics of the annual report and accountancy obligations of building
scieties, blocks of privatcly owned aparments, socia organizations and other 
organizations cstablithcd by Omni, foundations, ]Awy a € .clc3s, walcwoAS' 

associations and organizations established 
Wthin the framework of the Employeest

Share Ownerhip Prrm (ESOP). 

Based on the authorization in Section b) of Article 94 of the Accountancy Law No. 
XVMI. of 1991 (hereinafter Law) the Government orders the following; 

The Effect of the Dec=re 

Article 1. 

(1) 	 The Decree affects building and maintenance societies, co-operatives dealing with the 
construction and maintenance of resort houses, prages, shops, premises and houses 
owned 	by retired people as well as blocks of privately owned apaitnmets, social 
organizations and other organizations established by them, foundations, lawyers'
agencies, waterworks' lusociations and organizations established within the 
framework of the mployees' Share Ownership Progam (hereinAfler cther 
organizations). 

(2) 	 her organiztions apply the provisions of the Law In aordance with the 
andments of this Decree as follows: 

a) 	 Chapter I, Annex 1 and Annex 2 apply to the management of building 
societies; 

b) 	 Chapter If, Annex 3 and Annex 4 apply to the management of social 
crganlzatlons and other organizations established by them; 

c) 	 Chapter III, &nnex 5 and Annex 6 apply to the management of foundations; 

d) 	 Chapter IV applie! to the management of blocks of privately owned 
apartmcnts, lawyers' agencies and watevrworks' associations; 

c) 	 Chapter V, Annex 7 and Annex 8 apply to the management of organizations
etablished within the franiework of the Dnployees' Share Owncrshlp
Program (nreinafterESOP organizations). 
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Characteristics of the annul report and wcountancy obligations of organizations
 
established within the framework of the Employees' Share Ownemhip Program (ESCP)
 

R _eprt obuiation 

Artick 	18 

(1) 	 The form of the report of the ESOP organltion - apart from Waccounting 
system - is asimplified report. 

(2) 	 The simplified report of the ESOP organization consists of the Balance Sheet 
in compliance with Annex 7 and the Profit and Loss Statement in compliance 
with Annex 8. 

(3) 	 The ESOP organization Isnot oblig d to prepare annex and business report. 

Accountncy obligations 

Article 	19 

(1) 	 Apart from the report obligation both single and double-entry books an be 
used for accounting. 

(2) 	 The ESOP organization that uses single-entry books may decide to change 
over from single- to double-entry book-keeping on I January of a new year. 
This transition wil not bring c .nges in the report obligations. 

(3) 	 Within the framework of Its acwuntancy obligations the FSOP organization 
will have to keep at least the following records: 

actual quantity, purchase value (record value), and face value of the 
property shares (shares, business shares) purchased by the MOP 
organization, 

for each participant the quantity, purchase value (record value), and 
face value of the property shares transfenred from the possession of the 
ESOP to the possession of the participants, 

for each participant the amounts paid from their own resources, offset 
by property shares, 

for each participant the amounts credited in their accounts, offset or 
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In addition to the accounting system the ESOP orgalzation will also have to keep 
a share account for each participant in a&cOrdance with Article 18 of Law No. XIAV. of 
1992. 

Characteristics of the Simplified Balanc Shee 

Article 20. 

While preuaing the simplified Balance Shet, Articles 64 to 70 and 80 of the 
Accountin$ Law have to be observed, bearing in mind that, in contram with the Accounting
Law, the Balance Sheet will have Profi/loss Instead of Bquity. 

Content of the items in the Profit and Lees Sttement 

Article 2! 

(1) 	 The content of the itemsin te Profit and Los Statement, the income and costs 
(expenditure) must be identified according to the classifiaion In Annex 2 of this 
Decre and Article, 77-80 and 45-49 of the Accounting Law. 

(2) 	 The purchase (record) value of the property shares transferred to the possession of 
the participants must be recorded among the costs (expenditure) of the ESOP 
organization. 

Coming into fect 

Article 22 

This Decree wiU come into effect on the 15th day following its aMflmncent. 

At the same time the Government Decree No. 114/1991 (30 December) about the 
characteristics of annual report and accountancy obligations of building societies, blocks of 
privately owned apartments, social organizaions and other organizations established by them, 
foundations, associationi providing legal represtatdon that are oonsidered to be legal
entities and wateiworks' Lsociations as well as Section 2of Article 12 of the Government 
Decrce No. 115/1992 (23 July) about the management of 1bundations, whiCh modified the 
f6rmer one, will lose effect. 
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jFQUIRED BREAK DO-WN OF THE BALANCE SHEET OF THE SIM YLED
 
ANALREPRT 

foxEplndl 

A. 	 Invested Assets C. Equity 

I. 	 Intangible Assets I. Starting Capital
II. 	 Tang-be Assets II. Changes in CQpi,l 
III. 	 invested Financial 

Assets D. Provisions 

B. Curnent Assets 	 E. Accounts Payable 

I. Inventorles 	 I. Loug-Term Debts 
II. 	 Accounts Receivable I. Cunent Liabilities
M. 	 Securties 
IV. 	 Ponds 

EEUJED BREAK DOWN OF TE IROFIT AND LOSS STATEMF2T OF
 
THE SIMPLIFIED ANNUAL REPORT
 

nEntrepreneuiial E&lmdafional 
Aivid Activities 

A/ Total Income 
B/ Total Costs (Input) 
C/ Profit before Taxes 
I. Tax Obligatioms 
D/H. Profit after TaxesRearranereaW 
E. Changes InCVital 

!In ca the propJ~jwner~cprwnurlal e~hlOy i not uzs&Ja m taxation ntre.rdiag b zh'.Ownany Ta law 
andAe a zedazprqpfm At entrepreneuriaIasdvity sow4 (orcodd go)forvwodationa wvtty, tLW wnow Co 

be wed for decrcaiq the V.tarx profi: and injimtSji the pwflt Ao avly.Vf foundadoW 
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urcc 	LNo. * 7 Y(..* 

REQIMIED BREAK DOWiN OF THE sImLIFIE AuNC H 

Liabilitie 

A. 	 Invested Assets c. Equity 

IV. 	 rtngible Assets I. Starting Catal 
V. 	 Thngible Assets II. Changes in Capital
VI. 	 invested Financial
 

Assets D. Provisions
 

B. 	 Current Assets E. Accounts Payable 

1. 	 Inventories I. Long-Term Debts 
II. Accounts Receivable I. Current Liabilities
 
Ill. Securities
 
IV. 	 Ftmds 

PROFIT AN LOSS STATEMENT FOR ENTREPRENEURIAL ACTIVITIE 

I. 	 income from entrepreurial activities
 
Tncomo fom foundational acivities
 

Total income 

II. 	 + Income from entrepreneurial activities 
- Costs (iMpu) of cntreprcneurWl activiti= 

Entrepreneurial profit in accordance with the cash flow accounting 

± Value of changes in the purchased Inventory
 
- Current year depreciation of invctcd ux.,ts
 

± Financially realized opimting profit2 

2 Tax bt qOf Ac rMwpneurlJacdW* is wr a cordng so saproyfom of Company T4x ZLw.qe 
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REQUJRED BREAK DOWN OF THE SIMPLIFIED BALANCE 5H.]
 

A. 	 Invested Assets 

I. Intangible Assets 
If. Tangible Assets 
M 	 Invested Financial 

Asseti 
1. Purchased Shares 
2. Purchaed 

Business Shares 

B. 	 Current Assets 

I. 	 Inventories 
II. 	 Accounts Receivable 
M. 	Securities 

1. Purchased Shares 
2. Purchased 

Business Shares 
IV. 	 Funds 

C. 	 Profit/Loss 

D. 	 Accounts Payable 
I. Long-Term Debts 

1. Long-Term Loans 
2. Other Long-Term 

Debts 

1, Current Liabilities 
1.Short-Term Loans 
2. Other Curret 

Liabilities 
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tAnnex a -- UovernmeU ]e ,rNo. .... /1992 (....) 

PROFIT AND LOSS STATEMENT 

1. 	 Income 

1. 	 Amounts paid from the partcipants' own resourcm 
2. 	 Amounts transfwered by the employer company of the participants
3. 	 Ot.cr paymcnts by the particIpAnts 
4. 	 Payments by oter natural and legal entitles 
S. 	 Received dividend, share 
6. 	 Income deriving from the sales of property share 
7. 	 Other income 
9. 	 Total income 

11. 	 Costs (input) 

1. 	 Operating cost 
2. 	 Interest paid
3. 	 Purchase (record) value of property shares sold 
4. 	 Purchase (record) value of prop=ery shares transferred to the possession of the 

participants 
5. 	 Other expenditure 
6. 	 Total costs (input) 

IM. 	 ProfitlLoss of current year + (1/8-11/6)
IV. 	 PrurittLss of previous year +V. 	 Profit/ALoss (.tjlI+IV) 
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APPENDIX D
 



August 3, 1992 
EUNGARIAN RSOP RESOURCES 

The distinctive feature anof ESOP is its legal structure(as an organization registered under the ESOP law1992, through which capital may 
no. XLv of

ba acqired by employees).Such an organization onjoys the tax and credit advantages
discussed in the following. 

I. TAX FEATURES OF ESOPs 
Several tax advantages are granted to ESOPs by theESOP law no. XLIV of 1992. These result in amendmentscorporation tax law, to the

the personal income tax law and the
banking institutions law. 
A. Effect of the Esop Law on the CrpoAionTax ay NO.LXXXVI of 1991 

Article 26(5) of the ESOP law amends the corporation tax
law to the effect that company contributions of up to.20% of
*its pre-tax profit may be excluded from the company's tax base
for the payment of corporate incme40%). tax (which is normallyThis is regardless of the percentage of company shares
owned by the ESOP.1 2 The decision to contribute 20% of the
pre-tax profit to an ESOP is among the powers of the company's
general assembly.
 

Article 26(4) of the ESO? 
law provides that if the ESOP
acquires shares of a partially state-owned company, only apart proportionate to the state-owned portion of thequalifies for exclusion from 
company

the tax base, always within aceiling of 20% of the pre-tax profit.
 
Dividends on ESOP shares are distributedprofits. out of RQgt-tpCArtic1i 14(3) of the ESOP law stipulates that suchdividends must bxi used for repayment of current debts on ESOP 

This limit was reportedly initiated by SPAmanagement to to lootivate 
the ESOP 

put only a fraction of the company,'s shares intowhile continuing to seek other investors for themajority of the shares.
 
2 According to J. 
 SzAntay, Minister of Privatization TamsSzab6 has declared that the 20% deductibility appliesacquisition loan_ taken to _eagih 

ESOP may take five 
by the ESOP, so that theoretically theout different loans and make theprofit lout tax-deductible. company'sMy understanding(Article 26(5) of the ESOP 

of the text
Law) does not support thisinterpretation. 
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credits3. This applies both to dividends on shares not yet
paid for, which are held in a "suspense account", and to
dividends on shares released from pledge and allocated4 toparticipants' individual accounts in the ESOP. The law does 
not specify the treatment of dividends exceeding the amount
 
necessary to service current debts.'6
 

B. LZ ect of the ESOP Law on the Personal Income Tax Law No. 
X'of 1991 

The ESOP law amends the personal income tax law on two
 
counts:
 

1. According to Artiole 26(2) of the ESOP law, any

person's payments for the purchase of "own shares" within an

ESOP (whether at the time of establishment or later) may be
excluded from the person's tax base, up to 301 of the person's

income. (This is
more generous than the usual exclusion, with

applies only to new issues. 
It applies also to "business
 
shares" of limited-liability dompanies.)
 

2. The shares acquired by an ESOP participant--through
his own remittances to the ESOP, or through allocation as the
ESOP credit is repaid--are not taxed when they are allocated
 
to his account. Also, there is no pessoDai income tax on
dividends on shares allocated to a person's individual ESOP
account which are used to repay the ESOP credit.
 

Consequently, the allocation of shares, or of divi eTd
 
on both allocated and unallocated shares, to a iarticipant's
ESOP account has no personal income tax effects to thq
indivmidual until such shares (or their cash equivalent) or
 
dividends are distributed to the individual.
 

3 A share acquisition loan (whether preferential or not),

or an instalment payment facility. 

4 The term "allocationm refers to assignment of a number ofshares from the suspense account to an individual account of aparticipant. The term "distribution" means giving to aparticipant the shares which are in his account or their cash 
equivalent.
 

5 My reading is that "current debts" means "payments
currently due on ESOP credits (including any payments past due).Hence once the current debts are settledb.n exess dividends may be dist ibuted to participants. 

6 In most cases, dividends on ESOP shares would not be used 
to repay ESOP credits since it is more tax-efficient to the 
company to repay such credits out of the deductiLle 20% of pre
tax profit. However, dividends on ESOP shares may be used tocompensate other shareholders for their resulting Ids of 
lividends.
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Once the ESOP loan is completely repaid, a participant
 
may sell some or all of his shares, within the limitations
imposed by the statutes of his ESOP. If one partioipant sells
shares to another within two years after they were distributed 
to him, the sale is taxed as part of his parsonal income. 
This is also the case of shares distributed to employees upon
termination of. the ESOP. If a rDart'ioant his -e1lshares 
more than two ear after the dat-e of distribution the sale 
is -notsubject 121" (MMMEr l 

The tax base is the capital gain, i.e. sale price less 
purchase price. This applies both in the case of shares 
bought with the participant's own resources and shares 
acquired through an ESOP credit. 



Personal income tax and company tax in Hungary 
from the aspect of ESOP 

RIl -WErsbnal ncone tax rates: 

base of tax; tax due; 
(annual taxable incomes ) 

q!boe 0 ..-oQoX-WF

-100,001.- 200,000.-HmF 25 %of part over 100,000.
-200,001.- 500,000.-HUF 25,000.- F + 35 %of part over 200,000.
500,001.- and More; 130,000.-HUF + 40". of par 500,000.

b./ deductible from earnings: 

1,300.-Ft/ childl month, savings for housing purposes, local taxes, employee's fee,etc. 

c, wmrnings rom shares,. bonds.dposits:
 

A-1 earnings from such sources are considered to be taxable incomes.
 
Investments from income reduce taxable Income base up to 30 %of the iiable incomes (
 
for example FSOP).

Shares dist'buted by tfe employer company free.of Charge are not considered to be taxable
 
income unless the shares are sold. Incomes from such shares ( dividends ) are taxable
 
earnings, at a rate of 20%.
 

.d. w na ny a3s 

Salaries are cost elements, therefore are paid before taxation.
 
Premiums, payments for incentive purposes, etc. are to be paid from profit after taxation,

i.e. only after neeting tax and other obligations to the state. Employees have to pay personal
income tax after salaries, bonuses, premiums and any similar payments. 
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APPENDIX E
 

"Company Name"
 

Summary of Key Statute Provisions
 

1. Name of ESOP Organization: 

2. Establishment Date: 

3. ESOP Organization Headquarters Address: 

4. ESOP Organization Contact: 

5. Term of the ESOP Organization: 

6. Start and End of the Allocation Year: 

7. Eligibility Requirement for Participation: 

8. Entry Date: 

9. Participant's Own Financial Resource Requirement: 



10. 	 Procedures for Termination cf Participation: 

a). Retired Participant: 

b). Deceased Participant: 

c). Special Notice: 

d). Normal Notice: 

11. 	 Definition of "Year of Service": 

12. 	 Definition of "Compensation": 

13. 	 Principles of Allocation: 

14. 	 Determination of Voting Rights: 

15. 	 Determination of Right of First Refusal: 

16. 	 Rules for Termination of the ESOP Organization: 

Note: 	 If a purchase on credit has been made, the terms of the note should be 
attached, including any appropriate contracts. 
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Appendix F 
ESOP Omanization File 

This file should contain all permanent pertinent documents, including, but not limited 
to the following: 

(1) 	 Leveraged ESOP Note/Contract This is the formal document addressing the 
provisions and terms of the ESOP note. 

(2) 	 ESOP Statutes: The most recent Statutes shall be included. Amendments not 
reflected in the document should accompany iL 

(3) 	 ESOP Statutes Summary: A summary o.' the ESOP Statutes, including a recap 
of the salient provisions and administrative responsibilities, shall be prepared. 

(4) 	 Calendar of Activities (Annual): A recap of activities during the year which 
support the ESOP Administration, with the date and the person responsible for 
each. 

(5) 	 Data Documentation: An outline of the data and source. 

(6) 	 Administrative Forms: Copies of all forms, for collecting and transmitting 
participant and financial data. 

(7) 	 Report Samples: Copies of all output repons to be produced annually. 

Aliocation File 

A separate documentation file shall be maintained for each allocation. It shall contain 
all workpapers and supporting materials used in performing the allocation. The allocation 
file shall contain the items listed below, as well as any other special items which might be 
necessary. 

(1) 	 Workpapers: The preparation of neat and accurate workpapeis in a consistent 
manner is important. The following workpapers are required for each 
investment fund: 

a. 	 ESOP Analysis - analysis of financial activity in the ESOP and verification 
of income determination for the allocation period. 

b. 	 Plan Analysis - analysis of aggregate financial activity of participants in 
the plan during the allocation period. 

c. 	 Reconciliation of ESOP to Plan - reconciliation of the balance in the 
ESOP to the balance of the aggregate participant records as of the end 



of the 	allocation period. 

(2) 	 Processing Schedule: A description of each of the steps involved in the 
processing of a complete allocation cyde shall be prepared with sufficient 
detail to allow a qualified individual unfamiliar with the client to step in at any
point and continue the processing. This schedule should include manual steps 
as well as any computer steps. Particular care should be taken to document 
special programs or procedures which are not typically part of routine 
processing or which are applicable only to intermittent processing cycles. 

(3) 	 Trust Statements: Certified asset and transaction statements for the allocation 
period should be obained directly from the trustee. 

(4) 	 Correspondence: Copies of all written correspondence sent or received in 
connection with the current allocation shall be included. 

(5) 	 Telephone Log: A record of telephone calls in connection with the current 
allocation shall be maintained. 

(6) 	 Computer Log (if relevant): A log shall be maintained showing each computer 
step, the date the run was submitted and other pertinent information. Entries 
are required for all steps performing a permanent update to the files or 
preparing reports permanently retained or utilized in the allocation process. 

(7) 	 Total Pages: Copies of total or summary pages from all reports generated
during the allocation cycle shall be included. 

(8) 	 Client Data: Client data submitted on administrative forms or on handwritten 
or printed listing shall be included. 
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Appendix G 

I = Input 
0 = Used for Output 
C = Created by allocation 
A = May be assigned by administrator and/or generated by calculation 

Note: Please refer to Data Type which signifies the origination of the data. Data items 

may originate in multiple ways, i.e., I,A. 

Asterisk (i): These data items may be tracked by account type, Company, Employee, etc. 

Data Type Data Item 

Participant I.D. Number 

IName 

Address Line 1 

Address Line 2 

Address Line 3 

Location 

Sex 

Date of Birth 

I Date of Hire 

Date of ESOP Participation 

I,A Status Code 

I,A Eligibility Date 

I,A Alternate Status Code 

I Termination Date 

I Termination Code 

I,A Repurchase Code 

I,A Repurchase Trigger Date 

I Notification Date 

Hours of Service 

I Net Annual Income 
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Data Type Data Item 

I Annual Basic Payroll 

Payment Code 

I,A 	 Payment Start Date 

I,A 	 Payment Stop Date 

I 	 Beneficiary Name 

I 

*I,C 
 Contributions
 

C Property Shares Purchased
 
* 	C Cash for Purchase 

* 	C Dividends (if allocated) 

* C 	 Forfeited Amount Cash (if applicable) 

* C Forfeited Amount Shares (if applicable) 

*C Interest/Income (may be negative) 
* C Shares Sold 

* C Cash for Shares Sold 

* 	C Cost of Shares Sold 

* 	C Distribution
 

I Internal Market Value Share
 

I Adjustments
 

I,A 	 Tax Field (if applicable) 
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October 26, 1992
 

STATUTES 

I. 

The employees of the Aranyp6k Trading Rt. (hereinafter: *employer company') decided on 
the establishment of the ESOP Organization (hereinafter: Oorganization') in order that the 
empioyees could acquire an ownership share, inan organized and preferential way, in the 
economic association at which they are employed. 

1. 	 Name of the organization: ESOP Organization of the Aranyp6k Trading Rt. 

2. 	 The aim of the organization: For the purpose of acquiring property share at their own 
company, the employees of the employer company voluntarily establish an 
organization which isan independent legal entity with self-government and registered
participants. The objective of its establishment is to purchase from the SPA shares at 
the value of HF 150,000,000 offered by the SPA, and then sell these shares to 
employees within the framework of ESOP. 

3. 	 Headquarters of the organization: Budapest, Sas u. 1. 1051. 

4. 	 Name of the representative of the organization: NovAk Istvinnd 

II.
 
The General Assembly of the Organization
 

I. 	 The supreme body of the organization is the general assembly consisting of all the 
participants. A general assembly which is summoned in accordanct with the 
regulations and which has a quorum represents all the participants. The resolutions 
of the general assembly are binding on the participants who were not present at the 
general assembly. The general assembly may be held also in the form of a partial
general assembly, following the regulations regarding the general assembly. 

2. 	 All participants are entitled to participate personally or through a representative, 
request information, make remarks, make a proposal, and vote. 

3. 	 The general assembly must be summoned by the board. The invitation to the general
assembly must be announced at the various sections and businesses of the company,
15 days before the appointed date. 7he announcement must contain the time of the 
general assembly, and the items of the agenda. 

4. 	 A participant may exercise his rights regarding the general assembly through a 
representative. The general assembly has its quorum if at least one participant
member of the board and the majority of the members of the organization are 
personally present or represented. The authorization for representation is valid for one 



general assembly, including the general assembly summoned again in case the 
previous one did not reach its quorum. 

5. 	 If the general assembly does not reach its quorum, another general assembly must be 
summoned within 15 days but on the 10th day the earliest. The general assembly 
called for the second time has its quorum concerning the items of the agenda of the 
postponed general assembly, regardless of the number of participants present. 

6. 	 The following isincluded in the exclusive scope of authority of the general assembly: 
a) establish and modify the statutes, 
b) determine the annual budget 
c) elect and recall the executive and representative body (board) and determine 

the payment for the members of the organizing committee, 
d) accept the annual report of the board, 
e) decide about the acceptance of the conditions of credi, acquisition and 

instalment payments,
f) determine the extent of the property share which is transferred into the 

ownership of the participants. 

7. 	 The general assembly must be summoned: 
a) 	 every year, 15 days before the deadline for the acceptance by the participants 

of the annual accounting report concerning the organization, but not later than 
May 31, or 

b) if the court orders it, or 
c) if one-third of the members of the organization so wishes, pointing out its 

reason and purpose. 

8. 	 The president of the board, or if prevented, aperson elected from among the present
participant members of the board, is the chairman of the general assembiy. 

The chairman of the general assembly:
 
a) conducts the discussion,
 
b) assigns the person who keeps the minutes of the general assembly to keep the
 

minutes. 
c) asks two participants present to certify the minutes taken about the discussion 

and the resolutions, 
d) asks two participants present to collect and count the votes, 
e) orders the voting and announces the resolutions of the general assembly. 

9. 	 The participants present at the general assembly must be registered inthe attendance 
sheet, which must show the name, address of the participants, and the number ofvotes due to them, int o-zr V ,,a2 ,, c z. at the geeral 
assembly of the organization and at the general assembly of the company. The 
minutes of the meeting must be kept, containing the agenda of the general assembly, 
the questions presented for decision, the numbered resolutions with the result of the 
voting, and remarks made by participants which are required to be included in the 
minutes. 
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10. 	 The board announces the resolutions of the general assembly according to the mode 
of announcement described in 3. Unlawful resolutions of the general assembly may 
be challenged at the court by any participa .,, within 30 days from the time he 
obtained knowledge of it. 

The court, on the basis of the claim: 

a) 	 may annul the unlawful resolution of the organization and ifnecessary, it may 
order to pass a new resolution, 

b) in order to restore lawfulness, the court may summon the general assembly, 
c) if the lawfulness of the organization may not be assured otherwise, it may 

suspend the functioning of the organization and send a supcrvisor to control. 

I1. 	 If the nun aber of voters exceeds 20, the voting is carried out by leaving the ballot. 
The ballots are 6istributed when signing the attendance sheets at the general assembly. 
Each paiticipant is given as many ballots as the number of resolutions which must be 
passea, according to the items of the agenda of the general assembly. The ballots 
must indicate the number of votes due to the participant. The number of votes due to 
each participant is determined by the board before the general assembly takes place, 
following section VII item 2 of the statutes. If the number of voters does not exceed 
20, the voting is carried out by show of hands. 

M. The Executiv_ and Representative Body. 

1. 	 The-executive and representative body of the organization is a board.consisting of at 
least five members. One member of the board is delegated by the Company, four 
members of the it are elected by the general assembly by means of secret ballot for 
three years, that is, for a definite period of time. The board elects itn president from 
among its members. 

2. 	 The president of the boar-'l is entitled to handle individually any internal affairs of the 
organization. Regarding the other members of the board, two persons are entitled to 
handle jointly any internal affairs of the organizmion. The president of the board 
represents the organization vis-1-vis third parties incourt and before other authorities. 

3. 	 The members of the,board are responsible for their activities following the regulations 
of the Civil Code. 

4. 	 The board regisiers O'e organization in the following way: the president of the board 
signs his name individually after the signed, pre-printed or typed name of the 
organization, the other members of the board jointly sign their names in accordance 
with the specimen of signature certified by the public notary. 

5. 	 The board has quorum if it was summoned according to the regulation and if at least 
three of its members are present. Summoning the board is in accordance with the 
rules if the order and time of its regular meetings were previously determined in 
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writing, or the president or one-third of the members summons it in writing. 

The board must inform the general manager of the Company about the time of the 
meeting. The general manager of the Company, participating in the meeting of the 
boari, has a voice but does not have voting rights. 

6. 	 7ke Decisions of the board are made by simL-,," majority. In case of a tie the president 
has the casting vote, but in his absence, the member of the board who conducts the 
meeting has the casting vote. T is member is elected for conducting the meeting by 
the other members by simple majority. 

7. 	 Preparation for the meeting of the board is the president's task, except when the 
mecting is summoned by the members in ccordance with item 5. 

8. 	 The board: 
a) elects its president from among its members, 
b) takes care of keeping regularly and according to the rules the registers which 

are compulsory for the organization, 
c) suhmits the annual balance sheet, asset statement, and annual budget to the 

general assembly, 
d) writes at least twice annually a report about the work and financial situation 

of the organization for the general assembly of the organization, 
e) decides on issues which do not belong to the exclusive scope of authority of 

the general assembly. 

9. 	 The board-summons an extraordinary meeting at -least 8 days in advance, with the 
notice of its agenda, place and time. 

10. 	 The minutes of the meeting of the board must be kept, including the names of the 
participants, the ager.da of the meeting, the issues presented for decision, the 
resolutions made, the result of the voting, and the remarks of the members of the 
board, which are required to be included in the minutes of the meeting. The Mnutes 
of the meeting are signed by the person who keeps the minutes, by the president of 
the board, or in his absence, by the member conducting the meeting, and another 
nmuber. The board must publish its decisions in the way stipulated in section Ititem 
3of the statutes. The decisions made by the board may be challenged incourt by any 
participant, like the unlawful mSolutions of the general assembly may be challenged 
in court by any participant. 

IV. 

The Term of~the ESOP Organization 

I. .. .........
.,,4.
 

P .. ... ... .. 	 ......... . ..
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V.
 

Participation of Employees in the ESOP
 

Any employee employed by the company for at least 50% of the official working 
hours, who has been employed by the company -- including the legal successor of the 
company -- for six months and did not waive his entitlement in writing, is eligible to 
participate. 

A person who wishes to join the organization is obliged to pay to the account of the 
MLSOP Organization 5%of his net annual income but at least HF 5000 and no more 
than HF 15,000, concurrently with announcing their intention to join the organization. 
Any employees who meet these conditions are entitled any time to communica, :;, 
writing to the board his intention to join the ESOP. An employee who announced his 
wish to join the ESOP in writing in the above-described way will participz- in the 
E.SOP from the l.rst day of the morth following the date of his announcernei. If his 
payment obligations to the ESOP Organization have been fulfilled, his affiliation may 
not be rejected. 

2. 	 In case the employee who is entitled to participate previously waived in writing his 
right to participate, with this announcement his previous waiver no longer applies. 

The board is obliged -ocommunicate to the employee who !s entitled to participate 
that he will get his entitlement for participation on the first day of the following 
month. This information must be communicated to the empioyee on the first day of 
the month preceding his entitlement to participate. 

Ai employee who is entitled to participate and has been informed in writing, is 
oblig d 'Vithin 30 days after receiving the information to answer in writing to the 
board the following questions: 

-	 whether he wants to participate in the ESOP, or 
-	 whether he waives from his entitlement. 

Those who do n')t give an ansver because of their own fault within 30 days after the 
delivery of the information, a,e considered not to participate in the ESOP. Such 
employees may not join thz organization inthe year they were in default. 

3. 	 An employee may participate in only one ESOP Organization at a time. Upon 
termination of employment, the employee'i right to participate in the ESOP also 
terminates. 

4. 	 Rights of the participants: 

a) Participate and vote personally or through his authorized renresentative at the 
general assembly of the ESOP Organization. 

b) Challenge in court any unlawful resolution of the board and of the 
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organization, within 30 days after the participant obtained knowledge of it.
c) Demand the opening of a share account within the organization in the name 

of the participant, if the board faild to do so. 
d) Obtain ownership right for the paid share if the amount in his share account 

reaches the par value of the shav,.
 
e) In case of the participant's retimement or death, exercise his right of first 

refusal on the shares which are 'aiready in his ownership.
1) Incase of termination of the ESOP Organization, demand the settlement of his 

accounts. 
g) Exercise in good faith his rights within the ESOP Organization. 

5. 	 Responsibilities of the participants: 

The participants understand that: 

a) 	 Until the credits and instalments of the ESOP Organization are paid off, the 
creditor banking institution has the right of mortgage on shares which are 
already in the participants' ownership, so these shares may not be alienated. 
These shares will remain afterwards in the administration of the ESOP 
Organization. 

b) 	 They may not claim the dividends due on the shares owned by them, until the
credit instalments of the FSOP Organization are completely repaid. 

cN 	 At the general assembly of the Company, the board of the ESOP Organization
-exercises the voting rights .resulting .from the shares obtained within the 
framework of the ESOP, except for the cases of the following items of the 
agenda: 

- increase and decrease of the equity of the Company, 
- discussion of a propo.al for the termination of employment of more 

than 10% of the participants at the employer company. 

d) 	 Also in other cases, the board --after the receipt of the invitation - is obliged
to inform the participants by publication before the general assembly takes 
place about its 6ime, place, items of the agenda, and the resolution proposals. 

Any participant may comment on the resolution proposals for the board, not 
later than five dayh .,,efore the general assembly of the employer company. 

The board 's obliged to publish immediately after the general assembly the 
resolutions .nade at the general assembly of the employer company. 
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Vl.
 

The Procedure Following the-Temination of Participation 

1. 	 egh..jnRd.onsibilities of the Retired Participants 

In case of a participant's retirement or death during the repayment period, the ESOP 
Organization is entitled to the right of first refusal regarding the shares already owned 
by the participant. 

Regarding the shares which are not repurct'4d by the ESOP Organization, the 
pensioner exercises his membership rights in compilnce with the ESOP Law and 
with the statutes of the ESOP Organization. 

2. 	 Rights and RespQnsibilities of the heir(s) in Case of the Participant's Death. 

All the rights and responsibilities which the ESOP pensioner has according to the 
previous item of the statutes will be the due and responsibility of the heirs. 

3. 	 The Procedure to Follow in case Employment is Terminated by a Special Notice 
given by the Employer or by the Participant. 

Incase the employment is terminated by a special notice given by the employer or 
by the participant, the employee isentitled to exercise his membership rights resulting 
from the shares not repurchased by the ESOP Organization in the way stipulated in 
the ESOP Law and in the statutes of the ESOP Organization. However, the ex
participant is obliged to offer the shares which are already owned by him for 
repurchase by the ESOP Organization. 

The ESOP Organization exercises its tight of repurchase by paying 50% of the 
market value. This purchase price will be paid in four years in equal instalments to 
the participant defined in this section. The deadline for paying the first instalment is 
the first half of the legal (calendar) year following the day of the termination of 
employment by special notice. 

4. 	 In case the employment is terminated by a normal notice given by the employer or 
by the participant, the employee is entitled to exercise his membership tights resulting 
from the shares not rcpurcha.sed by the ESOP Organization in the way stipulated in 
the ESOP Law and in the statutes of the ESOP Organization. 

However, he is obliged to offer the shares already owned by him to the ESOP 
Organization. 

The ESOP Organization exercises its right of repurchase by paying 50% of the 
market value. 

This purchase price is due as a lump sum in one year following the day of the 
termination of employment. 
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VII.
 

Mode 	and Amount of the Payment of the Obligatory Contributions Made by the 
Partciants., 

Upon establishment of the ESOP Organization, the obligatory own resources of the 
organization are paid by the company. The shares purchased by using this resource 
will remain in the ownership of the ESOP Organization, that is, they will not be 
distributed' among the participants. 

After the establishment of the organization, a participant who joins the organization 
is obliged to pay af.cording to section V. i;m I to the account of the ESOP 
Organization when joining the organization, as a condition of joiring, 5% of his net 
annual income, but at least HF 5,000 and not more than HF 15,000. 

The ESOP Organization may use this amount exclusively for the repurchase of shares 
from the participants. Consequently, this amount must be kept as a separate fund. 

VIII. 

Consideration of the Years of Service, the Contribution to the Profit. and the Financial 
Respgnsibility when Exercising the Right of Property and Right for General AssembLY.,__ 

1. 	 The factors mentioned in the title are given numerical value with the help of 
multipliers co-ordinated with the annual basic payroll: 

Multipliers according !o the time spent at the Rt: 

between 0 - 5 years 1.0 
between 5 - 10 years 1.5 
between 10 - 20 years 2.0 
between 20 - 30 years 2.5 
above 30 years 3.0 

Multipliers of the contribution to the profit and of the financial responsibility 
according to positions: 

On the basis of On the basis of 

contribution to profit f i n a n c ia
responsibility 

shop assistant, clerk, warehouse 0.5 
worker, driver 

cashier, adminisrator 1 

aTranslator' aote: the lteral trasladon k disvributed, but it may be ",I1ocared"- mnst con.Arm. 
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deputy 	shop manager 1.5 

manager of small shops, head of 2 
section, trade desk officer 

shop manager (medium-size shops), 3 
head of department 

shop manager (shops of sxcial 3.5 
importance), senior head of 
department 

deputy 	general manager 4 

general manager 	 5 

2. 	 Consideration of multipmecs during calculation: 

annual pay of a person times (total of the three multipliers) 

total annual payroll of participants, 
adjusted by the nominator 

1.5 

2 

2 

2.5 

3 

3 

nntage rate of 
= the property 

dividend and of 
t voting v,,%.' 

When giving numerical value to the right for general assembly, the number of votes 
per participant is determined on the basis of votes due on the shares which were 
transferred into the ownership of the participant in this percentage. 

Th,"board ^ i& to the participants every year after closing a business year, thenumber of votes calculated in this way. 

Both at the general assembly of the ESOP Organization and of the employer Company 
the participants may vote by leaving this &MAN. 

Ix. 

lhe Way of Transferring the Proerty Share from the Ownershipof ,eOraniatin nto the Ownership ef the, Particitmts 

1. 	 The board opens for every participant of ihe ESOP Organization a share account, in 
which the par value of the shares to be trn=;erred into the ownership of the 
participant must be indicated. The share is Lransferred into ownership of the 
participant when the amount inthe share account reches th par "auh of the share. 

2. 	 After full repayment of the crolit, 70 %of the shares in the ownersh p of the ESOP 
Organization will be distributeo among the participants. The ri.iaining O %will 
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remain in we ownersnap oi m.e ,tzu urganizauon. 

3. 	 The ESOP Organization will distribute 70 %of the par value of the acquired shares 
at the end of each financial year among the employees according to the following 
principles. After each financial year and before the annual general assembly of the 
ESOP Organization, the board will calculate the percentage of the distributable ESOP 
property to be given to each participant in line with section VIII item 2. 

X. 

Exercising the Right of First Refusal in Case of Selling
 
the Property Shares Reptirchasod by the ESOP Organization
 

1. 	 Other employees of the company, the participants and other members of the company, 
in this order, are entitled to the right of first refusal regarding the shares repurchased 
by the ESOP organization. 

However, exercising the right of first refusal does not lead to the release of shares 
from the restraint on alienation and mortgage until the repayment of instalments, and 
does not entitle those exercising the right of first refusal to participate inthe ESOP. 

These 	shares will also remain in the administration of the ESOP organization. 

Conditions of exercising the right of first-refusal: 

The sale of repurchased shares takes place once a year after approving the 
annual balance sheet, when the market value of the shares is determined by 
a quJified auditor assigned by the organization. 

From those entitled to the right of first refusal, the claims of the first ones on 
the list must be completely met and then the claims of persons of the next 
category can be met. 

Any person exercising the right of first refusal may buy repurchased shares 
only to the extent that the par value of the shares bought by him does not 
exceed 1.5 times the par value of the shares per participant which are already 
owned by the ESOP organization. 

General rule of refusal in case of oversubscription within one group: 

Subscription of the I, atest subscribed amount shall be decreas4 to the value 
of the next subscription until oversubscription discontinues. 
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XI. 

Principles of Distribution of Property in Cam of
 
Termination of the ESOP Organization
 

1. 	 In case of termination of the ESOP organization during the operation of the employer 
company, the property shall be distributed in proportion to the total shares acquired
during the entire period of the ESOP, among former and present participants which 
at the time of the distribution still own shares acquired within the framework of the 
ESOP. 

Other assets, in case of a dispute, shall be sold by auction and the counter-value shall 
be distributed according to this rule. 

2. 	 If the employer company terminates without a legal successor, shares and other assets 
in the ownership of the organization shall incase of a dispute be sold by auction, and 
the counter-value shall be distributed among the participants according to the rules of 
the preceding article. 

3. 	 This agreement is confidential. Its reproduction as well as giving information about 
its content to natural or legal persons who are not participants, lead to the violation 
of its confidentiality. Information to third parties on behalf of the ESOP may be 
provided exclusively by members of the board. 

Budapest, 5 September 1992 

.................................. 
 ................................. 

countersignature 
.. 

Chairman of the Board 
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______________ 

FOR THE PERIOD BEGINNING _ _ AND ENDING
 

!nclude names and compensation for all 
 employees, Including those who terminated, retired, or died during the last plan year. 

Key Compensct!on .9z EmployeeName Social Seemity NM. EE Defined In Plan Iblal Hours 1minatlenContributions Hire Data Birth Das Worked T.rn Dae Reason Code" 

2. 

3. 

6. 

7. 

4t. ___________ 

10. 

12. 

TOTAL GROSS CONTRIBUTION MADE OUT OF NET PROFITS S I certify to the accuracy and completeness of the above Information. 

Cerified by . Date
"'Reason Code: I-Left Company 2-Disabled 3-Deceased 

4-MalemltylPelemlty Leave 
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SUMMARY DATA INPUT FORM A.1 
FOR THE Page - of.___ 

EMPLOYEE SHARE OWNERSHIP PLAN 
FOR THE YEAR ENDING 

CASH AND 
OTHER 

DESCRI__N INVESTMENTSIBeginningValue per Share as of 

-Beginning Tot:l Balance as of 

Beginning Unallocated Suspense Account Balance 

TOTAL 
SHARES IN 

ESOP 

Cash Withdrawals from Participants' Accounts 

Share Withdrawals from Participants' Accounts 

Repurchased shares at Beginning Value per Share 

Adjusted Beginning B4mnce 

Income Gains or Losses I I I 
Shares Sold for Repurchase 

Shares Repurchased 

(__ 

(+) 

Share Dividends on Company Shares _ 

Cash Dividends on A_oca_ed Company Shares 
Cash Dividends on Unaocated Company Shares 

Principal (or Profit) Sharing Obligation) Paid on Acquisition 

Interest (If Any) Paid on Acquisition Loan 

Total Leveraged Shares Released from Suspense 

Total Leveraged Shares Allocated 

(.) 

(+) 

Employer Cash Contribution 

Employer Share Contribution 

Participant Contribution 

Balance in Trust as of 

Current Value of Plan Shares a 

CurnuLafve Value of AN Pla 

I as of 

Assets as of 

Ending Unallocated Suspense Account 

Ending Allocated Balances 

Cumulative Value of AN Vested Accounts 
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_________ 

ESOP SHARE LEDGER FORM DC-2 
FOR THE Page 

EMPLOYEE S IIARE OWNERSHIP PLAN 

SHARES INPLAN TOTAL 
SHARES 

DATE DESCRIPTION UNALLOCAIED ALLOCATED INPLAN 

ITOTALm
 
CATEGORY ______________________I 



ESOP ORGANIZATION FORM DC-4
 

RECORD OF ACQUISITION LOAN 

Date Loan Acquired 

Original Amount of Loan 

Number of Shares Acquired with Loan 

Terms of the loan: (Attach Loan Agreement Ifnecessar/) 

'
 
W WNCP.AL AD MRESTr INiD PROM" SHA' 

TF ANSALTON AMOUNT AMOUNT AMOUNT TOTAL' 
DATE NUMBER OF OF OF LOAN DEBT. OUTSTANDING 
PAID (EG., CHECK) PPJNCIPAL ITEREST RETIRED SERVICE BALANCE 
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.~.~ ~.n #,,.,''. RFGI~I~R A~ U~ 12/~,,~1 paGE • ______ • __________________________________ .v ____________________________________________ ~---.--_._-----------_________ .~-------------

"a_OUINa. ~E.~.~OO I. 81RTHI 6/Z7/65 
P~l~ CO"PEN~aTJONt 

• • • • • • •• • • 
UUNtf CONTlI-
i 1011 91 IIUTJ(lNS 

"IPEI 
'1S.771l.07 

• 

4/04/89 
HnUI S: 

• 

INCO"E 

---------:0;;- ------------- ---------:0;· CASH at.:COU"'T lto.btl 

noc .. aCCOUNT 
C"SH .00 .uo .00 
STOCK • .,0000 56 ... 711l2 .ounoo 
COST .00 2.315.,)" .00 

TEIt" DATE I 
2,\3S VESTlOXt . . 

DISTil .. 
(lUTIONS 

-------------.uo 

.00 
.00000 

.00 

o~ 

• •• ••• • •• •• 

FOMH I TU.U 

-------------.00 

.00 
.00000 

.00 

"au~u 
UnJ."l 

.. ------i::: -,-

• 0 
56.471. 1 
2.31S.;10 

VUTIO 
BALANCE 

-----:00 

.00 
.00000 

.00 

------------------------------------------------------------------------------------------------------------------._----------------
"En."Nn" ..... '.0 IrR1HI 3/16/61 

PLA" CD"PENSATIONI 
HI,el 

~ 10 • 9 S 7 • 116 
8128/90 
HOI.I!~ s: 

Tflt" DATE: 
2.]0] YESTEDX: 0% 

••• • • • • • •• • • • • •• ••• ••• • • • • ••• • • • • • • • • • • • • • • • • • • 
"Au~ce CONTltl- OISTRI- SALaNCE VESTED 
1/01/''1 BuTlONS I~Co"e BUTIOffS ~oue ITUItES 12131"1 BALANCE 

------------- ------------- ------------- ------------- ------------- ------------- --------caSH aCCflUNT .00 10.l1 .00 .00 .00 10.l1 .00 

STocer ACCOUNT 
CASH .on .00 .00 .00 .00 .00 .00 
~TOCI( .Gonon ]ea .lZlolofi .00000 .noooo .00000 ]'.lZ4-.e .00000 
C('IST .on 1.601l.l0 .00 .00 .00 1.601.l0 .00 

._-------_._------------------------------------------------------------------------------------------------------------------------
M.TC~ELl. YllLrA~ s. BIUIn Zll1/'] "'11lE: 

'37 .l7 ... 7Z 
lIll/llto 
HOUIS: 

TER" DATE I 

P~A~ CO"PFN5aTIONI 2.40S VESTE('II: 1001 
• •• . . .... . .. .. .. ... .... .. .. ....~.... 

ULA~CE CONTltI- DISTlI- sa~ANcr VEStED 
1/01/'91 RU110t.S INCO"E 8UTlDNS ~OkFe ITURU UlJlIeal ULANCE 

_ .. _---------- ------------- ------------- ------------- ------------- ---------.--- --------caSH ACCDUN; .00 ]".72 .00 .uo .00 ]4.72 ]~. 72 

SYf'lCIC aCCO"~T 
CASH .00 .00 .00 .00 .00 .00 .00 
STOtt( .OOOU(\ 133.4l7b4 .00000 .00000 .00000 lU.4l764 11]."17ft4 
ens' .1"0 '.4"0." .00 .00 .00 , ... .,o.t, t'~"O.'1 

------------------------------------------------------------------------------------------------------------------------------------
"'ONG~. RAUl. 

• • • • • • • • 

~.:.. --... ~ 

11R~HI "l4/~S 
PLA" CO"PENSATIONI 

HIRe: 
117,4Z0.71 

10/0111711 
"nullS: 

lER" D,UE: 
2.667 VF.STEOZ: 1001 

• • • • • • • • • • • • • • • • • •• • •••••••• • • • • • • • • • • • • • •• •••••• 
!'AUNC! 
1/01/'91 

:'lNTIt 1-
RUT IONS INrO;'f 

DISTRI
BuTIONS ~Olt~ E ITURES 

lau~CE 
11/l 11 91 

VESTED 
IA~aNCE 

http:27,420.71
http:9,470.5s
http:5,470.13
http:S37,274.72
http:1980b.20
http:110,957.b6
http:2.315.34
http:15,77b.07
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BRANDT ENGINEERING COMPANY, INC.
 

RUN DATE - 2/26/93 	 EMPLOYEE STOCK OUNERSHIP PLAN PAGE 17
 

FOR THE PERIOD 1101/91 - 12/31/91
 

TERMINATED PARTICIPANTS
 

.....................................................................................................................................
 

................... PLRSONAL DATA ........................ 	 AS OF 12/31/91 -----

bIRTH DATE: 4/19/50 LOCATION: 209 	 PRICE/SHARE: 517.00

HIRE DATE: 1/28/85 PLAN COMP: $.0o 	 MARKET VALUE: 
 $2,453.47
 
PARTICIPATION: 1/01/85 SERVICE HOURS: .00 
 VESTED PERCENT: OX
 
TERM DATEr 8/19/88 UNION OFFSET: 1.0 VESTED VALUE: 
 $.00
 
VESTING SERVICE: 4
 

ESOP BEGINNING 	 BRANDT SHARES INCCME/ REINSTATED BRANDT SHR JUP SNR ANT FORF/ ENDING
 
ACCOUNT . BALANCE 	 REPURCHASED DIVIDENDS FORFEITURES DISTRIBUTIONS EXCHANGED RECEIVED OR OFFSET . BALANCE 

-- ---------------- ......... ....---.... 
 -.........------------ ...-.. 	 ... 
- ... ........
 
CASH . 259.80 7.01- 41.69- .00 .00 
 .00 772.18 31.90- . 951.30

STOCK 38.89589 .25819 .OOOO0 
 .00000 .00000 39.15408- 90.34554 2.48735- . 88.35819

COST 4,597.61 7.01 .00 .00 .00 4,604.62- 4,604.62 134.80- . 4,469.82
 

CASH SNARES COST
 
.........................................................................
 

VESTED BALANCE .00 .00O00 .00
 
F(sRFEITURE BALANCE 951.38 88.35819 4,469.82
 

................... PERSONAL DATA 
 AS OF 12/31/91 ------


BIRTH DATE: 7/14/54 LOCATION: 	 PRICE/SNARE: 117.00

HIRE DATE: 4103/87 PLAN COMP: S.00 	 MARKET VALUE: 
 11,526.17
 
PARTICIPATION: 1/01/87 SERVICE HOURS: .00 
 VESTED PERCENT: OX

TERM DATE: 5/17/88 UNION OFFSET: $.00 
 VESTED VALUE: $.00
 
VESTING SERVICE: I
 

ESOP BEGINNING 	 BRANDT SNARES INCOME/ REINSTATED BRANDT SHR JWP SNR 
 ANT FORF/ ENDING
 
ACCOUNT .
 BALANCE REPURCNASED DIVIDENDS FORFEITURES DISTRISUTIONS EXClIANGED RECEIVED OR OFFSET . BALANCE
 

- ------------..... ......... ------------------
-	 ... 
 ............. 
 ......... ----------- . ... ....
 
CASH . 211.16 5.70- 27.30- .00 .00 .00 	 464.20 19.18- . 623.18
STOCK 23.32774 .20985 .00000 .00000 
 .00000 23.53759- 54.61206 1.49523- . 53.11678 
COST . 2,699.5' 5.70 .00 .00 .00 2,705.21- 2,705.21 81.04- . 2,624.17
 

CASH SNARES COST
 
......... ee
eee 


VESTED BALANCE 
---

.00 .00000 .00
 
FORFEITURE BALANCE 623.18 53.11678 2,624.17
 

http:2,624.17
http:2,624.17
http:2,705.21
http:2,705.21
http:11,526.17
http:4,469.82
http:4,469.82
http:4,604.62
http:4,604.62
http:4,597.61
http:2,453.47


BRAWOT EHOINEERIVO COMPANY, INC.
 

RUN DATE - 2126193 
 EMPLOYEE STOCK OWNERSHIP PLAN 
 PAGE 7
 

FOR THE 	PERIOD 1/01/91 12/31/91
 

ACTIVE PARTICIPANTS 
 NON UNION
 

..........................................................................................................................................
 

................... PERSONAL DATA 
 -------------------..... 
 AS OF 12/31/91 ------

BIRTH DATE: 1/31/64 
 LOCATION: 00 PRICE/SNARE: 117.00
 
HIRE DATEs 9/07/88 PLAN CORP: $43,367.54 MARKET VALUE: S3,141.81
PARTICIPATION: 1/01/85 SERVICE HOURS: 1,692.00 VESTED PERCENT, soX
 
TERM DATE: 4/01/87 UNION OFFSET: 
 S.00 VESTED VALUE: 52,513.45

VESTING SERVICE: 6 "NEW VESTING SCHEDULE"
 

ESOP BEGINNING BRANDT SHARES INCOME/ REINSTATED 	 BRANDT SHE JUP SHR ANT FORF/ EROIEV
 
ACCOUNT 	. BALANCE REPURCHASED DIVIDENDS FORFEITURES DISTRIBUTIONS EXCHANGED RECEIVEO 
 OR OFFSET . BALANCE
 
.--... ......... 
 ........... 
 ...... .....-------....--------------
..... ---------------..
.. --- -.... .
 
CASH . 297.38 8.02- 52.40- .00 .00 .00 
 1,000.31 41.32- . 1,195.95STOCK 	 . 50.42610 .29S53 .00000 .00000 .00000 50.72163- 117.68464 3.22220- . 114.46244
COST . 5,987.44 8.02 .00 .00 .00 5,995.46- 5,995.46 174.63- . 5,820.83
 

................... PERSONAL DATA ........................ 	 AS OF 12/31/91 ------


BIRTH DATE: 8/23/39 LOCATION: 00 PRICE/SHARE: 817.00
 
HIRE DATE: 5/12/75 PLAN COMP: $45,192.00 MARKET VALUE: 112,163.24

PARTICIPATION: 1/01/83 SERVICE 49URS: 2,076.00 
 VESTED PERCENT: 100%
 
TERM DATE: UNION OFFSET: 1.0 VESTED VALUE: $12,163.24
 
VESTING 	SERVICE: 9 "NEW VESTING SCHEDULE*
 

ESOP BEGINNING BRANDT SNARES INCOME/ REINSTATED 	 BRANDT SHR 
 JUP SNR ANT FORF/ ENDING

ACCOUNT . BALANCE REPURCHASED DIVIDENDS FORFEITURES DISTRIBUTIONS EXCHANGED RECEIVED OR OFFSET • BALANCE
 
.-....- ..... .. 
 --------------- ........ 	 ..
-.... ............. .......... 
 ......... ......... ...-
-....
 
CASK 	 . 707.86 19.10- 190.56- .00 .00 .00 4,016.95 165.95- . 4,349.20STOCK 	 . 202.98041 .70347 
 .00000 .00000 .00000 203.68388- 472.58861 12.93945- • 459.64916

COST 	 • 24,667.82 19.10 .00 .00 .00 
 24.686.92- 24,686.92 701.27- . 23,985.65 

... ........--.----........--.............................................................................................
 

http:23,985.65
http:24,686.92
http:24.686.92
http:24,667.82
http:4,349.20
http:4,016.95
http:12,163.24
http:2,076.00
http:112,163.24
http:45,192.00
http:5,820.83
http:5,995.46
http:5,995.46
http:5,987.44
http:1,195.95
http:1,000.31
http:52,513.45
http:1,692.00
http:S3,141.81
http:43,367.54


FORFEITURE REPORT' 1992 FORFEITUREI 

10C. IU: .10. "N! lHA1tE1 CUH -.- ........ . .....•...• . .............. . ......•.•• 

AGUILAI, VICTOR 31.4204 264.96 

ALAMILLO, JUAN J. 11.3097 97.11 

AlEXANDE~, MARVIN 179.4043 1,492.85 

ALYARADO, JOHN 40.8966 479.82 

lAlLEY, GEORGE 351.2002 3,292.41 

IEITOI, DARRYL C. 8.6682 71.39 

BLEDSOE, MICHEAL 142.8297 1,174.16 

10TTOMS, EDDIE D. 103.6721 878.00 

lRAUN, PAU ICU 69.4152 814.39 

IROW. JR, R. A. 189.5585 1,567.44 

IULLARD, MELVERT D. 372.1903 3,098.88 

CAIN, ELIZABETH 43.0804 505.44 

CASEY, GARY G. 18.4449 920.34 

COllARD, PH IL 35.8272 420.34 

CURTIS, ~£RRY W. 242.6073 1,998.89 

DA~E'PORT, OSCAR 135.2919 1,339.50 

DE LAPP, JAIET 222.4350 2.228.99 

DELGADO, SANTOS P. 16.4481 141.18 

DEVRIES, RAYMOND 40.5067 475.24 

DOCIIAY, CLIFTON E. 84.8761 854.07 

DURAll, ~OSE 149.3096 1,227.50 

ELIZONDO. HEIIRY 45.5675 534.62 

FERRARO, IIEDERICI '33.0632 1,127.04 

FRAMCO. HECTOR 30.5218 358.08 

GALLEGOS, GIEGOI.O 28.7120 243.76 

GEIt". CARL R. 15.3666 123.88 
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AS ADMINISTRATOR OF THE 

EMPLOYEE SHARE OWNERSHIP PLAN 

YEAR ENDING 31 DECEMBER 1997 

STATEMENT OF PARTICIPATION
 
The following amounts have been credited to the account of: 

KOVACS, JANOS
 

Participant Idantification Number 9485 

OTHER INVESTMENTS 
ACCOUNT 

COMPANY SHARES 
ACCOUNT 

BALANCES IN YOUR ACCOUNTS AS OF 31112196 
DIDENDS RECEIVED ON YOUR COMPANY SHARES 
NET OTHER EARNINGS (EXPE.SES) ALLOCATED TO YOUR AC
DMDENDS AND VESTED BENEFITS DISTRIBUTED TO YOU 
COMPANY SHARES PURCHASED FOR YOUR ACCOUNTS 
FORPEITURES ALLOCATED TO YOUR ACCOUNTS 
ADDmONAL COMPANY CONTRIBUTIONS FOR THE YEAR 

COUNTS 

713.62 
6,798.24 

70.95 
-2,504.08 
-3,432.80 

0.00 
0.000.0 

11.956 
0.000 
0.000 
0.000 

13.730 
0.000 

SHARES 

BALANCES IN YOUR ACCOUNTS AS OF 31/1,P97 1,645.93 25686 SHARES 

VALUE PER SHARE OF COMPANY STOCK AS OF 31112197: 226.90 (INCREASED FROM 31112/96 BY 18.00) 

TOTAL VALUE OF YOUR EMPLOYEE ShARE OWNERSHIP PLAN ACCOUNTS AS OF 3112197 7,474.08 
YOUR VESTED PERCENTAGE AS OF 31/12/97 20% 

VESTED VALUE OF YOUR PLAN ACCOUNTS AS OF 31/12197 1,494.82 

http:1,494.82
http:7,474.08


BRANDT ENGINEERING COMPANY, INC. 
EMPLOYEE STOCK OWNERSHIP PLAN 

PARTICIPANT STATEMENT 
1/01/87 TO 12/31/87 

PREPARED FOR: PHIL ARCtlILLA 

SOCIAL SECURTY NO: 

DATE OF BIRTH: 

---------
YOUR COMPANY ACCOUNT 
------~--------~----

* ACCOUNT BALANCE, 

CONTRIBUTIONS 

INVESTMENT INCOME 

FORFEITURES 

SHARES SOLD 

SHARES PURCHASED 

DISTRIBUTIONS 

FORFEITED AMOUNT 

1/01/87 

ACCOUNT BALANCE, 12/31/87 

VESTED PERCENT 
VESTED BALANCE 

CASH 

$1,5'7.06 

9,271.51 

70.11 

223.45 

.00 

9,731.69-

.00 

.00 

$1,380.44 
_ .. --... ----

100' 
$1,380.44 

DATE OF HIRE: 5/24/76 

LOCATION: 00 

STOCK -----_ .. _---...... 

198.06078 

.00000 

.00000 

28.45554 

.00000 

63.14019 

.00000 

.00000 

289.65651 

---------------
100' 

289.656fl 

MARKET VALUE @ 12/31/87 OF $31.90 PER SHARE -
VESTED VALUE @ 12/31/87 -

$10,620.48 
$10,620.48 

IF YOU DIE, BECOME PERMANENTLY DISABLED OR RETIRE PURSUANT TO PLAN 
PROVISIONS DURING EMPLOYMENT, YOUR TOTAL ACCOUNT BALANCE IS FULLY VESTED. 

. \ .. ";. 

http:10,620.48
http:10,620.48
http:1,380.44
http:1,380.44
http:9,731.69
http:9,271.51
http:1,547.06
jmenustik
Rectangle



------------

ELJER MANUFACTURING 
 C. TAX REDUCTION INVESTMENT PLAN
 
PAATICIPANT REGISTER
 
5/01/92 TO 5/31/92
 

ELJER . ..... .. .PERSONAL DATA•
 
Field Sstes/Corporete
 

STATUS: ACTIVE
HIRE DATE: 6/01/89 PRE-T X RATE: 6% 02
AFTER-TAX RATE:
NAME: JAMES A. SMITH PARTICIP DATE: 7/0190 
 YOUR CURRENT INVESTMENT ELECTIONS ARE:

BIRTH DATE: 9 :25/54 TERMINATION DATE: 
 OX ELJER STOCK
SOCIAL SECURITY 8:123-45-6789 
 VESTED PERCENT: 40% 
 50% GIC FUND
 
MARKET VALUES AT 5/31/92: ELJER STOCK- $6.750 25% EQUITY INDEX FUND
25% EOND FUND


HOUSEHOLD STOCK- Z45.750
 
YOUR TOTAL ACCOUNT BALANCE Al OF 5/31/92: 17,969.91 LOAN INFORMATION: 1 2
OUTSTANDING: 4,000.00
 

PRINCIPAL PMT:
YOUR TOTAL VESTED AMOUNT AS OF 5/31/92: S6,704.93 INTEREST PMT:
 
PAID OFF DUE TO TERM:
" . F U N D S U M M A R Y 
 R E C A P * 
 .
 

BALANCE CONTRI- INTEREST SHARES 
 SHARES DISTRIBUTE TRANSFER LOAN LOAN 
 AMOUNT BALANCE
 
* ELJER ' 5/01/92 BUTIOM DIVIDEND PURCHASED SOLD WITHDRAWAL TAKEN PAYMENT FORFEITED 5/31/92
CASH .00 .00 .00 
 .00 .00 .00 .00 .00
STOCK -12.34016 .00 .00
 

MARKET 2,108.30 .00 .00 
 312 .00
.00 .00 .00 .00 
 .00 .00 .00 
 2,108.30
VALUE
 

COST OF SHARES 2.982.52
 
CASH .00 .00 .00 .00 .00 
 .00 .00
STOCK .00000 .0 .00 .00
 . . .00
MARKET .00 .00 .00 
 .00 .00 .00 .00 .00 
 .00 .00 
 .00
VALUE
 

COST OF SHARES .00

' FIXED ' 8,708.46 187.50 32.07 N/A N/A .00 .00 3,475.54 .00 
 5,452.49
 
' EQ SEC ' .00 .00 .00 N/A N/A .00 .00 .00 .00 
 .00 
' EO IND ' 368.24 93.75 .58 N/A N/A .00 .00 258.27 .00 
 204.30
 
' BOND * 382.41 93.75 5.15- N/A N/A 
 .00 .00 266.19 
 .00 204.82 
' TOTALS ' 11,567.41 375.00 27.50 .00 .00 .00 .00 4,000.00 .00 .00 7,969.91
 
ACCOUNT SUMMARY RECAP 
 MONTHLY CONTRIBUTION RECAP GAIN\LOSS ANALYSIS 
 MONTH 1 MONTH 2 MONTH 3 
 TOTAL
AR-TAX 
 EMPLOYEE MATCHED 
 375.00 FOR QUARTER .............................. 
 ............
PRE-TAX 3,166.33

AFTER-TAX ELJER: S702.72- S.00 1.00
.00 EMPLOYEE UNMATCHED S702.72-
COMPANY .00 HOUSEHOLD:
2,108.30 EMPLOYER MATCH .00 S.00 $.00
ROLLOVER 2,695.28 ROLLOVER FIXED: 51.20 132.07 1.00 183.27
.00 EQ SEC: S.00 S.00
TOTAL 7,969.91 TOTAL 1.00 1.00
375.00 
 EQ IND: S7.42 S.58 S.00 
 S8.00
 

BOND: S19.93 S5.15- S.00 
 S14.78
 
.......---.-------------------------


*TOTAL: 1624.17- S27.50 S.00
PREPARED FOR: SMITH JAMES A. *TOTAL MAY VARY SLIGHTLY FROM QUARTER TOTAL DUE TO ROUNDING S596.67
5308 6AROUCHE COURT

PLANO 
 TX 75023
 

http:7,969.91
http:2,695.28
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http:4,000.00
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PARTICIPANT DESIGNATION OF BENEFICIARY FORM PC.7
 

FOR THE
 

I hereby designate the following as my primary bmefdary(ins) under the
 

NAME RELATIONSHIP ADDRESS '%ISHRE
 

if more than one person is designaled above, state whe6-1 survivor shall receive 100%:
 

inhe cyent said primary Bernefidaryfies) isoher than my spouse, my spouse hereby crnsnts o Iis designation:
 

1,(Insc.t name of spouse) - hereby consmt to the above designation of a benefidtry other han ryself. 

SIGNATURE Of SPOUSE/DATE 

NAME OF SPOUSE (PRINT OR TYPE) 

SIGNATURE Of NOTARY/DATE 

NAME OF NOTARY (PRINT OR TYPE) 

NOTARY'S SEAL 
DATE NOTARY'S COMMISSION EXPIRES 

In le event :aid primary Beneficary(ies) does not .urvive me,or dies before receiving fullpayment the uncstributed benefits shall 
be paid to the following-named secondary Beneficiary(ies): 

NAME RELATIONSHIP ADDRESS %SHARE 

Ifmore than one person is designated as secondy Beneficiary,ste wviehef the survivor shdalreceve 100% 

inhe event ihatthere isno primary o secondary Benefidary Aveprior Iolug dishibution of my beefidal interest, my interests hi the 
Plan will be distributed in the manner provided under the Plan. 

I hereby revoke any prior designation of beneficary. 

reserve the rightto change my Benefidary at any time by sJing anew Designation of Beneficary and filing it widh the Commivee 

Signaoure of Partiapant/Date 

Name of Participant (Print or Type) 

Address of Participant 



SOUTHERN UNION SAVINGS PLAN
FINAL DISTRIBUTION APPLICATION 

PARTICIPANT INFORMATION
 

Name
 

Social Security # Date of Birth
 

BENEFICIARY INvORMATION (if Applicable)
 

Name
 

Social Security # Date of Birth
 

PAYMAENT ADDRESS 

Street Address 

City, Statc, Zip 

REASON FOR DISTRIBUTION - QUALIFICATION DATE (Please Check your Qualifying Date) 

El Termination El Retirement El Disability E Death 
(Date) - _ -(Date) (Date) (Date) 

VALUATION DATES (Please Check One and Cornplete Year) 

D March 31 D June 30 DJ September 30 [1 December 31 	 (YEAR) 

I elect to withdraw my final d~strlbution based on valuation date selected above. I understand that by electing a valuation date 
preceding the date of this application, I forego earnings (or losses) which would otherwise affect my account during the 
current quarter's acivities. 

SOUTHERN UNION STOCK FUND (If Applicable, Please Check One) 

This section Is applicable to those participants who have vested balances in thc Southern Union Stock Fund. I elect my Stock 
Fund(s) distribution to be made in: 

El CASH El SHARES OF STOCK 

FORM OF PAYMENT 

El 	 Ielect to have a lump sum payment payable to myself. I"the distribution Is more than $200, I unders'tand that a
mandatory 20%federal Income tax will be applied against my taxable income and withheld from my final payment. 

13 elect a directed rollover to an Individual Retirement Account or to another qualified pension plan as Indicated
below. I understand that after-tax contributions, If applicable, are not eligible for rollover and will, therefore, be paid 
to me directly. 

Amount: [] Total or 0 Specify S 	 (Any remaining taxable incmme will be paid to me andIs subject to 20%federal income tax withholdingj.) 

IRA or QUALIFIED PLAN 

Name of Institution Account Number 	 Legal Nan-te of Plan 

E] 	 I elect to receive my benefit in Installment payments over a fixed period ofidme (monthly, quarterly, seml-annually or 
annually) not to exceed my life expectancy, or Ifmarried, the Joint life expectancy of me and my spouse. 

Signature 	 Date 

SP/300/pg 1 (02/93) 



CONSENT OF SPOUSE
 

spouse of hereby
give consent to the pledge of 50% of my spouse's vested account balance as a condition to the 
receipt of aparticipant loan. I certify I understand the execution by the Trustee on the pledge may
reduce the amount, if any, distributable to me from my spouse's account balance under the Plan, if 

survive my spouse. I have executed this election this _ ._ day of .__.., 
19 . 

Signature of Participants Spouse 

THE STATE OF TEXAS §
§ 

COUNTY OF § 

Before me, the undersigned authority, on this date personally appeared 
, known to me to be the person whose name is subscribed to the 

foregoing instrument, and acknowledged to me that (s)he exezuted the same for the purposes and 
consideration therein expressed. 

Given under my hand and seal this day of ,19 

Notary Public in and for 
the State of Texas 
My Commission Expires: 

Borrower's Initials 



SMARTMONEY ENROLLMENT FORM
 

0 FGB 0 FGB SAN ANTONIO 0 SOONER FEDERAL 0 OTHER 

Name Social Security Number Hire Date 

Location Codt/Branch/Department Work "lephone Birh Datc 

EFFECTIVE DATE OF PARTICIPATION 

[ ]JANUARY 1 0 APRIL I [ JULY I O OCOBER I 19 

PARTICIPATION DECISION 

U Ielect to contribute - % of my gross pay on a PRE-TAX basis. (l%to 10% allowed; whale percentage onlyl 

[ I elect to contribute - % of my gross pay on a AFTER-TAX basis. 

I understand that after-tax contributions are not matched by my Employer. 

E] I do not elect to make contributions to the Plan at this time. (You must still complete the remaining sections, sign and date this form. 

INVESTMENT OF CONTRIBUTIONS 

I elect to have cont,'ibutions placed in the investmen, funds as indicated. Enter inincretnents of 25%. 

EMPLOYEE CONTRIBUTiONS: EMPLOYER CONTRIBUTIONS: 
Money Market Fund Money Market Fund
 
Fixed Income Fund Fixed Income Furd
 
Balanced Fund Balanced Fund
 
Equity Fund Equity Fund
 
TUTAL 100% TOTAL 100%
 

BENEFICIARY DESIGNATION 

I name the following beneficiary to receive any benefits which msy be payable from the Plan upon my death: 

Beneficiary Name Relationship to You 

Benefciary Address 

IFYOU ARE MARRIED AND DESIGNATE SOMEONE OTrHER THAN YOUR SPOUSE AS BENEFICIARY, YOUR SPOUSE MUST 
SICN THE FOLLOWING SPOUSAL CONSENT AGREEMENT. THE SIGNATURE MUST BE WITNESSED BY A NOTARY PUBLIC. 

SPOUSAL CONSENT AGREEMENT. I am aware that my spouse is a member of the Plan md has the right to name a beneficiary to 
receive the value of Plan accounts in the event of death. I understand that by signing this form I give up my rights to receive a benefit 
from the Plan in the event of my spouse's death. 

Signature of Spouse Date Signature of Notary Pablic Date 

EMPLOYEE AUTHORIZATION 
I understand that the instructions given by me on this form will continue as stated unless changd by me in writing under the provisions 
of the Plan. In addition, I authorize my Employer to ieduce -ny pay in an amount equivalent to the required contributions for the pre-tax 
percentage I have elected. This document constitutes a salary reduction agreement for my pre-ax contributions to the Plan. 

EMPLOYEE SIGNATURE DATE 

ORIGINAL - EMPLOYER COPY - EMPLOYEE FoS 3W0o3 (Rie1) 



Sample Ballot
 
General Assembly- ESOP Organization of the Aranyp6k Trading Rt. 

DATE: Preprint 

NAME: 

ADDRESS:
 

REPRESENTATIVE:
 

NUMBER OF VOTING SHARES: Pr..print
 

Yes No AbstainResolution 
1. 

3. 



PARTICIPANT DATA CARD [Front] P"me. 
FOR THE 

ALEXANDRIA TIRE COMPANY EMPLOYEE SHARE OWNERSHIP PLAN 

_ll. PARTICIPAqT M%TA CARD ATC ESCP.-FRI01T 

:'Dtfl-UTO~i l LUMPSUM [NCREMENT 

~4O ~ ~P~A ~~s* ACW 4TSPU# EJT2 "" ~ V~ A DI TRI~ nON ~( #E S"I1I EA~ 



APPENDIX 0
 



Annex 7 

REQUIRED BREAK DOWN OF THE SIMPLIFIED BALANCE SHEET
 

Assets 	 Liabilities 

A. Invested Assets 	 C. Profit/Loss 

I. 	 Intangible Assets D. Accouns P3yable 
II. 	 Tangible Assets I. Long-Term Debts 
III. 	 Invested Financial Assets 1. Long-Tern Loans 

1. 	 Purchased Shares 2. Other Long-Term 
2. 	 Purchased Business Debts 

Shares 
II. 	 Current Liabilities 

B. 	 Current Assets 1. Short-Term Loans 
2. 	 Other Current 

I. Inventories Liabilities 
I1. Accounts Receivable 
I1l. Securities 

1. 	 Purchased Shares 
2. 	 Purchased Business
 

Shares
 
IV. 	 Funds 



Annex 8 

PROFIT AND LOSS STATEMENT 

Income 

1. 	 Amounts paid from the participants' own resources 
2. 	 Amounts transferred by the employer company of the participants 
3. 	 Other payments by the participants 
4. 	 Payments by other natural and legal entities 
5. 	 Received dividend, share 
6. 	 Income deriving from the sales of property shares 
7. 	 Other income 
8. 	 Total income 

II. 	 Costs (input) 

1. 	 Operating costs 
2. 	 Interest paid 
3. 	 Purchase (record) value of property shares sold 
4. 	 Purchase (record) value of property shares transferred to the possession of the 

participants 
5. 	 Other expenditure 
6. 	 Total costs (input) 

Ill. 	 Profit/Loss of current year + (1/8-11/6) 
IV. 	 Profit/Loss of previous year + 
V. 	 Profit/Loss L.1I+IV) 



APPENDIX P
 



IMPORTANT - KEEP THIS STATEMENT FOR INCOME TAX PURPOSES 04/92

CYPRUS MINERALS COMPANY SAVINGS PLAN AND TRUST
 

WITHDRAWAL SETTLEMENT STATEMENT
 
111-22-3333
 
720
 

DOE, JOHN TYPE OF WITHDRAWAL
 
BASIC 50%

4751 S CALLE MIURA
 
TUCSON AZ 85714
 

AL VALUE OF DISTRIBUTION $4,280.78
 
!AXABLEAS CAPITAL GAIN
S: EMPLOYEE CONTRIBUTION NON-TDS 
 ,3N.A.
 
'AXABLEAS ORDINARY INCOME 884.02
 

3396.76
 

F-FRZAL TAX WITHHELD 88.40 

SELLING SHS/UNITS SHS TAKEN VALUE 
)JTRIBUTION PRICE SOLD PROCEEDS IN KIND OF SHS 
1 RUS STOCKrBASIC 20.62500 

2.11345 43.59 
COMPANY 
,OP 
E PPLEMENTAL 
1,S MATCHED 
TDS UNMATCHED 
TATAL 2.11345 43.59 

[C EY MARKET FUND 
BASIC 1,143.88
COMPANY
 
E*PPLEMENTAL
 
7 S MATCHED
 
7-.S UNMATCHED
 
TOTAL 1,143.88
 

7 ELLAN FUND 66.06000
 
f SIC 3.932 259.75 
COMPANY
 
SUPPLEMENTAL
 
7 S MATCHED
 
1,S UNMATCHED
 
ITAL 3.932 259.75
 

IMITAN FUND 14.11000
 
I SIC 98.104 1,384.25

C MPANY 
SUPPLEMENTAL
 
TDS MATCHED
 
7 ,S UNMATCHED
 
11TAL 98.104 1,384.25
 

IGNA FUND
 
PRSIC 1,449.31

( ,MPANY

I[PPLEMENTAL
 
_DS MATCHED
 
_DS UNMATCHED
 
,TAL 1,449.31
 

DTAL 4,280.78
 

:WITHHELD 88.40
 

.RTICIPANT CHECK 4,192.38
 

1 [0: GAIN OR (LOSS) ON SALE OF CYPRUS STOCK 8.40
 
L4O: GAIN OR (LOSS) ON SALE OF MAGELLAN $9.28
 
EMO: GAIN OR (LOSS) ON SALE OF PURITAN 881.43
 

http:4,192.38
http:4,280.78
http:1,449.31
http:1,449.31
http:1,384.25
http:1,384.25
http:1,143.88
http:1,143.88
http:4,280.78


.00 

IMPORTANT - KEEP THIS STATEMENT FOR INCOME TAX PURPOSES 
 04/92

CYPRUS MINERALS COMPANY SAVINGS PLAN AND TRUST


WITHDRAWAL SETTLEMENT STATEMENT
 
111-22-3333
 
587
 

DOE, JOHN TYPE OF WITHDRAWAL
 

939 N TABOR CT TERMINATION
 
CASTLE ROCK CO 80104
 

qEMO: GAIN OR LOSS 


ZH PROCEEDS 
';JS: VALUE OF SHARES DELIVERED 
N)TAL VALUE OF DISTRIBUTION 
,PSS: EMPLOYEE CONTRIBUTION NON-TDS 
',(ABLE AS CAPITAL GAIN 
(ABLE AS ORDINARY INCOME 

EDERAL TAX WITHHELD 

$1, 91.98 
2,722.51 
$4,414.49 

N.A. 
4,414.49* 

N.A. 
'RUSSHARES 
LRUS STOCK (KSOP) 

DELIVERED
STO109 
23 

- -- TXTAX BASIS
$2 248. OR 20625 PER SHARE

t474.38 OR 20.625 PER SHARE 

SELLING SHS/UNITS SHS TAKEN VALUE 

D3TRIBUTION PRICE SOLD PROCEEDS IN KIND OF SHS 

CYPRUS STOCK 20.62500 
BASIC 
*)MPANY
? 5OP 

.23215 

.42327 
4.79 
8.73 

52 
23 

1,072.50 
474.38 

LJPPLEMENTAL 
TDS MATCHED 
m)S UNMATCHED 
)LLOVER
)TAL 

.26262 

.91804 

5.42 

18.94 

57 

132 

1,175.63 

2,722.51 

14AGELLAN FUND 66.06000 
\S IC 

.)MPANY
SJPPLEMENTAL 
TDS MATCHED 
r")S UNMATCHED 

)LLOVER
)TAL 

25.326 

25.326 

1,673.04 

1,673.04 

r [AL 1,691.98 2,722.51 

Fv'FEITURES N.A. 
(SOP SHS FORFEITED 
P'X WITHHELD 

N.A. N.A. 
N.A. 

?.RTICIPANT CHECK 1,691.98 

IEMO: GAIN OR LOSS) ON SALE OF CYPRUS STOCK $2.00-
CN SALE OF CYPRUS STOCK (KSOP) 9174

1 40: GAIN OR LOSS ON SALE OF MAGELLAN $1 .77
 
kmAOUNT OF DISTRIBUTION ELIGIBLE FOR ROLLOVER TREATMENT.
 

r"g)CK WILL BE MAILED DIRECTLY TO YOU FROM THE TRANSFER AGENT.
 

I IS IMPORTANT THAT YOU KEEP THIS TAX INFORMATION FOR FUTURE REFERENCE. THE
'AX BASIS SHOWN ABOVE (LOWER OF COST OR VALUE AT THE TIME OF DISTRIBUTION)
IILL BE NEEDED FOR TAX PURPOSES WHEN YOU SELL THESE SHARES. 

I REALIZED APPRECIATION IS THE DIFFERENCE BETWEEN MARKET VALUE AT THE TIME OF 
)ASTRIBUTION AND THE COST OF THESE SHARES.
 



ELR TAX REDUCTION
 
INVESTMENT PLAN
 

DISTRmUTION STATEMENT
 

SOCIAL SECURITY NUMBER: 	 PAYMENT TYPE: 

DATE OF SEPARATION: 

$s 

LESS: INVESTMENT PLAIJ (AFTER-TAX) CONTRIBUTIONS 

UNREALIZED APPREC OF ELJER COMMON STOCK 

UNREALIZED APPREC OF HOUSEHOLD STOCK 0 

TAXABLE AS ORDINARY INCOME 

FEDERAL TAX WITHHELD 

TOTAL VALUE OF DISTRIBUTION 

DISTRIBUTION: CASH SHARES SOLD PROCEEDS SHARES DEL VALUE 

ELJER COMMON STOCK .00 * .00000 .00 

FIXED INCOME FUND N/A N/A 

EQUITY FUND • N/A N/A 

HOUSEHOLD STOCK .00 S • .00000 .00 

. . o . . . . . ... . . . . . .o .o . . .. o . . o . . .. .. . . . . . . . . . .. , . .. . . . .o . . ., . . . . ... . . o .o o . .
 

TOTAL CASH AND PROCEEDS S. 

4TAX WITHHELD 

PARTICIPANT CHECK 

PLUS OUTSTANDING LOAN 

TOTAL VALUE OF DISTRIBUTION S. 

THE TAX REFORM ACT OF 1986 HAS AFFECTED THE TAXATION ON DISTRIBUTIONS FROM QUALIFIED PLANS. ENCLOSED PLEASE 

FIND IFORMATION CONCERNING PROPOSED TAX CONSEQUENCES OF YOUR DISTRIBUTION. 

WE RECOMMEND THAT YOU CONSULT YOUR TAX ADVISOR AS TO THE MOST ADVANTAGEOUS USE OF THIS DISTRIBUTION. 

THIS STATEMENT WAS PREPARED USING YOUR ACCOUNT BALANCE AS OF*. 

MARKET VALUE PER SHARE @ : 	 ELJER: $10.00 
HOUSEHOLD: $34.63 




