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Introduction

I would Iike to express my gratitude to everyone who made 1t possible to
write and 1ssue this booklet First of all I would like to say thanks to the
management of the SPA - Dr Lajos Csepi, Peter Osman and Dr Agnes Kis-Fodor -
and to the officials - with special regards to Mrs Luger -, who continuously
encouraged me to wnte this booklet, to summarize the expenence of the last five
years regarding ESOP-s and who ensured that the technical work of the publication
was done Many thanks for the patience of all who badly needed the SPA booklet
on ESOP-s and were forced to wait because 1ts preparation was delayed

I would Iike to express my gratitude to the officials of the Minstry of
Fiance preparing the ESOP Law - Dr Eva Hegediis and Dr Gabor Dobrocs: - for
the opportunity to have useful discussions, and to Dr Andras Nemes, the official of
the Ministry of Justice, the literary adwiser of this booklet and the codifier of the
ESOP Law, whose valuable comments and critical notes I took mnto consideration
when correcting the fiist draft

I am very grateful to Dr Janos Szantai, the Secretary General of the
Hunganan ESOP Association, a lawyer and economist, who set a high technical
standard for me i the interpretation of the ESOP Law so that it meets the
requirements of the economic rationality, honesty and the democratic rules of
procedure

In the preparation of this essay the questions I received from interested
parties at my lectures delivered in the framework of the techmical assistance
provided by Share Participation Foundation were of great help Last but not least I
am very thankful to the supporters and officials of Share Participation Foundation,
with special regards to Janos Hovorka and Julia Sziget:

Budapest, October, 1993

The Author



The Theoretical Background of the ESOP Law

The fundamental theory of the ESOP can be summarized in the following
simplified way The ESOP 1s a financial, financing and structural technique, which
makes 1t possible for the employees of a company to become individual share
owners 1n an organized way 1n the employer company, 1n a way that the 1epayment
of the acquired credit or the purchase price instalments and the interest will not be
covered from their wages but from the profit earned at the company, the collateral
of the credit 1s not their personal assets but the assets of the company, and in the
process of property acquisition the umilateral interest in wages 1s replaced by the
jomnt mnterest 1n ncreasing the profit and the assets of the company

The ESOP Law - approved by the Parllament on June 9, 1992 - has become
well known m Hungary The purchaser of a state property share was an ESOP 1n
approximately 75 cases (up to October 1993), there are more than a hundred ESOP
orgamzations registered, and the number of the companies and corporations where
ESOP mmitiatives have been started 1s even larger Accordingly the ESOP has
proved a successful privatization program even if 1t was debated politically and
techmcally while 1t was being prepared and 1t has not changed since the ESOP Law
got 1n force

Some people - openly or mmwardly - reject this 1dea saying 1t 15 unnecessary
for employees to have their own property shares because they are unable to
represent a uniform and consistent ownership concept, fragments of property
hinders the rational and harmonized control of the company, and they are afraid of
the return of collectivism or the appearance of "third alternatives"

Others consider ESOPs economically wrrational because the repayment of
credit borrowed for property acqusitton (in case of mstalment payment the
repayment of imstalments) and the payment of interest distracts resources from
development but for political reasons they accept and support this privatization
technique believing that 1t 1s only transitory since employees will sell their property
shares to people who offer cash as soon as possible

Some others think ESOPs are the means of a management that 1s mcapable to
revive 1tself, has no concept therefore 1t 1s doomed to fail "to save themselves for
the future” These people say this management 1s afraid that a new, outside owner
would not take their services therefore they accept the establishment of an ESOP or
occasionally they are supportive or even they mtiate it

Thete are people who accept that 1t can be reasonable for the company to
establish employee ownership but not here and not now It 1s a good techmque for
some well-developed market economies, where the owner and the management



realize themselves that employee ownership offers additional resources In Hungary
- they say - owners and managements have not had the opportumty to see the
usefulness of share ownership and co-operative management so 1t 1s too eaily to
establish ESOPs in Hungary First the managers must gamn a thorough knowledge of
the conventional, hard management techmques that are built up starting from the

upper levels ESOPs and participation can come some time later when the
conditions are fine for them

It would be a sumplification to say these opmions completely lack true
statements Obviously there 1s some truth to them since ESOPs were established 1n
various ways and in specific conditions so some of them mewitably carry
phenomena that seem to prove and actually do prove these opimons

It 1s possible that some of these concerns occasionally get proved however a
comprehensive judgement can be made only after having acquired profound
experience Making a comprehensive judgement 1s not justified on one hand
because economuc transformation mcluding privatization shows contradictory
results 1n almost every areas, no matter we have 1n mind spontaneous privatization,
the establishment of corporations on a large scale, buy-out on E-credit by
entrepreneurs or the management or foreign investors On the other hand 1t 1s not
Justified to make a quick judgement about ESOPs because the early experience of

ESOPs 1 Hungary shows the same positive signs as the ESOPs in the USA or the
United Kingdom

There are several counter arguments against the opinions listed above I will
mention only some of them 1n brief here

The broad experience in the Umited States shows that the employees as share
holders are able to make decisions together, following the requirements of economic
rationality if they are given the adequate amount and quality of information and they
are continuously taught how to interpret this information For this - among many
other things - good communication within the company 1s needed This many-
sided, internal communication together with participation on the company level and
a total quality management” brings additional profit

It 1s true that uniform, quick and hard actions by the owners m the
transformation of the company have less chance then mn case of one owner but 1t 1s
not impossible even 1if the ESOP Orgamization has the controlling majonty shares
It 1s worth studying the cases in the Umted States where the ESOP Organization
took uniform, quick and precise actions, 1n addition there are Hunganan examples
as well Experience also shows that efforts to cooperate and to make the changes

broadly accepted during the transition of the company have several advantages,
which are more profitable in the long run than a sudden change

In an economy where the conditions of a market economy are predominant 1t
1s tmpossible to follow "third alternatives” Nobody 1n the USA considers ESOPs



either some sort of collectivist-socialist formation or a "third alternative" but a
technique that revives the traditional capitalist economy and helps to create a broad
layer with capital mcome and 1t 1s supported by both the Republicans and the
Democrats In recent years the trade unions, which are losing their support, have
not had a negative attitude, 1n some cases they have even been supportive In a
market economy being mn the process of getting established the Hungarnian ESOPs
cannot be too different from the ones 1n the USA

It 1s true that the ESOP distracts sources from the company in order to pay
off the credit and the mnterest but this loss of sources 1s less than in any cases of E-
credit, for two reasons On one hand the ESOP 1s allowed to use pre-tax profit to
repay the credit and the interest, which makes the repaying habilities less expensive
for the company than in case of the regular E-credit where theoretically this
repayment can be done using only after-tax profit The ESOP may carry out the
repayment using exclusively corporate profit - which increases the corporate tax
mcome of the state counterbalancing the tax allowance given to ESOP-s - while in
the case of the usual E-credit 1t 1s not necessarily the case

Following their own interests of ownership acquisition most of the old and
new generation of the Hungarian managers are able and willing to control the
company they are entrusted with by the owners successfully even 1f one of the
owners s the ESOP If 1t was not the case, 1e¢ the Hunganan top managers were
unable to meet the requirements of a market economy, 1t would be wrational to
promote property acquisition by the management

A management which 1s unable to manage the company according to the new
economic- and market relations will fail They will be removed by the employees,
who, mevitably recognizing the economic necessities, will support or seek managers
who are able to produce a program aimed at market- and financial success and a
plan for productive cooperation for its accomplishment

The majority of our managers are teachable, able and willing to learn new
and effective techmiques which are applied on a large scale in modern market
economies This ability and willingness are true not only 1n the case of traditional
management styles (authoritanan, dictatorial, non-cooperative, etc ) but also 1n the
cases of management styles enforcing the principles of Total Quahty Management
which 1s built up starting from the lower levels and based on team-work and
cooperation The learming of the latter 1s more unusual, tiresome and slower, but
much more competitive than the traditional styles, not only, but first of all n the
ESOP companies Teachable managers will realize that, when the ESOP 1s the
owner, this direction 1s worth taking Why to believe that in Hungary tradifional
management techmques are the only way to the cooperative management style of
the 90s”

I found 1t important to mention these arguments and counter-arguments 1n the
introduction 1n order to indicate the reason why the next 100 questions and answers



cover more than just the close mterpretation of the ESOP law, providing an outlook

to the internal relations of an ESOP and 1ssues related to the management of ESOP
companies

In the following I try to make the reader acquainted with the Law No XLIV
of 1992 on the Employee Share Ownership Program i a language which 1s not
technical but clear to anybody, in the form of questions and answers However, |
also think 1t 1s important that those wishing to get a closer knowledge of the legal
terminology could find the relevant articles and sections of the Law Therefore, the
relevant parts of the ESOP law--the number of sections and articles-- are also
included n the followmng form [ ()]

Some of the answers given to simple questions have mevitably become
complicated, so, as a compensation, I have tried to summarize the main phases of
orgamizing an ESOP 1n a flow-chart shown on the following page
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I General Principles Establishment of an ESOP organization
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What can be the purpose of the establishment of the ESOP orgamization”
Why 1s 1t expedient for the owners and the management to accept and
support the ESOP mitiative?

At what companies/corporations can an ESOP be initiated?

Can the ESOP mitiative be aimed at a separated organizational unit of a state
compauy?

Can the ESOP mitiative be aimed at the purchase of operating assets?

Who can initiate an ESOP?

What are the precondition of the establishment of the ESOP orgamizing
commuittee”?

In order to mitiate the ESOP and establish its organizing commuttee 1s 1t
necessary to have the approval or support of the management of the company
(corporation)?

Is 1t possible to establish more than one ESOP orgamizing commuttee at the
same company (corporation)?

What 1s the procedure for assigning the ESOP organizing commuttee?

What should be/must be the concrete tasks for which the ESOP orgamzing
commuttee 1s authorized in the assignment letter?

What are the tasks to be carned out by the ESOP orgamizing commuttee
during the preparation of the ESOP?

What can be the consequences 1f the managers of the company (the board of
the corporation) do not support the establishment of the ESOP orgamzing
commuttee, the activity of the commuttee or the establishment of the ESOP
organization?

In case of a conflict as a result of the ESOP 1nitiative and organizing activity
are there any safe-guards against the dismissal of members of the orgamzing
committee?

What preparations are needed before an ESOP orgamzation can be
established?

When may the founding assembly of an ESOP organization be summoned,
and what are the conditions of the registration at the court?

What 1s that date from which on the ESOP orgamzation 1s established from a
legal point of view, that 1s, from which date on can 1t for example complete a
sales contract or a credit agreement”

When should one ask the state assets management organization for consent to
establish the ESOP organization, and m what cases, according to our
experience, does the state assets management organization grant this
consent?

Under what conditions does the State Property Agency approve the

10



establishment an ESOP orgamzation?

II Obtamning property, the tender

20

21
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27
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Does the ESOP orgamizing committee have any opportumity to make a
purchase proposal to the state assets manager without a tender?

Is there a chance that the SPA will accept the purchase proposal of the ESOP
orgamizing commuttee, and this way the ESOP orgamzation will become a
buyer without entering a tender?

Is 1t possible for the employees to obtan property in an ESOP orgamzation
even 1if the majonty of the company's property shares had been sold already
by the state assets organization?

Is 1t necessary to submut a bid even if the state assets manager had already
sold the majority of the company's property shares?

What resources can the ESOP organization utihze in order to pay the
purchase pnize 1if 1t purchases property shares from a state assets management
organization?

Can the ESOP orgamzation make use of the preference offered by the state
assets management orgamization agamnst state assets according to the
regulations of the Property Policy Guideles?

Should the preference offered by the state assets management orgamzation
against state assets according to the regulations of the Property Policy
Guidelines be used individually or through the ESOP orgamization?

Can any price reduction dertving from the regulations of the law other than
the preference according to the regulations of the Property Policy Guidelines
be used 1n case of a purchase through the ESOP?

What resources can ESOP use to pay the purchase price if 1t 15 not
purchasing directly from the state assets managing company?

Can the ESOP get an ESOP credit even 1if the owner of the employment
company 1s a state owned company or a company owned wholly or partially
by the state, that 1s, the vendor 1s not the state assets manager”

Under what conditions can the state assets manager allow the ESOP
orgamzation instalment payment?

What 1s the mmmimum own cash requirement for the ESOP orgamization to
obtain property share?

Is 1t sufficient 1f the ESOP organization possesses the mimimum own resource
stipulated 1n the law?

What regulations apply to the utilization of compensation coupons in an
ESOP? Can the ESOP organization pay its own resource with compensation
coupons”

Is the employer company entitled to pay the own resource on behalf of the
ESOP Organization?

Who 15 authorized to complete the feasibility study ?What information
should 1t contamn?

Is the employer company 1s obliged to provide the necessary data for
completion of the feasibility study?
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Who 1s to finance the costs of completion of the feasibility study?

When - how many days before the tender - should the organmizing commuttee
submut a loan application to the bank(s)?

What should an ESOP loan application contain?

What are the documents needed for the evaluation of a loan application and
for granting a loan promissory note?

What information does the credit promissory note contain?

What coverage may there be for obtaining the ESOP loan and company
instalment payments? Who are the guarantors?

May the ESOP Orgamzation obtain the guarantee provided by the Credit
Guarantee Co on ESOP loan?

What obligations does an ESOP orgamization mean and what benefits result
from an ESOP orgamization for the company where one has been
established? Why would 1t be the nterest of the other owners of the company
to encourage such an mitiative?

Participants

Who can participate i the ESOP during the preparatory period?

Who are eligible to participate 1in the ESOP, and who can be participants of
the ESOP organization at the time of 1ts establishment?

Do the eligible employees automatically become participants of the ESOP?
Can participation m the ESOP orgamzation be denied an employee of the
company who 1s ehgible and who declared in writing his wish to become a
partictpant?

Does an employee joining the organization after its establishment have any
disadvantages?

Is 1t compulsory for all the employees of the company to become participants
of the ESOP orgamzation?

Can an employee remaimn participant of the ESOP organization if his
employment terminates?

Are the participants of the ESOP organization responsible with their own
income and/or private property for the habilities of the organization?

Will the shares purchased through the ESOP become and remain 1n collective
ownership or in private ownership? How will the property shares purchased
by the ESOP orgamzation be transferred into the ownership of the
employees”?

The Statutes and the General Assembly

Why 1s the statutes of the ESOP orgamzation important? Can the participants
freely stipulate 1ts regulations?

What the mandatory items of the statutes of the ESOP orgamization?

What 1s the role and scope of authonty of the general assembly of the ESOP
organization?

How often, when and how must the general assembly of the organization be
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summoned?

Can the general assembly be held in the form of a partial assembly, and n
what cases should this form be used?

When does the general assembly have the quorum, and what are the
1egulations regarding 1ts charrmanship?

May the statutes of the organization be amended?

What voting rights and how many votes do the participants have at the
general assembly of the meeting?

Who 1s authonized to represent the Organization vis-a-vis third party, the
Court and other authonties?

What rules govern the establishment of the executive body?

What 1s the scope of authonty of the executive body and what 1s the duty of
1ts members?

What responsibilities do the members of the admimistrative body have?

Is 1t expedient to establish a supervisory committee?

What are the nghts and responsibilities of the participants?

What should be the rules concerning the allocation of the shares purchased
by the ESOP with credit or with instalment payment be like?

What rights and responsibilities do those have, whose employment at the
employer company terminates or who terminate their participation i the
organization and remain employees of the company?

At what purchase price should the ESOP organization exercise 1ts repurchase
right? What should the schedule of the mnstalment payment of the repurchase
price be?

What are the conditions for selling the repurchased property shares?

Who can exercise the voting rights for the shares (business shares) in the
ownership of the participants at the employer company's general assembly
(shaireholders' meeting)?

Who can exercise the voting rights for the shares (business shares) in the
ownership of the orgamzation at the employer company's general assembly
(shareholders’ meeting)?

Who can the participant turn to if he suffers damage because of the activity
of the ESOP organization or 1n case of an unlawful act?

Ownership and transfer into ownership

What 1s a share account? Does the Ltd business share need to be registered
on a share account too?

What proprietary rights a connected to the shares obtained through ESOP?
What are the restrictions on the proprietary rights of those shares (business
shares) which were transferred from the ownership of the orgamization into
the ownership of the participant?

According to what rules are the property shares (shares or business shares)
purchased by the payment of own resources - cash or compensation coupon -
transferred into the ownership of the participants?

Can the participants freely dispose of the property shares (shares or business
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shares) purchased by individual payments through utilizing own resources,
and v 1at proprietary rights can they exercise free from any restriction?

When and with what conditions are those property share transferred nto the
ownership of the participants, which were purchased by the company with
own resources, but which are not coming from the individual payments of the
participants?

What happens to the shares purchased through the ESOP by the preference
outlined by the Property Policy Guidelines? What are the regulations
1egaiding transfer into ownership and proprietary rights, and what allocation
rules can be used or are reasonable?

When and with regard to what statutory regulations can the shares purchased
by the ESOP organization through a loan or as a result of an mstalment
payment agreement be transferred into the ownership of the participants?
What regulation can the statutes contain regarding the allocation of the
shates, which, duning the repayment period, get mto the ownership of the
participants?

Should we require an own resource payment from the participants who join
the organization?

Do the partictpants have to pay tax and/or duty after the shares transferred
nto their ownership?

What tax allowance can the participant of the ESOP orgamzation utihize for
the amount, which was paid by himself to repay the debt of the orgamization
either at the establishment of the ESOP or afterwards?

Why 1s 1t reasonable to retain a part of the shares (busmess shares) in the
ownership of the ESOP organization even after they have been freed up for
allocation during the repayment period?

What are the resources, with which the ESOP organization or the company
may repurchase property shares?

Does the organization have a repurchase obligation?

May the ESOP participant sell, and to whom can he sell the property shares
which were transferred mto his ownership through the ESOP organization?
What factors influence the price of the property shares n the ownership of
the participant?

Why and how should the ESOP organization establish an imnternal share
market?

May the participants get dividends on the shares transferred into their
ownership through the ESOP organization?

VI. Tax related and other questions
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From what resources can the ESOP orgamization repay its debt and interest,
or n case of instalment payment, pay the instalments and interests?

With what conditions and restrichions may the employer company subsidize
the 1epayment and interest payment obligation of the ESOP organization?

Is there a relationship between the amount of the subsidy exempt from tax
that may be given to the organization and the proportion of the orgamization's
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shares 1n the company?

In what extent may the orgamzation receive subsidies exempt from tax if 1t
does not purchase the property shares directly from the state assets manager?
Is there a tax allowance on the amounts paid by the company or by the
participants 1n order to subsidize the repayment of the ESOP debt, if the
ESOP orgamzation did not purchase the property shares - neither directly or
indirectly - from the state assets manager?

What can be wntten off among the operational costs of the ESOP
organization, and what resource covers the costs of the organization?

For what period 1s the organization established, and when does 1t terminate?
What happens to 1ts property at the termination?

15



Questions and Answers

I General Principles. Establishment of an ESOP orgamization

1 What can be the purpose of the foundation of an ESOP organization?

The ESOP Law provides a legal basis for the joint acquisition of assets of a
Corpotation or Limited Liability Company registered in Hungary (corporation 1n the
followings) by a body of its employees The role of the ESOP organization 1s to
provide a legal framework for the transfer of the assets acquired jointly to the full
ownership of the employees as private persons, according to the ratio of the
repayment of the loan and the payment of the tranche of the purchase price

The ESOP orgamzation established by the employees on a voluntary basis, 15 a legal
entity which compnses a self-government (a administrative and representative body
elected by a secret ballot vote 1n the general assembly of the corporation and the
general assembly of the orgamzation [section 3 of paragraph 4 ] - administrative
body 1n the followings) and registered participants

One of the goals of the ESOP for the employees 1s the extension of their private
property by means of acquiring property shares mn the corporation (shares or
business shares) which can be sold for cash after the successful completion of the
tepayment, when the property share can be sold at a price exceeding the onginal

purchase price This 1s a result of the profitability and attractiveness of the
corporation

The second goal 1s the acquisition of dividend profit on the property shares in full
ownership of the participants after the completion of the repayment of the loan

The third goal 1s participation at decisive forums of the shareholders for the future
of the corporation, general assembly and shareholders' meeting

2 Why s 1t expedient for the shareholders and the management to accept,
and furthermore, to support the ESOP minative?

The shareholders, as well as the managers of a corporation generally have some
goals when accepting and supporting the establishment of an ESOP organization
and 1ts property acquisition scheme The interest of the employees 1n the increase of
the assets and the profit, instead or together with a wage increase, and their
commitment to the market success of the corporation may be a long-term factor
ensuring its profitability

16



This nterest 1s a driving force which has enabled the establishment of structures
similar to the ESOP organizations at several thousands of corporations of middle or
laige size m several countries of the world The mnterest represents however an
indirect dormant and not fully employed resource until 1t 1s knowingly directed and
represented by the management by the use of methods of cost economy and quality
improvement These techmques require a new philosophy and commitment of the
management to base them on the principle of participation The results of the efforts
can only be measured on a middle to long term

3 At what companies/corporations can ESOP be imtiated?

An ESOP can be mitiated at any companies (state company, subsidiary, company of
certain legal entities [art 1 sect 6]) or at economic associations with the exclusion
of financial and msurance mstitutions The mmplementation - establishment and

property acquisition - can only be made possible at Corporations and LTDs
registered in Hungary

4 Can an ESOP imtiative be armed at a separated unit of a state company?

Yes ESOP can be mmtiated at umts (factories, plants) separated from state
companies not yet transformed The ESOP orgamzing commuttee can be established
on the mandate of mmmum 25 % of the employees of the umt (art 2 sect 1) In
order to bring the mtative to a success, the state property manager (mainly the
State Property Agency, SPA m the followings, or the State Asset Management [AV
RT] or their consultants) transform the unit mnto a Corp or Ltd (Art 1 sect 5)

The transformation mto an mdependent corporation 1s hindered by the followmng
factors

- The state property manager body may withdraw part of the assets of the state
company In this case, it becomes a cash payment guarantor and 1s responsible for
the lhabilities of the company (to the trade creditors and suppliers) in the extent of
the ratio of the book value of the withdrawn assets and the book value of the total
assets In most of the cases, the purchase price 1s not collected 1n cash, therefore, the
state asset management bodies are rarely partners for the establishment of a
corporation from the withdrawn assets The management body 1s most likely to act

as a partner when there 1s no nisk of bankruptcy, and no cash payment guarantee 1s
expected

- The manager body may either transform the state company mto several
corporations, or prefer to divide the corporation already transformed into several
corporations i oider to establish the ESOP Time and cost needs are sigmficant
(preparation of the asset balance and the proposal for the distnbution of assets, the
sharing of the nghts and habilities, etc ), which may result in the hinderance of the
transformation procedure

17



- The manager body may make a decision at the general assembly
(shareholder's meeting) whereas the parent company transforms one of its units into
a corporation and realizes 1t wholly or partially m the framework of an ESOP This
decision can be made by other decision-making bodies of the parent company or the
economic association if they have the right to act so The legal regulations require a
significant amount of cash for the establishment of a corporation, or, if the capital
1equirement 1s not sigmificant for reasons of cash economy, the equity raise taking
place with the 1ssuing of fresh shares, the law presciibes a particular phasing the
equity raise can take place mumimum one year later than the date of the
establishment of the corporation (art 301 sect 3 of the Law VI of 1988) Time can

therefore also be a hinderance to transformation

- Corporate tax or personal income tax hability applicable to most of the cases
mentioned above also hinder the transformation procedure, although expenience
demonstrates that ESOP imtiative at units to gain independence can be successful It
1s seems therefore reasonable to try it A modification n the legislation enables tax

payment without an actual cash flow when the subscribed capital 1s raised with non-
cash deposits

5 Can the ESOP mtiative be aimed at the purchase of operating assets?

No ESOP mmtiative can only be aimed at the acquisition of corporate property
share, namely Corp share or Ltd business share ESOP can be also mitiated in the
transformation of state company, subsidiary or the company of certain legal entities
In order to establish an ESOP, the organizing commuttee may request the withdrawal
and transformation of the assets of state companies or their separated units (factory
or plant) mnto a corporation by the management body

The ESOP orgamization cannot acquire operating assets even if 1t incurred the
liability to establish a corporation or in order to acquire shares i the corpoiation,
assets were taken as contribution 1n kind to an already operating corporation

6 Who can imitiate an ESQOP?

An ESOP can be mitiated by anybody without the requirement of being employed at
the company or corporation Naturally, the success of the ESOP can largely be
ensured 1f the group of mitiators include one of the leaders of the workers, because
the 1dea and the imtiative are not exclusively enough for the ESOP, its preparation
and the establishment of an orgamzing commuttee require the extensive support of
the employees (art 2 sect 1)

7 What are the preconditions of establismng an ESOP organizing commuttee?
The establishment of an ESOP orgamizing committee, comprising 3 persons,

requires a written mandate of mimmum 25 percent of the total labor force employed
at the company or corporation with assigning the acquisition of property share (art
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2 sectl)

When the ESOP 1s mitiated at a separated umit of a state company, the required

minimum mandate 1s calculated on the basis of the number of workers employed at

the unit

8 Inorder 1o inmnate ESOP and 1ts organizing commitiee, 1s it necessary to hold the
approval or support of the management of the company (corporation)?

Not necessarily, although the support 1s highly recommended The ESOP organizing
committee can be established on the mandate of 25 percent of the workers (art
2 sect 1), but the unconcern or the opposition of the management may hinder the
organization The opposition may have several reasons
- on the basis of the business prospective of the company, they estimate the
repayment of the loan and interest payment quas: impossible,
- a promusing contact has been developed with external investor who will not
admut ESOP as a co-investor,
- they strive for an exclusive MBO with E-credit or privatization leasing,
- they feel adversary to the organizers, etc

It 1s therefore highly recommended to gain the support of the management
Although they must provide data for the feasibility study (art 2 sect 4 ) and 1its cost
are paid by the corporation (art 2 sect 4 ) supposing the ESOP organization 1s finally
established, experience demonstrates that the work of the organizers may be
sigmficantly hindered if the management 1s reluctant to cooperate especially 1n cost
matters Besides, the convocation of the founding assembly of the ESOP
organization requires the approval of the general assembly of the Corp (or partners'
meeting n the case of Ltds), (art 3 sect 3 ), which 1s difficult to prepare without
the support of the management

Furthermoie, the feasibility study, the credit application and the purchase proposal
(art 2 sect 3 ) are based on the data of the mmimum mid-term business strategy and
plan held by the management It 1s therefore important to have the support of the
management and participate together m the tender The second reason 1s that
accordmg to mternational expernence, the success of an ESOP 1s based on a
cooperation of the total body of employees and management of a corporation, which
can be undermined by conflicting interests

9 Is 1t possible to establish more than one ESOP orgamizing committee
at the same company?

Although 1t 1s possible, 1t 1s not recommended, since it may result in a division of
the woirkers endangering the success of the ESOP mitiative, and the repayment of
the loan 1n case the imtiative was successful It 1s advisable to conciliate conflicting
intetests before the orgamzing committees start thewr complex, time and money-
consuming activity
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Theoretically 1t may occur (and it has actually occurred), that two organizing
committees and subsequently, two orgamizations are established at the same
company, unit, or corporation, as the first needs a 25 percent, and the second, a 40
percent support Therefoie theoietically, 1t 1s possible to have two separate
organizations for the acquisition of separate asset share One employer may jomn
only one of the orgamizations (art 4 sect 4 )

10 What 1s the procedure for assigning the ESOP organizing committee?

The mandates have so far been prepared with a general formula

"We, the undersigned assess our intent to acquire assets from the corporation
(transformed from the company, etc ) in the framework of ESOP

We mandate the following three members of the ESOP organizing commuttee to act
in our name "

According to past experience, the mandate should assign all the duties in connection
with the organization and implementation of the ESOP to the organizing commuittee
which should be vested the legal competence, otherwise the commattee can face a
situation whereas 1t cannot carry out its duty or it has to apply for concrete
authorization of the employer for every single action

11 What should be/must be the concrete tasks for which the ESOP orgamizing
commuttee 1s authorized in the assignment letter?

First of all

- mform every employee of the corporation (company) about the ESOP
general, and coordmate with them regarding the concrete conditions of the
credit and the sales-purchase transaction [Article 2 (1)],

- provide information about the preferences that can be used for the purpose of
acquiring shares either mdividually or in the framework of the ESOP 1n
accordance with the Property Policy Guidelines (heremafter PPG),

- collect the letters of intent of purchase by individuals through the use of PPG
preferences and keep the relevant individual payments on a deposit account,

- prepare a feasibihty study to see if 1t 1s reasonable to buy from the
corporation assets, to what extent and for what price,

- wotk out with the management of the corporation (company) how to cover
the expenses related to the feasibility study [Article 2 (4)] If the company
refused to pay advance for the expenses the ESOP orgamizing commuttee
should be authorized (up to a certain amount) to collect payments - to be
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1epaid later -to cover the preparation of the study from the employees,

- have the feasibility study countersigned by the Company, certifying that 1ts
contents are professionally valid [Article 2 (3)],

- having the feasibility study 1t should turn to the asset manager of the
company to be privatized, in case of a company or corporate owner to the
decision making body to inquire about the mtention of selling the share It
should also mquire whether the potential creditor banks are willing to give
loans [Article 2 (1)],

- it should get a credit certificate from the bank and a certificate for the
instalment payments from the State Trustee Orgamzation (seller of the

property) [Article 2 (1)],

- Collect the cash or compensation bonds,if they can be regarded as payment
mnstruments,which 1s the requirement of the loan [Article 14 (1)],

- prepare the privatization tender document (selling bid), sign the related
documents m the name of both the employers and employees, hand 1n the
tender document 1 time to meet the deadline,

- prepare a draft for the ESOP Statutes [Article 4 (3)],

- get Company General Assembly's approval for the foundation of the ESOP
organization [Article 3 (3)],

- summon and orgamze the founding meeting of the ESOP organization
[Article 4 (3)]

12 What are the tasks to be carried out by the ESOP Organizing Commitiee
during the preparation of the ESOP?

The ESOP Organizing Commuttee should have an overview of all the tasks assigned
to 1t by at least 25% of the employees The Orgamizing Committee should be
responsible for the following

- prepare a feasibility study to see if 1t 1s reasonable to buy from the company's
assets and 1f yes, to what extent and for what price [Article 2 (3)],

- to have the company countersign the study, certifying that its contents are
professionally valid [Article 2 (3)],

- having a feasibility study which satisfies the requirements of the SPA or

more generally the vendor,the Commuttee should turn to the owner of the
property share (the State Trustee Orgamzation or to the decision making
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body 1n case of a company) to find out about the intention of selling the share
[Article 2 (1)],

having a feasibility study, which satisfies the requirements of the banks, 1t
should approach the banks to find out about their willingness to offer loan
facilities It should get a promissory not for the loan from the banks and one
from the vendor for the instalment payment [Article 2 (1)],

prepate the tender document for the privatization (offer for bid), sign the
necessary related documents in name of the mandant and hand m the
document (offer for bid) before the deadline,

ensure the amount to cover the expenses related to the feasibility study, the
loan application and the tender document The corporation (company) should
pay for the expenses related to the preparation of the study,if an ESOP
organization 15 founded [Article 2 (4)] If the company does not pay these
expenses or does not pay the advance the ESOP Organmizing Commuttee can
only rely on payments made by the employees,

1t should work out the terms of the sales agreement with those owners who
mtend to sell their property or part of their property to the ESOP
organization This agreement can only be regarded as an advance agreement,
whether or not the ESOP will be founded The agreement will include the
price of the property, method of payment, date of payment, terms of potential

mnstalment payment and secondary obligations which are conditions of the
agreement [Article 2 (1)],

mnform all employees of the company on ESOP i general, get their
agreement on taking credit and on terms of sale [Article 2 (1)],

prepare a draft for the ESOP Statutes [Article 4 (3)],

get Company General Assembly to approve the foundation of the ESOP
organization [Article 3 (3)],and prepare related documents The decision
makers will usually ask for the feasibility study and a draft on the ESOP
Statutes,

summon and organize the founding meeting of the ESOP orgamization
[Article 4 (3)]
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13 What can be the consequences if the managers of the company
(the board of the corporation) do not support the establishment of
the ESOP organizing committee, the activity of the committee,
or the establishment of the ESOP organization?

There are several ways through which the managers of the company can hinder the
foundation of the ESOP Organization and the work of the ESOP Organizing
Commuttee, such as not providing date timely for the feasibility study, refusing to
countersign the study, threateming, dismissing members of the Orgamizing
Commnuttee, etc (the ESOP law does not deal with these cases, 1t does not mnclude
sanctions), but with enough devotedness an nvestment the handing 1n of the tender
document can not be refused Because 1t 1s not the management but the owner of the
company whose approval 1s needed to form the ESOP orgamzation In case of
privatization one has to turn to the trustee managing state property and the approval
in case of a privatization tender and wimning the tender can almost be taken as
gianted

The situation 1s more complex if the owner of the property to be purchased by the
employees within the frames of the ESOP program This owner can be a state
company or any other firm - 1t could be called mother company- which 1s only
partly managed by the state In these cases 1t 15 usually the board or the management
of the mother company which has the decisive vote and not all parties are interested
1n indirect privatization and within this in selling property to ESOP

In case of a conflict as a result of the ESOP mutiative and orgamzing activity are
there any safe-guards agamst the dismissal of members of the Organmizing
Commuttee?

The members of the ESOP Organizing Commuttee will only be protected 1n case of

a conflict, 1f they are also members of the trade union or company board In all other
cases they can only appeal to court if the specific procedure 1s violates working

rights
What pieparations are needed to establish an ESOP Organization?

In order to establish an ESOP orgamzation a 3 member Organizing Commuttee
should be appointed to carry out the preparatory tasks listed in answer 12, that 1s

- prepare the feasibility study [Article 2 (3)],

- ensure that the promissory note 1s written (crediting, instalment payment
agieement),

- ensure that the owner of the property share will be ready to sell the property
to the ESOP Organization [Article 2 (1)],
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- ensure that the General Assembly (members meeting) of the Employer
Company agiees to the foundation of the organization [Article 3, (3)],

- piepare the draft of the Statutes,

- ensure that at least 40% of the employees of the company at the founding
general assembly agrees to the Statutes [Article 4, (3)] and,

- announces the founding of the organization [Article 4 (3)], and

- votes the members of the executive body through a secret ballot [Article 4 (3)
and Article 8 (1)],

- finally the court registration needs to be settled [Article 5 (1)]

14 In case of a conflict as a result of the ESOP itiative and organizing activity
are there any safe-guards against the dismissal of members of the orgamizing
committee?

In case of a conflict the members of the organizing commuttee may be protected
only 1f they are trade union officers or factory council officers at the same time If
these two do not apply they may defend their own interests at court in the case of a
non-fair procedure according to the labor law

15 What preparations are needed before an ESOP organization can be
established?

In order to establish the ESOP Organization first of all it 1s necessary to assign a
three-member organizing commuttee so that this commuttee can do all the
preparatory tasks which were mentioned 1n question 12,1 ¢

- a feasibihity study should be prepared [Article 2 section (3)]

- promussory note for credit or instalment payment

- the owner of the property share to be purchased should be willing to sell

that property share to the ESOP organization [Article 2 section (1)]

- the general assembly of the employer company should agree on the

establishment of the of the orgamization [Article 3 section (3)

- the draft statutes should be prepared

- the statutes of the orgamization should be approved by at least 40% of the

employees of the employer company at the founding general assembly of the
ESOP organization [Article 4 section (3)

- the establishment of the orgamz.tion should be announced [Article 4
section (3)]

- the members of the board of the organization should be elected by way of
secret ballot and,

- they should apply for the orgamization's registration at court [Article 5
section (1)]
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16 When may the founding assembly of an ESOP orgawization be summoned, and
what are the conditions of registration at court?

The founding general assembly can be summoned 1f based on the feasibility study
the promissory note (loan agreement, instalment payment agreement) 1s ready and 1f
the owner of the property 1s ready to sale the property share to the ESOP
orgamzation within the framework of a tender or outside 1t The organizing
commuttee can only summon the founding assembly if the general assembly of the
employer company agrees to 1t

The organization 1s founded 1f at least 40% of the company's employees proclaims
the foundation of the ESOP orgamization and approves the Statutes of the
orgamization, appoints the Executive Body of the orgamzation and finally 1t must
apply for registration at court

The Organization will be registered by the competent county court or by the caprtal
court (heremafter Court) [Article 6 (1)] The court will decide on the registration m
case of non-legal action mmmediately Several documents are needed for the
registration According to law and because of practical reasons the following
documents should be enclosed with the application

- minutes of the founding meeting [Article 5 (1)},

- attendance sheet, certifying that at least 40% agreed to the foundation
the sheet should also contam the names of the representatives of the
organization,

- the Statutes approved at the founding meeting [Article 5 (1)},

- an authentic copy certifying the registration of the orgamization by the
employer company,

- a declaration of approval from the company [article 3 (3)],

- names of members of the executive Body (the name of the

representative of the orgamization, which should also be mdicated in
the Statutes) and the specimen signatures and

- the minutes of the first meeting of the executive body which should
mclude the name of the charrman of the executive body (if according
to the statutes the head of the executive body 1s the representative of
the organization) [Article 9]
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17 What s that date from which on the ESOP organization 1s established from a
legal point of view, that 1, from which date on can 1t for example complete a sales
contract or a credit agreement?

The Court decides on the registration out of turn and by not means of a legal action
[6 §(2)] The Court may not refuse registration 1f founders met the requirements of
the law on ESOP [5 § (2)] It 1s advisable to notice that the organization can be
regarded as legal entity only from the date of registration [5 § (2)], which means
that the registration 1s not retrospective In other words, registration 1s not effective
as of the date of the founding meeting

What 1s arising from this? The elected executive directors may not act on behalf of
the orgamization Upon establishment of the Organization, the Orgamizing
Committee ceases to exist The mterval between the founding meeting and the
1egistration - what can exceed 30 days in case of a suppletory requirement -
involves the nisk for the already founded ESOP Orgamization, if its representative
has to make a legal statement, or sign contracts

This 1s the reason why the earliest possible establishment 1s in the mnterest of the
Orgamization and tre State Trustee Organization, coordinating the sale of state-

owned property, and this 1s why 1t 1s reasonable for the State Trustee Organization,
being the owner, to assent to the earliest possible establishment

18 When should one ask the state assets management orgamzation for consent to
establish the ESOP orgamization, and i what cases, according to our experience,
does the state assels management organization grant this consent?

It 1s advisable to demand an assent as soon as the ESOP Organizing Committee has
fulfilled all the requirements for an assent by the State Trustee Organization 1n the
process of preparation of the establishment of an ESOP Organization

The easiest solution would be if the State Trustee Orgamzation (and now for
stmplification let me mention only one the SPA), as the majority owner, at the early
stage of the privatization, would demand only mumimal requirements from the ESOP
and would fulfil its demand for an assent, as this i1s the essential precondition to
summon the 1nitial founding meeting of the ESOP Orgamization which 1s to become
a legal entity upon 1egistration [5 § (2)] and [6 § (1)], mn order to be entitled to sign
agreements and contracts for the benefit of the members of the Organization

According to the present practice, the SPA approves the establishment of an ESOP
Organization n case of an ordinary general assembly on rare occasions Generally 1t
assents after and upon submission of a tender by the ESOP Orgamzation Commuttee
for the ownership of the part of, or fall all of the property shares owned by the SPA
in the Organization, or maybe after or upon winnng that tender

However this practice have 1ts risks for erther the tendering ESOP Organization or -
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to a certain extent - for the SPA

On one hand, the assent upon submission of the tender but mainly upon winning
that tender leaves only a hmited period of time to summon the mmtial founding
meeting of the ESOP Oiganization and for the following registration, and to
conclude a contract of sale and a credit contract within a short deadline
(occasionally 30 days) as stipulated 1n the tender

However the Court decides on the registration out of turn by not means of legal
action [Article 6 (2)], which occasionally lasts for even 30 days Besides, the
summons of the mitial founding meeting of the ESOP Organization - and especially,
since before the announcement, the contributing resolution of the regular or
extraordinary general assembly has to be possessed - what can also take several
weeks or even two months (Note The summons of the general assembly of a
company limited by shares has to be announced 30 days prior to 1ts initial day )

On the other hand, the legal status of the ESOP Orgamzation Commuttee at the time
of submission of the tender or after submussion, i case of winnming it, 1s not firm
enough to enforce such contractual obligations against 1t, which can be enforced
agamst the elected executive body of the ESOP Organization The ESOP
Organization Commuttee 15 entitled only to conclude a prelimimary agreement, in
case of the ESOP Organization gets established, if its coordination obligation with
the assignor employees [2 § (1)] 1s legally difficult to be fulfilled Moreover, the
ESOP Orgamization has no representative dunng the mterval between the
establishment of the ESOP Organization and the registration, since by setting up the
ESOP Oiganization, the ESOP Organization Commuttee ceases to exist [4 § (3)]
and the elected executive body gets authorized for representation of the
Organization upon registration of the Court

There are several arguments against giving an assent

1 The assent has 1ts effects on the Company, like, the Company 1s responsible
as a guarantor for repaying the credit and for completion of the mstalment payments
of the credit, obtained by ESOP Orgamization to purchase property shares [14 §
(6)] provided that the ESOP Orgamzation can obtain credit for the purchase of the
asset, which was offered for sale, or can conclude a contract on payment by
instalments, since credit can be obtained and a contract on payment by instalments
can be concluded only upon the SPA's intend to sell a part of 1ts property share

If the SPA does not mtend to sell a part of 1ts property share - whether because the
ESOP will be the wmner of the tender or because the tender-winner outsider
imvestor does not approve the SPA, as a minority co-mnvestor or because of any
other 1eason prevents the ESOP purchase - the only loss will be that effort and work
which was mvested into the organization of the ESOP mtiative, and the Company
will not be liable as a guarantor
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2 The ESOP Organization can be used as a mean of pressure over the SPA, to

enforce 1t to sell its property share, 1t intends to put on sale, to the ESOP
Organization As questtons 20 - 22 detail the obligatory ewustence of outside
bidders let me make the remark that i a situation 1n which the quality of the bid 1s
important, it 1s 1n vain to quote pressure

3 The thud argument intends to eliminate the possibility of giving an assent
prior to winning the tender, by claiming that 1t would put pressure on the tender-
winner outsider mvestor in that case, if the already existing ESOP Organization
intends to purchase a part of the rest of the state owned property share, and the SPA
would want to sell 1t to the ESOP Organization within the framework of or outside
of the tender The guarantor obligation of the Company for repaying the credit or
completion of the instalment payments of the credit, to be obtained by the ESOP
Orgamzation [14 § (6)] will be effective and the night of pre-emption of members
(shareholders) may not be exercised with regard to the property shares offered for
the Orgamization [3 § (4)] In thus case, the outsider mvestor - with respect of the
information on the establishment of the ESOP Orgamization - can present it with
knowing that accidentally the co-owner 1s the ESOP Organization

If the party, which mtends to obtain majority ownership aims to prevent that the
ESOP O1gamzation be the co-owner, 1t 1s possible for 1t to come to an agreement
with the SPA, and mvolve 1n the Contract of Sale or i connecting Supplementary

Contract that the SPA will not offer any part of its remamning property share to the
ESOP Organization

W 1th respect to all of these, the SPA - maintaiming the current procedure of giving
assent - m the tendering procedure for the ESOP Organizations allows 60 days
instead of the standard 30 days for the obligation to conclude a contract

19 Under what conditions does the State Property Agency approve the
establishment an ESOP organmization?

The SPA, as the majonity owner of a Company, at an ordinary or extraordmary
general assembly gives 1ts assent to the establishment of an ESOP Orgamzation,
provided the legal ESOP Organization Commattee submuts

a all the documents proving that 1t bears the legal assignment of 25% of
the employees,

b a detailed feasibility study which meets the current SPA requirements,
and mvolves a description of the proportion of the property shares 1t
mtends to purchase, furthermore the sources of payment, and
repayment and a broad business plan,

c those resolutions of the proposed deed of association, enabling the

SPA to determine whether or not the ESOP, i fact, means a
management buyout In other words, 1t details on,
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d terms and conditions of participation (whether 1t 1s substantive law,
whether 1t 15 related to the length of employment or to the signature of
a letter of mtent, whether the conditions for participation of
management and the employees are equal or not),

e principles of distributing the property shares (whether it stipulates
privileges or the distribution 1s deformed by the fact, that 1t 1s related
to the - mn some cases actually legally stipulated 2% - minimum
payment of the own resource and larger proportion of the payment 1s
executed by some managers or not),

f the principle of exercising voting nights (whether or not 1t 1s related to
the payment of own resource or the general assembly of the ESOP
Organization 1s securing management dominance)

II. Obtaining property, the tender

20 Does the ESOP organizing committee have any opportunity to make a purchase
proposal to the state asset manager without a tender?

The ESOP organmizing committee has the night, as anybody else, to submit a
purchase proposal to the State Trustee Organisation With this proposal the ESOP
organizing committee only mndicates its intention of purchase for the property
shaies, and this mdication must be accepted by the State Trustee Orgamization But
the acceptance of the indication does not mean the acceptance of the offer The so
called "Tender Procedure Order"” mandatory for the SPA and for its counsellors
regulate, that state assets sales may only be affected by a public tender In case of
the SPA and 1ts counsellors acquittal can only be granted by the Board of Directors
of the SPA should 1t be a closed, 1 e 1nvitation for tender based on competitive offer
invitations, or a sale without a tender

21 Is there a chance that the SPA will accept the purchase proposal of the ESOP
organizing commitiee, and the ESOP orgamzation will become a buyer without
entering a tender?

The SPA has the nght to sell state assets to the ESOP organisation according to
Article 76 section (4) paragraph a) of the 1992 LIV Law concerning the sale,
utilization and protection of the assets by the SPA, which assets are temporarily 1n
the ownership of the state This paragraph says
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(4) The regulations of (1) need not be appled

a) if the State Property Agency sells state assets to employees 1n the extent
regulated in the Guidelines and according to the stipulations of the 1992
XLIV Act on the Employee Share Ownership Plan Above this extent the

employees may acquire state property in a similar way to other external
nvestors

Guidelines means here the Resolution of the Parliament named Property
Policy Guidelines The (1) paragraph mentioned 1n the quotation 1s the following

Article 76 (1) The sale management, rent and the assignment of all these are made
through tenders

SPA 1n 1ts practice formed according to the "Tender Procedure Order” used
this opportunity only 1n spacial cases - after the approval of the Board of Directors
However this does not completely rule out the possibility of such a request, as thete
may be a change n the practice of the SPA, and rarely though, but there have been
exception [t 1s not probable that the SPA or its counsellors accept the purchase
offer of the ESOP organizing commuttee for the majonity of property shares without
a tender, even if the purchase price and other purchase conditions should be
acceptable Thus the ESOP orgamzing commaittee must be prepared for a tender

Tenders are not ;mvited 1n the case, when the SPA or 1its counsellor has sold a
company's majority shares, and the remaining minorty property shares - and by the
force of the above mentioned law - are sold to the ESOP organisation without a
tender Besides the corresponding sale and purchase intention the acceptance of the
ESOP organisation as partner by the majority share owner 1s of course also needed
The acceptance or rejection of an offer may have several reasons These reasons are
listed and explained in the answer to question 44

22 Is it possible for the employees to obtain property in an ESOP organization even

If the majority of the company's property shares had been sold already
t s the state assets orgamzation?

Of course there 1s a possibility for this, especially if the mode and direction of the
sale of the property shares in the ownership of the State Trustee Organisation has
not been defined yet by a decision or agreement

It may occu, that the State Trustee Orgamsation saves the minority share property
or a part of 1t for the conversion to compensation coupons, for the Small Investor
Share Puichase Program, i case of agriculture or food industry for the purchase to

producers, for the preferential sale to employees according to the Property Policy
Gudelines or for other purposes

It may occur, that the majonty investor stipulates or gets a purchase opportunity, so
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called option 1n the sales contract or 1 1ts supplementary agreement for the reserved
but for the reserved aim not purchasable property shares In such a case - if the
ESOP orgamsation has not been formed previously - an ESOP 1s only possible if the
majority mvestor renounces 1ts option in favor of the ESOP organizing commuttee

A further obstacle in the way of the FSOP obtaiming property - even 1f the State
Trustee Organization would readily accept the purchase offer of the orgamizing
commuttee - 1s when the mvestors who had already obtamned property are entitled to
the nght of first refusal In case of an mncorporation this 1s guaranteed by a special
agreement, 1n case of an Ltd the partners - the members of the Ltd - this 1s
stipulated by the regulations of the corporation law In case of such an event, any
other owner besides the State Trustee Organisation may accept the purchase offer of
the orgamizing commuttee and, if he 1s willing, he may be the buyer instead of the
ESOP at the same price

The mvestor with majority ownership may prevent the success of an ESOP imtiative
i other ways too As the majority owner he has or may have decisive vote, and may
contiol the general assembly (in case of an LTD the shareholders meeting) of the
employer company whether to approve the forming of the ESOP orgamzation or not
[Article 3 section (3)] This resolution of the general assembly (shareholders
meeting) requiring majornty vote 1s only probable, if the company's majonty owners
(others than the State Trustee Orgamisation) have an terest n the implementation
of an ESOP or at least they are not antagomistic to 1t

That 1s why 1t 15 important when the owners (members of the company) approve the
foundation of an ESOP orgamsation If for example the State Trustee Organisation
as majority owner approves the foundation of the ESOP orgamzation at the
company's general assembly (shareholders meeting) before selling the majonty of
property shares [Article 3 section (3)], than the members of the company
(shareholders) may not exercise their night of first refusal - based on the regulations
of the corporation law or a contract (eg statutes of the company) - with regard to
the property shares offered to the Orgamsation [Article 3 section (4)] This means
that the State Trustee Orgamsation may sell the property shares 1 his ownership to
the ESOP oigamsation after selling his majority ownership, even if any of the
partner owners should be entitled to the night of first refusal But the condition of
this 1s the approval of the foundation of the ESOP organsation before the sale of the
majonty property Is it possible for the majority owner to prevent the ESOP from
becoming owner although the organisation has been established? (See question 18 )

Fiom the pomnt of view of the other owners (members) of the company the
implementation of an ESOP - besides the several, mostly medium and long term
positive effects - may have drawbacks too, which make the owners antagonous
towards the ESOP mutiative This topic 1s handled 1n detail in question 44
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23 Is it necessary to submit a tender bid even if the state asset manager
had already sold the majority of the company's property shares?

Not 1n every case If the State Trustee Organization has property shares to purchase
as mentioned m question 22 or above those factors than 1t 1s worth to submit an
ESOP purchase proposal to the State Trustee Organization, which can accept 1t
without a tender Besides the authorization of the law [1992 LIV Act Article 76
section (4)] the State Trustee Organization has this opportunity, because at the sale
of the majonity of the shares the purchase price rate 1s established, and to this the
ESOP organizing committee may tailor its own proposal The purchase price
proposal has to be duly deliberated, as the investors mostly pay a higher price for
the majority property as for the mmority This criteria must be understood by the
ESOP orgamizing committee when drawing up their bid and at the later price
negotiations

24 What resouices can the ESOP orgamization utilize m order to pay the purchase
price in case of purchasing property shares from a State Trustee Organization?

As the ESOP organization cannot undertake any business action 1t cannot have any
own financial resources Thus 1t can pay with the cash payments and/or
compensation coupons given by the participants as own resource, or with money
from other external financial resources given by non-participants These external
resources may be
- the preferential bank loans prowvided for the purchase of property
shares 1n the possession of the state (let us call this loan ESOP loan
hereafter), the interest rate of which 1s always equal to the interest rate
of the E-loan [Article 15 section (1)],
- the State Trustee Organization as vendor, who may permit instalment
payment [Article 14 section (1)],
- the pieference given by the State Trustee Organization following the

current regulations of the Property Policy Guidehnes at the expense of
the state assets,

- the employer company 1tself,
- the bank loan of banks

The interest of the ESOP loan - following the currently valid interest rate of the E-
loan - 1s 3%, for which the commercial banks may charge a maximum interest
margin of 4% The term of the ESOP loan 1s 15 years, from which the first 3 years
period 1s a grace period ([Article 14 section (5)] of the ESOP Law was amended by
the 1993 XLIII Act which came 1 force on 12 May, 1993) Dunng the grace

period the repayment of the loan does not have to be fulfilled, but interest payment
must be performed

Of course the ESOP organization may receive resources in the form of donations
from anybody
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25 Can the ESOP orgam:zation make use of the preference offered
by the state assets management organization against state assets
according to the regulations of the Property Policy Guidelines?

Yes, the allowance, supporting employee ownership, can be obtamned by the ESOP,
in a form of piice rebate The Asset Policy Principles (hereafter referred to as APP )
for 1992 come to existence as a Parliament Resolution No 71/1992 The APP for
1992 was not 1n effect as of January 1 1993 (and the APP for 1993 was not
approved by the Pailiament until the diaft had been fimished) but 1ts resolutions are
applied by the State Trustee Organization The adjusted APP has been presented by
the Government to the Parliament, but these adjustments do not effect employee
allowances The APP mentions the ESOP twice under Point 5

It states that

Forms of allowances for employees and companies established by them,
furthermore for ESOP Orgamzations, are treated by the Trustee
orgamzations on the basis of the same principle and regard the different
allowances as a whole

It also states that

the Trustee Organization of the state 1s authorized to grant price rebate
and to allow payment by instalments allowance to employees up to the 50%
of the sale price In case of payment by mstalments of the reduced price -
except of a sale within the framework of ESOP which 1s subject to the new
Law on ESOP -  interest 1s payable The rate of interest 1s equivalent with
the mterest rate of the privatization loan ("E-loan") For settling the payment
of the reduced price, privatization loan ("E-loan") can also be used

The allowance, 1n general, as per the current practice, can be granted 1n the event of
the privatization of the employer company The following statements characterize
the above mentioned allowance with respect to the maximum amount and the limuts

1 the amount does not exceed 10% of the own resource, but 1n most cases 10%
of the price paid by the employee, projected to the total registered capital (this 1s the
price, the investor would be required to pay if he'd buy the whole company), or

rather the amount which equals to the one person's 12-month gross salary The
lower amount 1s gives the basis of determination

2 1f 10% of the own resource (in practice, the smaller amount, namely the price
projected to the total registered capital, 1s regarded) do not reach the 12-month gross
salary - with a justified request - the state trustee organization may increase the
allowance compared to the own resource (to the price projected to the total
registered capital) from 10% to 15%
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3 If within the framework of the "allowance purchase program - as 1its was
stated before that the beneficiary of the allowance can also be the ESOP
O1iganization - not all of the emnloyees participate The amount of the allowance
has to be determined with respec of the number or with respect of the participating
employees, 1n proportion with the total number of employees (If only 60% of the
employees ntend to participate in the ESOP, the allowance can only be 60% of the
above calculated )

4 The allowance can be granted at a later date for those too, who have not
requested 1t at the beginning

The ESOP Orgamization (and the ESOP Orgamization Commuittee, 1if the
Organization 1s not yet established) 1s entitled to require 1n 1ts tender or bid either
that the calculated amount of the allowances be deducted from price, offered in the
tender or bid of the ESOP, (or agreed 1n price talks), or may also request, that the
portion of the shares, representing equivalent value with the acquired allowance,
immediately after signature of the Contract of Sale be registered as the property of
the Organization without providing the counter value

26 Should the preference offered by the state assets management organization
against state assets according to the regulations of the Property Policy Guidelines
be used individually or through the ESOP organization?

As a general advice, 1t can be said that employees in the interest of an earlier
acquisition of ownership rights, which are free from restrictions, should endeavor to
utihize the allowances, mdividually, if they meet those requirements individually

which govern the payment of the reduced purchase price, and which are stipulated
in the APP

1 the calculated price, which can be dimimished by up to 50% of the price paid
by the mvestor, can be paid off in instalments within 3 years, with such a method,

that upon signature of the Contract of Sale, 25% of the reduced price 1s payable 1n
cash and,

2 the interest rate on the remaimning sum will equal to the interest rate on the
privatization loan ("E loan"),

-~

3 or for the settlement of the reduced price, privatization loan ("E loan") can be
requested individually,

4 the reduced prnice can be settled with compensation bonds, as the SPA
according to 1ts current practice - accepts compensation bonds

As an alternative possibility, after transformation or privatization, the allowance can

be utilized for the purchase of employee shares on reduced price (the price
reduction can be up to 90% of the face value) provided that for this sufficient funds
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are available and the State Trustee Organization decides to 1ssue employee shares
and chooses the mncrease of the capital on the account of those sufficient funds

The increase of the capital, in case of companies, which were transformed 1n
accordance with Act 12 of 1988 nto self-governing enterpnises (governed by the
Company Board, the General Assembly, and the Delegates’ Meeting), can be
financed from that 20%, which 1s returnable by the State trustee organization to the
enterprise In this case, employee shares should be 1ssued Depending on the actual
method of transformation or privatization, there are several versions for this (which
are not always beneficial for employees), but present chapter does not go mto
details

Besides the advantages of utilization of allowances in the form of purchasing
employee shares (eg the price can be 10% of the face value), there are
disadvantages - which are also beyond the scope of this chapter

27 May any price reduction derving from the regulations of the law other than the
pieference according to the regulations of the Property Policy Guidelines be used
1n case of a purchase through the ESOP?

As a general rule No,1t may not

Before laws on privatization (Acts LIII, LIV and LV of 1992) came nto force on
August 27 1992, the effective Law on Transformation [Act XII of 1989, Article
21, section (1)] stipulated that the State trustee orgamization 1s obliged to transmut
20% of the income resulting from the privatization of the property shares of the
given company to the enterprise, provided that the enterpnise was transformed into
an enterprise fiom a self-governing company This amount should form the base for
the obligation that the enterprise 1s compelled to 1ssue employee shares parallel with
the increase of the capital

This latter step can only be executed by companies limited by shares, as law
piescribes  Since the source for transmission of 20% of the purchase price - m the
event of purchase with "existence Loan" - does not exist, that practice took shape,
that the buyer, being the majority owner of the enterprise, waives the amount and
endeavors to assert a part of 1t as price allowance

The obligation of the State trustee organization for the transmussion of this amount,
unfortunately does not exists, because the above mentioned resolution of the Law on
Transformation should not apply to ESOP [3 §] The word "should not apply" does
not mean "does not apply”, so the enterprise 1s allowed to endeavor to attain the
transmussion of the 20% of the ncome The State trustee organization probably wall
only be ready to do so upon the amount 1n question appears in cash as income from
privatization

35



28 What resources can ESOP use to pay the purchase price if it 1s not purchasing
directly from the state assets managing company?

The ESOP-loan with favorable interest rate and maturity can only be appled for, 1f
the ESOP Organization executes the purchase directly from the State trustee
organization Otherwise, the price and terms of payment entwrely depend upon the

agieement between the seller and the ESOP Orgamzation, namely, whether the
seller

- allows payment by instalments and if yes, with what grace period,
- requires own resource and if yes, in what proportion and with what
allowances,

- 1n case of payment by instalments, what securities should be provided

Upon payment in ready cash, in general only bank loan can be required with
standard conditions

If the seller of the property share of the employer enterprise 1s a state owned
company or an enterprise with majority ownership of State trustee organization m 1,
then the State trustee orgamization as the owner - has its interest in this mdirect
privatization, decentralization - can influence the decision of the enterprise
(company) via the governing bodies In the event of an indirect purchase, 1t 1s

therefoie reasonable not only to see the enterprise (company) but the previous
majority owner the State trustee orgamization

29 Can an ESOP Orgamzation obtain loan 1f the owner of the employer company
1s a state owned company or a partially or fully state owned enterprise, n other
words the seller 1s not the state asset manager?

No, 1t can not get As the Law on ESOP prescribes -- similarly to the Exastence
Loan - the condition for obtaining the ESOP loan on favorable terms 1s that the part
of the purchase price paid off from the granted loan on favorable terms, should
directly appear at the State trustee organmization This income has to be fully utilized
to diminish the state debt [15 § (1)]

30 Under what conditions can the state assets manager allow the ESOP
organization instalment payment?

With respect of payment by instalments the Law on ESOP has 1ts resolutions but the
State trustee orgamzation might also have 1its rules Upon sale of the property share
owned by the State trustee orgamization by nstalments, the nterest rate - except of
the interest margin -, applied, equals to the imterest rate on the ESOP Loan (see
Question 24) [15 § (1)] There 1s no rule governing the interest margin on the ESOP
Law It 1s solely dependent on the agreement between the parties This interest
margin, however, remamns under the 4% (as prescribed i the government
resolution) interest margin on the Existence Loan
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The piecondition of payment by instalments 1s that the ESOP Organization must
have 1ts own financial resource Maturity and the grace period are the same as for
the ESOP Loan The guarantor obligation of the Orgamzation (see Questions 44 and
52), the nght of pledge (see Question 77) and the obligation to payment by
instalments of the dividend (see Question 77) 1s applicable 1n case of payment by
instalments

A detailed list on conditions of payment by mstalments (e g, the necessary
guarantees) and preprinted forms are being edited by the State Property Agency and
the State Asset Management Co Ltd and hopefully will be available n the near
futuie

Revenue of the State trustee orgamzation from payment by instalments has not to be
spent on dimimshing state debts

At this point, word of the Law on ESOP seems to be contradictory so that 1t requires
qualification [15 § (2)] of the Law on ESOP stipulates " The conditions of sale on
payment by instalments of the property shares owned by the Sate Trustee
Organization are the same as the ones stated m section (1) except of the interest
maigin " Consequently, there 1s a clear reference to mterest This 1s what [15 § (1)]
stipulates "The interest rate of the credit provided for the purchase of the property
shares of the Sate Trustee Organization must always equal to the interest rate of the
privatization loan (E - Loan)

Furthermore section (1) goes on The State trustee orgamzation must spend all 1its
pioceeds financed by credit facilities on dimmmishing state debt This can be
explamned so that the State trustee orgamization must spend all revenue from
payment by instalments on dimimshing state debt As [15 § (1)] clearly mentions'
proceeds financed by credit facilities and the reference 1n section (2) to section (1)
mentions mterest, [ personally agree with the interpretation , which says that
revenue of the State trustee orgamization from payment by instalments not be spent
on diminishing state debts

This mterpretation 1s important, because the decision of the State trustee
orgamization can probably be favorably modified if 1t can expect revenue 1n cash -
even if 1t 1s received 1n mstalments

31 What is the mmmimum own cash requirement for the ESOP organization to
obtain property share?

As the ESOP Loan stipulates, a precondition of payment by instalments a
quahfication for ESOP Loan 1s that the ESOP Orgamization must have its own
financial 1esource The amount of own financial resource depends on the value of
the total price of the property share, purchased by an ESOP Orgamzation, divided
by the number of participants If this per head average 1s under HUF 5 mullion, the
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proportion of the own financial -esource 1s 2% If the average exceeds HUF 5
million per participants, the proportion of the own financial resource 1s HUF
100 000 -, plus a 15 % of the amount over HUF 5 mullion (1n accordance with [14 §
(4)] of the ESOP Loan and the Act XLII of 1993 that adjusted the above referred
[14 § (4)] on May 12 1993)

The amount of own financial resource, payable by the Organization 1s determined
by the per head value of the price of the property share [14 § (4)] and pnice -
stripes  The calculation 1s easy 1n case of the amount 1s under HUF 5 mullion Then
the amount of own financial resoutce will equal with 2% of the total purchase price
[14 § (4)] regardless the number of participants 1n the Organization

If this price 15 equal with or over HUF 5 million - and this will hopefully occur on
rare occasions - the proportion of the own financial resource will have to be HUF
100 000 - + 15 % of the amount over HUF 5 mullion (in accordance with [14 § (4)]

of the ESOP Loan and the Act XLII of 1993 that adjusted the above referred [14 §
()] on May 12 1993 )

The result of adding the sums up then multiplied by the number of participants 1n
the Orgamization grves the total amount of own financial resource The reason for
this 1s that the only way to get the total amount of own financial resource 1f the
amount calculated on the basis of price - stripe projected to the whole Organization
As the Law on ESOP describes "The amount of own resource - taken as a function
of the purchase price of the property per participant - is to be determined by the
projection to the property share purchased by the Orgamization [14 § (4)]

32 Is it sufficient if the ESOP organization possesses the minimum own resource
stipulated 1n the law?

The amount of own financial resource discussed under Question 31 1s the
precondition of obtaining credit and paymng by instalments However, the ESOP
O1ganization may be required to pay a larger sum - a sum defined 1n percentage of

the purchase price - mn order to submit an acceptable bid or to have the chance for
winning the tender

The state trustee organizations usually demand deposit in cash that might as well
exceed 2% of the proposed purchase price If the Trustee orgamization 15 not
satisfied by the ESOP Orgamization places the deposit at the bank, which 1s to grant
credit but requests to have the deposit be placed with 1ts own account, the bidder

also has to place the amount, which 1s the precondition of the bank for qualification
for ciedit, with the bank

An additional difficulty for the biding ESOP Orgamzation 1s 1if the employer
company belongs nto the category of the first, second or third phase of the
simplified privatization (self - privatization) Should this occur, the practice and
provisions of the overall contract between the State Property Agency and the
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adviso, the advisor 1s entitled to practice 1ts right to demand the fee paid by the
State Property Agency for 1ts services, be paid as cost of privatization in cash

This 1s the reason why tenders on self-privatization determme the amount that 1s
payable as cost of privatization 1n cash, and what proportion of this 1s considered as
deposit Cost of privatization generally exceeds the amount of own financial
resoutce that 1s, as the relevant law stipulates, required as the precondition of credit
to be granted and payment by instalments and which can be paid with compensation
bond The cost of privatization --assuming that the ESOP Organization intends to
bid and won the tender -- has to be obtamned m cash from whatever resource
possible

A main feature of ESOP 1s that own resource should not be provided personally by
participants but on ESOP Organization level It 1s the Orgamzation that has to have
1t presented and paid This amount, nevertheless, has to be collected by the
participating individuals 1f 1t can not be financed from any other fund, usually 1n the
form of advance payment by the company

This 1s why, the deed of association of the ESOP Orgamzation may prescribe
peisonal (individual) contribution obligation as a condition of entitlement for a
quota fiom the dividable property shares but not as a condition of participation (see
points 46 - 49) This contribution per person, sometimes can be so high, - as a result
of the deposit and cost of privatization, as discussed earhier - that 1t can not be
financed without external assistance, support

However, the Law on ESOP allows that support be provided by external natural
petson or legal entity - or by the orgamization 1tself - for the ESOP Orgamization
Other rules govern the division and ownership of property shares paid from this
support and others govern rules on property shares, which are paid from payment by
irdividuals [18 § (6)] (See Question 34 for more details )

33 What regulations apply to the utilization of compensation coupons n an ESOP?
Can the ESOP organization pay 1ts Own resource with compensation coupons?

If the sale 1s conducted by the State trustee orgamzation, compensation coupons are
to be considered at par value - which means par value plus mnterest in accordance
with the law on compensation - and regarded as own financial resource, when
obtammg credit and instalment payment faciliies This means that own financial
resouice, payable by the ESOP Organization - as discussed under Question 31 - can
be provided by the participants 1 compensation coupons, which are received by
them either from the state, or from members of thewr family or purchased on the
secondary market

Furthermore, the ESOP Organization, as well as the ESOP Organization Commuttee

15 also entitled to purchase compensation coupons, financed from own resource
contuibutions of participants mm cash However the best timing to execute this 1s
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upon wining the tender

An ESOP Organization 1s allowed to apply compensation coupons as described
above, as own resource Nevertheless a tender may have disadvantageous
tequirements - e g the prescription that deposit and/or cost of privatization 1s
payable 1n cash In other cases, tenders often require the settlement of the purchase
price in compensation coupons as a precondition for winming the tender It 1s always
the content of the tender, which 15 to be taken into consideration if compensation
coupons wanted to be used

34 Iy the employer company entitled to pay the own resource on behalf of the ESOP
Organization?

The Law on ESOP allows that support be provided by external natural person or
legal entity - or by the orgamzation itself - for the ESOP Orgamization If 1t can not
be fully accomplished, the equivalent of the property shares remaining mn ownership
of the Organization must be registered on the share accounts in the same proportion

[18 §(6)]

A part of, or all of the own resource can be advanced by the employer company to
the ESOP Orgamization Then a balance should be reached after use of the amount,
upon establishment of the ESOP Organization The amount n advance and settling
the balance 15 important for the following reason should the employer company
provide more support to the ESOP Orgamization that 1s over the non-taxable limit
[26 § (4), (5)], 1t will be obliged to pay revenue tax on the support The sum that 1s
pa:d n advance 1s considered as a loan, and so that, the same rules govern the
purchase of property shares financed from 1t, as govern the purchase from loan or
payment by nstalments (See Question 93)

If the support for the own resource 1s financed on the account of profit reserve of
the orgamzation in the form of ultimate asset transfer, participants are obliged to
make provisions m the deed of association of the ESOP Organization freely on the
ownership and possession of property shares purchased form this source Property
shates purchased form this source should remain constantly in the ownership of the
ESOP Organization to enable 1t to exercise its rnight of pre-emption, which can be
financed from the divided of these property shares (See Questions 69 -70)

35 Who 1s authorized to complete the feasibility study? What information should 1t
contain?

The ESOP Organization Commuttee has to have the feasibility study prepared [18 §
(6)] This means that the study has to be completed by someone else but the ESOP
Orginization, possessing a commussion by 1t The person, completing the study can
be an mdependent external expert or advisor of even and employee of the
organization What 1s important, 1s that the study should be professional and answer
all those questions, prescribed by the law, required by the bank granting the credit,
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as well as ate relevant and important from the essence of success of the ESOP

The feasibility study has to contamn - based on the agreement between the seller and
the creditor (or if such agreement does not exist, then based on the would - be
content of 1t) the following information

- the extend of ownership,

- 1n case of a company himited by shares the face value of the shares, which
enable to realize the program,

- whether the financial position of the company, profitability and the
expected profit will make repayment of the credit, or execution of payment
by mstalments and the interest possible,

- what kind of market (business) strategy and business plan 1s the guarantee
for instalment payment

The feasibility study should not be done exclusively for the appointees of the ESOP
Organization Commuttee, m other words for at least 25% of the employees

A version of 1t has to be provided to the owner(s) of the employer company, whose
contribution at the general assembly 1s required as a condition of establishment of
the ESOP Organization As these owners are the seller, whose interest 1s to mncrease
the purchase price, the version of the feasibility study provided to them should
merely show whether the program can be realized or not, but not the detailed
calculation on profitability and the itemized business plan

However, the bank, granting the credit, should be furmished with these latter
documents and calculations, furthermore with the list of orders, data on turnover
and several other pieces of information It provides the reason, why different
versions of the feasibility study should be prepared

36 Is the employer company 1s obliged to provide the necessary data for
completion of the feasibility study?

The company 1s obliged to provide the required data for the preparation of the study
[2 § (4)] However should 1t not happen, the crucial questions are, what remedy to
resort to and when ? Due to the slow proceedings of the Court, the action to protest
at imterest defense orgamzations and at the representatives of the owner(s) 1s the
most eapedient

37 Who 1s to finance the costs of completion of the feasibility study?

Upon establishment of the Orgamzation, the expenses connected to the preparation
of the feasibility study will be born by the Company [2 § (4)] This means that the
company 1s obliged to pay upon establishment of the Orgamization That 15 of
certain that the company 1s allowed to cover these expenses in advance, at 1ts own
mitiative Should this not happen, participants of the ESOP have to finance 1t from
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then pochket

38 When - how many days before the tender - should the organizing commiitee
submut a loan application to the bank(s)?

After the establishment of the ESOP Organization Commuttee, upon preparation of
the fiist veision of the feasibility study the application has to be submutted as soon
as possible Different banks demand different information to evaluate an application
and usually, theie 1s a long discussion process prior to judgment Banks have to
mahe thewr decision within 30 days but if the guarantee by the Credit Guarantee Ltd
18

requested, this period will be 15 days longer

The law on ESOP prescribes "if during the process of sale of assets by the State
trustee organization, there exists the possibility for the utilization of an Existence
Loan "and allows payment by imnstalments" the deadline for the apphication for the
sale of assets may not be less than 35 days" [2 § (2)] The State Property Agency
prescribes a 45-day-deadline - because of the period in which the credit guarantee
can be obtamned Credit application evaluation has to be within the 45-day-deadline
Thus 1s the reason to enter mto connection with the bank urgently

39 What information should the application for ESOP Loan contain?

First of all, the ESOP Orgamization Commttee has to prove that it was
commussioned in accordance with the law (If the ESOP Organization has already

have 1ts founding meeting, all the documents and the judge's order verifymg 1t has to
be submutted )

In addition to this

- the Orgamization Commuttee has to have a feasibility study prepared Its
professional substantiates and the reality for repayment of the ESOP Loan
has to be verified by the signature of the executive body of the Company
The study has to give mnformation on assumable revenues of the ESOP

Organization that would make repayment of the loan and the interest of this
loan possible

-In the event of evaluation outside of the framework of the tender, the
agreement with the State trustee organization on the conditions of sale of the
property shares has to be attached

- There ate several banks, which require a written statement, in which they
request Orgamization Commuttee to undertake joint and several hability for
any future liabilities of the Orgamization - over the granted mortgage and
organizational guarantees, stipulated m the Law on ESOP - and the list of
mortgage the Commuttee offers
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- The Orgamzation committee has to submit all documents relating to the
establishment of the Company, (or of the separated structural organization) to
the financial position, and to the management of the Company (e g,
documents of title, buyers, suppliers, loans) which are to be provided by the
State trustee organization or its representative

40 What are the documents needed for the evaluation of a loan application and for
granting a loan promissory note?

Commeicial banks request the following documents to be provided by an ESOP
Organization Commuttee, on the basis of the procedure of evaluation of applications
for ' Exustence Loan" and for payment by mnstalments - which was approved by the
Ministry of Finance, The State Property Agency, the Hunganan National Bank, the
Association of Banks and the "OKFI" The list - which may vary from bank to bank
- 15 the following

- A written commussion of the ESOP Orgamzation Commuttee, the resolution
of the Court proving registration of the ESOP Organization (or the Minute of
the Founding Meeting proving that at least 40% of the employees of the
company approved the establishment and the overall rules and regulations
governing the Organization)

- In the event of evaluation outside of the framework of the tender, the
agreement with the State trustee organization that states the price (or other
conditions of sale of the property and auxihary services, if any)

- The feasibility study, approved and signed by the executive body of the
Company (or by the separated organizational umts)

The study has to contain a business plan (covering the period up until the matunity
of the loan but for at least for 3 years), mcluding development of production
profiles, lay-off necessary ivestments and operational conditions If needed, 1t
should 1) contan a plan for cnisis management, 2) evaluate future market
conditions (demand, supples, competition), 3) prepare a cash-flow statement 1n
oider to demonstrate that the future financial position will enable the repayment of
credit and the interest, 4) and the purchase price and ownership proportion of the
progiam

Documents 1n relation with transformation

. a detailed asset evaluation and the extract of the balance sheet at
transformation,
. a certified copy of the Deed of Association of the Company,
. a certified copy of the resolution on registration by the Court
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All the relevant documents with respect of operation of the company

. a certified balance sheet based on the last trail balance as well as
balance sheets for the previous 3 years,

¢ accounts payable and receivable (bad debts on a separate list),

. mventory of fixed assets,

a statement of invested assets (ownership title documents),
copies of effective financial contracts, credit contracts, financial

contracts of assets received, and copies of other obligations, (e g bull
guarantees)

Guarantees securing the credit, documents on possible guarantees

. a written statement on undertaking guarantor activity of the
O1ganization, n case of a company has not yet been transformed or in
case of separated structural umts are becoming independent, the
commuission of the State trustee organization allowing the statement be
made if the Organization gets established,

. possible bank guarantee contracts (drafts),

. a request to the Credit Guarantee Co to undertake guarantee of
payment at first call,

. documents of title,

. securities, guarantees of payment at first call

Other documents to be provided as requested 1n accordance with the internal
regulations of the bank

With respect of the written statement on undertaking guarantor activity a note has to
be made the Orgamzation - 1if gets established - 1s liable as stipulated by the Law on
ESOP as a guarantor for all habilities of the ESOP Organization, 1f there are no
other guarantees exceeding the value of the mortgage on the property shares (e g
the guaiantee of the Credit Guarantee Ltd ) So there would be no need for such a
guarantor obligation upon establishment of the Organization

41 What information does the credit promissory note contamn?
The credit promissory note 1s a promussory note made out by a financial institution
to the bidder of a tender that 1s invited by (or of a sales offer made by) the State
trustee organization for the purchase of property shares of an asset, 1t intends to sell
The credit promissory note contains

- information on the bidder, applying for a loan,

- name and description of the property share (stock, business share) for
which the financial 1nstitution 1s walling to grant credit,

- the maximum purchase price, should the actual price exceed this agreed
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maximum level, credit and payment by instalments facilities can not be
utilized (This can also be agreed and accepted under a separate agreement ),

- a certificate, acknowledging the payment of the own 1esource,

- other conditions (eg on guarantees) of the financial nstitution n
connection with the credit

If a formerly state owned Company intends to transform or if - upon request by the
Organizational commuttee - the State trustee orgamization intends to transform the
separated structural umt into an Organization, the financial mstitution will only
1ssue a conditional promissory note This means, that obligations under the
pronussory note are binding 1f a statement for undertaking guarantor activity of the
new organization (contribution to establish the ESOP Organization and a document
proving the registration of the ESOP Organization Commuttee) 1s available and all
the 1equirements - as stipulated on the promissory note are fulfilled

42 What coverage may there be for obtaining the ESOP loan and company
instalment payments? Who are the guarantors?

The financial institution, granting credit or payment by mstalments for the purchase
of pioperty shares and the State trustee orgamization allowng payment by
mstalments 1s entitled to assert the nght of mortgage over the property shares,
1egardless of the fact whether the purchased property shares, are still owned by the
Organization or by participants Mortgage on property shares of pensioners or of
successors who passed away m the meantime, will be abolished If there are no
other securities beside mortgage, the Organization will be liable for all the loans,
obtamned by the ESOP Orgamization and for payment by instalments

On the list of securities, the guarantee by the Credit Guarantee Ltd 1s on the top,
which - within certain himits (detailed under Question 43) - can be regarded as jomnt
and several hability

However, a number of financial institutions are not satisfied by the mortgage on the
pioperty shares of the ESOP Orgamization or of participants - guaranteed by the
Law on ESOP - (which 1s sometimes accompanied by caution money) or by the
guarantee of the Credit Guarantee Ltd , but for qualification for the loan demand the
jomnt and several hability of the Organization, and mortgage being registered on real
estate,

The Organization 1s hable for all habilities of the Organization to the extend of all
assets and equities Participants of the Organization are not liable for such habilities
with thewr private property - except of those property shares and the dividend on
them) which were bought by the Organmization for credit or for payment by
instalments and of which ownership was transferred to participants for payment by
instaiments
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+3 May the ESOP Orgamzation obtain the guarantee provided by the Credit
Guarantee Co on ESOP loan?

That s of certain that the ESOP Organization can obtain the guarantee of the Credit
Guatantee Ltd on ESOP loan from the Credit Guarantee Co which offers joint and
sevetal liability for loans granted by 25 banks and specialized financial institutions
and 40 saving associations The guarantee must not exceed 80% of the amount of
credit plus mnterest and charges, as stipulated 1n the contract, or HUF 100 million
The 1estiiction on the number of full ime employed staff, which must not be more

than 300 - at the time, when the credit 1s granted - does not apply for ESOP
Organizations

Services of the Credit Guarantee Co can be requested by an ESOP Organization mn
case of lack of funds at the time of application for credit and processing this
application by the bank Ths fact will be venfied by the financial institution Credit
guatantee request forms are available at the relevant 65 financial institutions

The form consists of two parts

Part 1 - the qualification of the overall credit undertaking - 1s filled 1n by the
financial institution,

Part 2 - statement of client - 1s filled 1n by the Orgamization The latter part
basically deals with the application for services and 1t 1s an acknowledgment of fees
and chaiges payable, furthermore a statement on qualification for the conditions
stated by the rules and regulations of the Credit Guarantee Co

The decision on qualification for credit guarantee 1s made within 15 working days
The chaige, payable, 1s 1% of the amount of guarantee In case of disqualification
the Ciedit Guarantee Co returns the half of the 1% to the applicant The condition
to start the qualification process 1s to enclose the copy of the document of the bank
transfer to the request form The Ltd evaluates the nisks of the credit guarantee,
with special attention to market conditions, liqudity, professional experience of the
management, available sources for operation

This 1s the reason, why 1t 1s adwvisable to detail in the business plan - besides
mtroduction of the opportunities for repayment of the ESOP loan - sources for
development and financing current assets A condition of undertaking the guarantee
by the ESOP Organization 1s that the Orgamization be the guarantor - as stipulated
by the Law on ESOP and discussed under Question 44 - and the attachment of the
draft of the articles of association or the approved articles of association

A favoiable decision on the credrt guarantee request 1s likely to be made, 1f

- the operation of the Company 1s balanced (and the financial institution
1anked 1t as first class debtor,
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- the 1equired amount of guarantee does not reach 80% (but remains around
50 -60%)),

- the value of secunties required by the financial mstitution or offered by the
Orgamzation reach the amount of the loan and are easy to mobilize, so that
piovide opportunity for the Ltd to mumimize 1ts loss m case of joint and
several liability 1s has to be utilized,

- the amount of own resource exceed the legally prescribed mimimum
amount

- the management 1s also among the participants

44 What obligations does an ESOP organization mean and what benefits result
Jtom an ESOP organization for the company where one has been established?
Why would 11 be the nterest of the other owners of the company
1o encourage such an mitiative?

The part of the public, which 15 generally sensible for negative preconceptions even
if 1t 15 not aware of the domestic and foreign practice of the ESOP, by reading the
Law on ESOP might get convinced that the ESOP Orgamization by obtaiming a part
of the property shares can only negatively mfluence the company Why?

1 Once the employer company contributed to the establishment of the
ESOP Organization, 1t will be responsible as a guarantor for repaying
the credit and for competition of the payment by instalment [2 § (4)]
Certain banks are not satisfied by this undertaking guarantor activity
and the ban on alienation and the right of pledge - guaranteed by the
Law on ESOP [19 § (1)], but demand guarantee of payment at first
call, mortgage, and depositing the property shares obtamned by the
utilization of the loan or sometimes by the own resource
Jomt and several hability and mortgage will narrow the space for
action, which will make financing and hiqudity difficult to achieve
However this statement 1s not only valid for the ESOP but for all
cases, in which property was purchased mamly by the utilization of
loan (E loan)

2 The second argument 1s that the mn spite of the authonzation of the
Orgamzation to transmit funds from before - tax profit to the ESOP
[26 § (4) - (5)] but this amount diminished funds available for
development and dividend after taxation This virtually causes damage
for the other owners but the ESOP, which 1s allowed to pay
instalments from the non--taxed donation, whereas the Orgamzation 1s
still obliged for joint and several hiability
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By the fact that the ESOP-Organization becomes an owner, which has
not only msight into the business deals of the Organization and able to
defend 1ts interest as an owner, but, 1t 1s able to put pressure by its
participants, who mught be the employees

An argument against these declarations can be that employees, who have direct
mterest 1n the success of the business, in the increase of the assets of the
Organization and who are - to achieve all of these - ready keep back therr demand
for wage increase - represent such a value for the management and for the other
ownets, which will worth facing the disadvantages, outhined above

Funds tiansfenied, before taxation, for competition of repayment and payment by
instalments obligations are more favorable for the Orgamization with respect of cash
- flow than should these amounts be paid exclusively from dividend Methods, to
balance the advantage of the ESOP Orgamnuization with regard to the fact that 1t
acquues a sum from the after - tax - profit to can be found (the 1ssue of special
stochs, dividend preferences etc ) However, the emphasis 1s on the mutual interest

of the of the employees, notwithstanding compensations, which targets the success
of the company

Interest of the employees, indeed, prevails only in favorable conditions and
indnectly 1f the cooperation of the owner - employee 1s provoked by the structure
of the whole (or parts of the) Orgamization However this demands a deliberate
structure-building and -operational conception, furthermore practice of the
management, which 1s accomplhished slowly

Well 1t 1s advisable for the management of an Orgamization, which 1s partly owned
by the ESOP, to take into account that the ESOP 1s not only a way for employees to
obtain property, and not only a burden for the management but also a mean for the
venture to be successful, and the utilization of this source solely depends on them

ITIL. Participants

43 Who can participate in the ESOP during the preparatory period?

During the preparatory phase of the ESOP everybody who 1s employed at a joint-
stoch company, a limited habihity company (below as Company) or a state owned
company registered i Hungary may participate [Article 1 section (1) and Article 1
section (5)] Exceptions are the financial mstitutes and the msurance companies, to
which the ESOP law does not apply [Article 1 section (6)] The employment
requued for participation does not mean occupation as well, that 1s, 1t also includes
those who are serving in the army and who are on a matermty leave But those are
excluded, who have a mandate contract with the company or who have any other
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connection (a legal connection with the purpose of fulfilling some work) with the
cecmpany

It at least 25% of the above mentioned employees decide to obtain property shares
in the employer company, or in the company formed of a state owned company or
of one of 1its separate organizational units through the ESOP, they may appoint - or,
i they wish to give a legal form to the immitiative, they must appont - a three member
ESOP o1ganizing commuttee for the preparatory tashs

The pieparatory phase ends with the founding assembly of the ESOP organization,
which all the employees of the company may attend The support of 40% of the
employees 1s needed for the establishment of the organization [Article 4 section
(3)] But if an employee wants to participate in the ESOP, that 1s, he wants to
become a participant of the ESOP organmization, his vote in the question of the
establishment of the ESOP organization is not enough These conditions are treated
1n the answer to question 46

46 Who are eligible to participate in the ESOP, and who can be the participant
of the ESOP organization at the time of its establishment?

Aa employee 1s ehigible to participate in the ESOP, 1e¢ become a participant of the
ESOP oiganization 1if the company employs him at least m half of the official
wothing hours, and he has been employed at least for six month - mcluding the
service period at the company's legal predecessor The statutes of the ESOP
or1ganization may stipulate a longer service period than six month as a condition of
eligibility, but this period may not be longer than five years [Article 1 section (2)]
Thus 1t 15 mmportant that all the employees of the company should have the
opportunity to look at the draft statutes, and to express thewr opmmuon about its
cortents makhe proposals for amendments to the orgamizing commuttee of the ESOP
at the founding assembly or even before that

47 Do the ehigible participants automatically become participants of the
organization?

['o become a participant of the ESOP organization 1t 1s not sufficient to be eligible
A witten statement about the willingness of the eligible to participate in the ESOP
needs to be submutted to the organizing commuttee prior to the establishment of the
organization or to the board of the orgamzation after the establishment of the
orgamization [Article 1 section (3)] Those employees, who are eligible to
participate in the ESOP according to the accepted statutes, can waive their right

onlyv by a written statement [Article 1 section (2)]
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48 Can paiticipation in the ESOP organization be denied an employee of the
compam who 1s eligible and who declared 1n writing his wish to become a
participant?

Paiticipation cannot be denied fiom an employee, whose service period at the
company 1eaches the time stipulated 1n the statutes, which had been accepted by the
genelal assembly of the ESOP organization as the condition for eligibility, and who
declated 1n witting his wish to participate [Article 1 section (1)~(2)] The ESOP
otganization can stipulate conditions mn 1ts Statutes, regarding who out of the
eligible peisons and 1n what extant may participate from the shares, after they have
been 1eleased and ready to be allocated These stipulations are also valid for

participants jomning the organization after its establishment and for those, who were
members 11ght form the start

49 Does an employee joining the organization afier its establishment have any
disadvantages?

Joinmng the organization must be allowed, 1t 1s - as we could see in question 48 - the
subjective 11ght of the employee At the same time the law allows the possibility that
participants jomnming the orgamization later may have certamn disadvantages at the
distribution of the property, 1e, participants, who paid the cash payment at the
founaation of the orgamization may have proportionate advantages Although the
ESOP law does not directly stipulate, that employees jomning the organization later
must receive a portion of the shares already paid off and thus freed up for
allocat.on, the spint and context of the law implies it The only aim and meaning of
participation 1s to acquire property, and the basis of this may not be the amount of
the own resouice payment - a relatively small amount compared to the property
purchased by the orgamization It should be rather the proportion of contribution to

the piofit, as the employer company's profit 1s mostly the only source for the
fulfilment of the instalment obligations

The snpulations of the ESOP Law regarding the allocation of the property shares
(see the answer to question 68 ) may include many conditions, but one should not
forget the experience of foreign countries, which says, that if the majonity of the
emplo,ees are not participating in the organization and/or are not getting shares
from the property, than there may be conflict among the different employee groups,
which will affect the operation of the company, hinder 1ts market success, and the
commitment to 1ts profitability (see question 44 ) Therefore such conditions are
reasonable, 1egarding joning and allocation, which encourage the employees to join
the o1ganization and thus to become owners of the company

50 Is 1t compulsory for all the employees of the company to become participants of
the ESOP organization?

Of couise not but 1t 1s advisable First of all 1t 1s advisable because participation
the ESOP o:gamzation enables the acquisition of such property (shares or business
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shaies) and dividend-income, which non-participants do not get, which they may
obta n under much less beneficial conditions But participation 1s not only the
e nplov=e's mterest The company should also aim at all its employees eligible
beccming member of the ESOP The interest to increase the company's property and
1evanue (the participants), and the interest only in compensation (non-participants)
mas tesdlt 1 such tension between employee groups, which damages the
cocperation within the company

51 Can an employee remain participant of the ESOP organization if his
employment terminates?

No Upon termunation of employment, the Employee looses his right to participate
m the ESOP [Article 1 section (4)] This does not mean, that the employee looses
everything in his ownership he obtamned through the ESOP He looses the nght to
acquue further shares after lus termination Upon termunation the orgamization must
setile accounts with the participant according to the ESOP Law and the Statutes of
the o1ganization

32 4ie the participants of the ESOP organization responsible with their own
income and/or private property for the liabilities of the organization?

No the participants are not responsible for the habilities of the orgamization with
then own property, as the organization 1s responsible for 1t with its entire property
[4utcle 13 ] This property 1s usually the value of the shares purchased by a loan or
w.,t mnstalment payment by the orgamization So that the banks should, in spite of
this gove credt, and the vendors allow instalment payment, the law stipulates the
nandatory warranty of the company 1n case of the establishment of an ESOP and 1f
there ate no guaranties other than the pledge (eg the guarantee of the Credit
Guaraatee Inc )

Sh uld there be lack of sufficient profit, the participants, in spite of the warranty (or
the immediate paying guaranty and mortgage on mdividual real estates, assets of the
compeny requited by the bank), may be forced to make a decision m order to keep
the comoany existing either they donate own resource payments to help the ESOP
oizamzation's instalment and interest payment, or they decide the termmation of the
o1ganization to protect the company, which 1s their place of employment In the
la* er case the banks are paid with the released and not yet released shares (business
s™a:cs)

The decision of the participant to donate money for the nstalment and interest
pavment from his own private ncome, may only be a voluntary decision It 1s wise
to mclude a 1egulation 1n the statutes or make a decision at the general assembly,
which encowmages the participants to make such a donation

The nteiests of the creditor bank and, in case of instalment payment, the State
Trustee Organization are protected by the night of pledge and alhienation prohibition,
which apphies to the paid off and allocated property shaies i the ownership of the
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participants as well [Article 14 section (2) and Article 19 section (1)] Thus the
part cipant 1s only responsible with the shares already paid off, allocated and
tiansferred into his ownership [Article 13 and Article 19 section (1)], and with the
dividend on these shares [Article 14 section (3)]

33 1l the shaies purchased through the ESOP become and remamn in collecine
o, coslup o in private ownership? How will the property shares purchased by the
} SOP orgarization be transferred into the ownership of the employees?

The whole backgiound theory of the ESOP Law 1s based on the concept, that the
propeity puichased by the ESOP orgamization which had been established by the
company's employees - and which organization 1s proceeding 1n 1ts own name as an
independent subject, but 1 the nterest and favor of the participants as beneficiaries
duiing the entire process of obtaiming property -, should not remamn collective
propetty, but become as soon as possible the private property of individuals with all
propuietary nights It 1s a basic principle, that the shares, which can be credited to the
shate accounts of the participants or transferred into their ownership during the
process of paymng the purchase price or the instalment payments, should be allocated
among the participants at the general assembly according to the statutes The rules

ot the allocation are stipulated by the participants themselves within the frame of the
ESOP Law

The patictpants may, of course, decide to keep together part of the shares (business
shates) which can be allocated to them, as a collective, but any time allocable
ptopen 1f 1t 1s teasonable They have the exclusive decision making nght The
mamn aim 1s to give property and connected nights to the participants as private
enuties But depending on the resources utihized for the purchase of the shares and
the 1epayment of the credit or the instalment payment there are different rules
apphving for the allocation and the proprietary nghts These are stipulated by the
ESOP Law and the statutes of the ESOP orgamization As you will see m the
answels to questions 76 to 83 there are mandatory regulations stipulated by law
regarding these questions, and there are regulations which may be decided by the
statutes of the organisation or as a resolution of the general assembly of the ESOP

IV. The Statutes and the General Assembly

54 Ik are the statutes of the ESOP orgarization important? Can the participants
freely stipulate 1ts regulations?

The Statutes 1s the most important document of the ESOP organizations,it can be

cons dered as a constitution Article 9 of the ESOP Law enlists all items which the
Statutes have fo regulate but 1t many aspects 1t allows free interpretation of the
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1egvlations This freedom, however, often makes the participants feel that they have
a 11ght to develop solutions, which do not coincide with the Statutes, but which 1s
wcu'd not be in Line with international practice It 1s not at all sure that all those
solutions which aie legal are useful and helpful for the ESOP orgamzation/and or
tne emplover company there ate of course several alternatives, which are not
aganst the law most probably local interests and pressure groups will decide the
most 2ppiopiiate ones

55 What are the mandatory requirements of the ESOP Statutes?

The Statutes of the Organization must specify the following

a)

b)

¢)

1)

k)

1)

name, objective, domucile of the Organization, and the name of the Company
whose property shares were purchased by the Organization,

name of the organization's representative,

the mode of summoning the general assembly, 1ts quorum, the procedure mn
case the general assembly does not reach its quorum, the mode and
conditions of exercising voting rights,

the number of members of the Executive Body, the mode of their election,
their scope of authority, and the duration of their activity,

the manner and amount of payments effected by the participants,

tre mode of transferring the property shares from the ownership of the
O1gamzation to the ownership of the participants, and the principle of their
allocation,

the rules for repurchasing the property shares which are already 1n possession

of the participants, and the mode of exercising the nght of first refusal
case of their sale,

the mode of announcing decisions,

the regulations concerning the affihation of Employees with the Orgamization
after 1ts establishment,

11ghts and responsibilities of the participants,

the rules of alienating (selling) the property shares remaiming i possession of
the O1ganization after repayment of the credits and mstalments,

the principles of distribution of assets 1 case the Orgamization ceases to
e\ist,
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m)  amthing which the participants which to regulate 1n the Statutes
36 Whut 15 the role and scope of authority of the ESOP general assembly?
The supteme body of the Organization 1s the general assembly,which consists of all

the participants of the Organization
The following belongs to the exclusive scope of authonty of the general assembly

Establishment and modification of the Statutes,
- Determination of the annual budget,

- Election and recall of the Executive Body, and determination of the salary of
1its membeis,

- Apptoval of the annual report of the Executive Body,

- Determmation of the extent of property shares transferred into the possession
of the participants,

- Decision about the approval of the conditions of taking credit and of
instaiment payment and about everything which Statutes remit to the
exclusive scope of authonty of the general assembly

The above 1tems are those which according to the law belong to the exclusive scope

of authority of the orgamization Apart from these the Statutes can give several other
respcnsibilities to the orgamization such as

- determination of the roles and responsibilities of the Executive Body,

- approval of the Organization's basic regulations,

- appointment and approval of a Steering Commuttee,

- decision on selling or retaining shares repurchased by the Organization,

- ening orders to the representative of the orgamizathon how to exercise
voting rights on the employer's assembly (what decision to take concerning

the different agenda items),

37 How ofien, when and how must the general assembly of the organization be
summoned?

The gereial assembly must be summoned as needed, but at least once a year The
general assembly must also be summoned 1if the court so orders or 1f one-third of the
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membeis - or a smaller number of them specified in the Statutes - wishes to summon
1t while pomnting out the reason and objective The admimstrative body of the
organizition summons the general assembly 1s summoned by sending out wntten
mnvitations The invitation letter should contain the date, location and the agenda of
the assembly In addition to the onginal agenda indicated new agenda items can be
discussed 1f all participants are present and agree unammously

The Statutes should also determine cases, when the Executive Body 1s obliged to
summicn the general assembly, for mnstance,

if court, or the ESOP law 1n force or the Statutes require the Executive Body
to summon 1t

- if the organization cannot meet 1ts payment obligations,
or 1f this would endange: the employing organization,

- if one-third of the members or a smaller number of them specified 1n the
Statutes) wishes to summon 1t while pointing out the reason and objective,

- if the Steering Commuttee formed 1 line with the Statutes imtiates 1t,

- if the number or mix of the Executive Body, due to some changes 1s not in
line with the Law or the Statutes,

It 15 advisable to give the mwvitation personally or by mail - and ask for a wntten
evidence of receipt The letter should be sent timely to allow enough time to
summon the general assembly If the employer 1s a limited hability company,
the deadlines will be shorter to allow for a potential repetition of the meeting
ot the general assembly (within 15 days) Apart from the sending the
invitation letter other channels of communication could also be used
(billboard, newspaper of the organization, or company)

38 Cun the general assembly be held in the form of a partial assembly, and in what
cases should this form be used?

The general assembly, apart from the first general assembly, may be held in the
form of a partial general assembly 1n the way regulated in the Statutes Partial
genetal assemblies may be held 1n those large companies with many outlets where 1t
would be difficult for a sigmficant number of staff to take part in the meeting
Regulauons regulating the partial general assemblies should be in line with the
general assembly regulations and should allow that partial general assemblies be
held parallel the quorum should be counted separately The Statutes should exclude
the poss.bility of adding on further items on the agenda within the frames of the
partial assembly
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39 hen does the general assembly have the quorum and what are the regulations
regarding its chairmanship?

The eneial assembly has the quorum, if the majority of its participants or the
1eptresentat ves of 1ts participants 1s 1 attendance The authorized person can be a

member of the oiganization or any one else The authonzation should be registered
offic.ally

If the eneinl assembly does not have the quorum a new general assembly has to be
summoned Concerning the agenda items,the new assembly will have the quorum,

independently of the number of participants The new general assembly should be
summoned for a date (min 5 max 10 days)

In the general assembly participants will vote either personally or through an
authorized person The resolutions of the general assembly have to be voted openly
with simple majonty According to the law members of the executive body (the
selected members, since not more than one-third of the members of the executive
bodv could be delegated by the employer company), the general assembly will vote
thiough a seciet ballot The statutes can also demand secret balloting 1n other 1ssues
as well

The Statutes can require mstead of simple voting majority a two third or three
quarter majorty in all questions This can be for instance an item modifying the
Statutes o1 a decision to termunate operations of the orgamization after repayment,
before all the shares are handed over to the participants, etc

60 May the statutes of the organization be amended?

It 1s presumable that there will be several occasions during the operation, in which
the modification of the articles of association will be required Adjustment of the
articles of association -- as thewr completion -- 15 1 the exclusive power of the
general assembly An adjustment, if approved by the general assembly, has to be
announced to the Court of registration within 30 days after the general assembly
meet:ag The Court 1s entitled to refuse registration, if the adjustment 1s mconsistent
with the 1elevant law

61 What voting rights and how many votes do the participants have
at the general assembly of the meeting?

It 1s wise to stipulate -- as a principle -- i the articles of association, that all
pacticipents of the general assembly are entitled to vote and a mmimum of one
numbet of vote 1s due to everybody However, regarding the number of votes of
parucipants the articles of association may include several versions This offers the
chan.e to mahe a selection on the basis of expedience, since the Law on ESOP does
not give a method for it Here 1s a list -- with explanation -- of some of these
altematives On the basis of international experiences, the first three seem to be the
most advantageous
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. Participants of a general assembly are given one vote on each 1ssue on the
agenda This 1s not the best option, because 1t 1gnores the proportion of ownership,
namel, that as a result of payment of the own resource, (and later, at payment by
mstalments and at distributing the property shares) miscellaneous amount of
property shares can be owned by different participants Since a part of the decisions
of the general assembly directly effeCts shares, owned by participants, such an
alrerntrve which gives one vote for each attendant 1s not advisable

2 At the general assembly meeting the executive body calculates the total
aamber of shares that have been transferred to the participants of the ESOP and the
numbe: of those shares, which could be transferred -- 1f all conditions are unaltered
(number of participants and their composition, etc ,) -- to participants The numbers
cfvotes equal to the total number of shares

This solution employs the principle that the number and composition of the ESOP
organization are changing It considers the potential to obtamn those property shares,
which aie still owned by the Orgamization but their distribution depends on the rule
of allocation

Parallel with the night of vote associated with shares owned by participants, the
axecutnve body takes the right of vote associated with shares that are owned by the
organization, mto account 1n such a manner -- 1n the process of determination of the
numnoet of votes due to each participant -- that 1t applies the rule of the relevant
1esoluuion of the articles of association

This means that they regard these shares, as if they were to be distributed to the
partic'pants at the time of the general assembly 1s taking place This 1s, nevertheless,
a theoretical distribution because that 1s absolutely not sure that these figures will
apolv at the end of payment by mstalments

At the general assembly meeting 1n case of vote on internal affairs of the
Orgenization (e g, the modification of the articles of association, election of the
aximbers of the executive body) applicants should have only one vote Should other
questiors arise the determination of the total number of votes should be as follows
The number of votes, already transferred within the framework of the ESOP to the
part.cipants, should be added to the number of shares, which could be transferred --
1t all conditions are unaltered (number of participants and their composition, etc ,) --
to parnicipants The number of votes equals to the total number of shares
This alternative merges the above two ones, therefore constitute the best and most
fle 1ible way of operation -- as imternational experiences show -- despite the
peiceoniion that complex registration and combination methods should be appled
However this method 1s easy to follow by using a computer software Except of
guestions 1n which vote follows the rule of "one participant -- one vote" principle
theiz imght be a need for ballots, which should be handed over upon the participants
ate « /mmg the attendance sheet Though authorization 1s also have to be taken mto
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4 Attendants are given the right of vote in accordance with the executed
payment of own resource

This selection -- even 1f 1t 1s applied sometimes -- 1s legally inadequate, because 1t
means that those who jom the Orgamization after 1ts establishment, would have no
nght of vote Should the number of votes at the general assembly be connected to
the race value of the property shares of the participants, this would assume a fix
number of participants within the 10-year repayment period (if there 1s no change
1n the number of participants compared to the time of establishment of the ESOP,
and 1f there 1s no change 1n other conditions and further distribution would be based
on 1 accordance with the executed payment of own resource

This 1s however, mmpossible, since there can be several reasons, why the
employment of an employee ceases (Note participants of the Organization have to
be employed by the employer company) Application of this alternative would
soonet o1 later concentrate the right of vote in the hand of a small group

5 Attendants are given the right of vote in accordance with the number of
pioperty shares transmitted to members of the ESOP

This option 1s -- even 1f 1t 1s applied sometimes -- legally inadequate too, because it
meens that a number of participants would have no right of vote The reason for this
1s that this alternative considers exclusively those shares, which dad been given to
participants, but not those which are still owned by the Organization

This alternative means preference for those old members of the Organization, who
had aiready have the chance to obtain shares (by the payment of own resource and
executing payment by mstalments) and disclose those new members from making a
decision over the affairs, who have not been given shares by the Organization

62  ho 1s authorized to represent the Organization vis-a-vis third party, the Court
and other authorities?

The name of the representative of the Orgamization 1s mcluded mn the articles of
association Adjustment of the articles of association 1s an exclusive right of the
geneial assembly This explains the fact that the representative of the Organization
can be elected by general assembly from among the members of the executive body,
o1 -- 1n accordance with a resolution of the article of association -- it can be the

president of the executive body, provided that the president 1s also a member of the
Organization

63 What rules govern the establishment of the executive body?

A member of the executive body can be any natural person, who 1s not forbid to be
active m public matters They can be elected or delegated At least two-thurd of the
members are voted for by ballot, and maximum one-third 1s delegated by the
emmployer company Mimmum the half of the number of members should be elected
from part.cipants Members are elected for a determined period of time, but this
time frame should not be the same for all of the members, 1n order to avoid the need
to 2lect the whole executive body at once and to secure that there are always

58



experienced members 1n the body

The executive body can have, together with the elected representatives of
participants and the delegated representatives of the employer orgamization, not-
participating elected members For instance, the bank, granting the credit, may
requiie to appoint a not-participating person However, that 1s of certamn that these
candidates should be elected by ballot voting

It 15 the responsibility of the of the executive body to keep track of any change in
the constitution of the executive body, and to take the necessary steps if any
proportional change violates the disciplines of the ESOP

6+ What 1s the scope of authority of the executive body and what 1s the duty of iis
members?

A resolution on powers and duties of the executive body has -- or advised --to be
included 1n the articles of association (and in the operational statutes, 1f any) Here
are some of the most important ones

The executive body should
- should set up the operational orgamization of the ESOP Orgamization and
conduct 1ts operation,

- prepare and conclude contracts of sale, contract of credit, contract of
payment by mstalments and other relevant contracts,

- heep record of the mcome of the Organmization, prepare the books and all
statutory reports, listed in the Accounting principles (Balance Sheet ),

- orgamze and call the general assembly of the Orgamization if 1t 1s
mandatory i accordance with relevant resolutions of the articles of
association, or when it 1s needed The executive body should conduct the
meeting consistently with rules and resolutions of the articles of association,
furthermore, announce its resolutions,

- declare the resolutions of the general assembly in the form of an
announcement in order to inform all participants and give opportunity to
apply his night -- guaranteed in the Law on ESOP -- to appeal against
unlawful resolutions,

- guarantee the right of mspection of minutes of the general assembly and
that attendants are free to make copies of 1t, at their own expense,

- inform those employees of the employer company who got entitled, mn

accordance with the articles of association, to participate in the meeting and
ask them to declare their intention to participate,
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- keep recoid of the participants of the Organization,

- montor the share-accounts and inform participants on the face value and
1ate of shares on the share-accounts,

- prepate and announce the budget for the general assembly,

- ptepare the annual report on the performance and of the Organization of on
the 1ts own performance,

- orgamize and coordinate repurchase of shares and their sale (on the integral
shock market),

- outline 1ts own proceedings,

- prepare and announce the operational statute of the Oiganization to the
general assembly,

- continuously apprise participants of the Organization on the deals of the
employer company, provided that this information 1s not strictly confidential

65 What responsibilities do members of the executive body have?

Members of the executive body are responsible to the extent of their own property --
which correspond with resolutions of the civil code for illegally caused damage
They ate 1ehieved form this obhigation 1if they prove that in the given circumstance,
the, acted as they would have been expected to act It 1s worth payng attention to
this 1imvportant resolution, because, often tremendous value of asset 1s being managed
by the executive body Members of the body, the participants, might as well assert
then ownership nghts -- to the extent of their full private property too This 1s the
reason why 1t 18 wise to share the responsibility of decisions -- parallel with
sufficient information -- with the (owner) participants of the general assembly

66 Is 1t reasonable to set up a supervisory Committee?
The general assembly 1s authonzed -- with respect to the relevant resolutions of the
articles of association -- to set up a supervisory board to help and control the work
of the executive body It 1s sagacious to include details on the size of such a board,
election of its members, authority and its activity, partly into the articles of
association and partly mnto the operational statute

67 What are the rights and responsibilities of the participants?

Duties and obligations of participants have to be recorded in the articles of
associatron in consistence with Para 9 of the Law on ESOP, but 1t should be dealt
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i details under this question Here are some of the most important ones

- partictpation, right of vote at the general assembly, appeal on Court against
unlawful resolutions,

- demand to have a shaie-account be opened,

- taking shares mnto possession, for which a participant paid from the
utilization of his own resource and executing all rights, - without limutation -
attached to shares (right of vote, right for dividend, and right of sale),

- parallel with executing payment by instalments, participants are entitled to
receive those shares, which got divided mn compliance with regulations of the
articles of association and the decision of the general assembly, -- provided
that these are already included on the share-account and restrictions under
[14 §(3)] and [19 § (1)] of Law on ESOP are met,

- parallel with executing payment by mstalments and obtaining the shares,
participants are entitled to assert their right of vote,

- execution of nghts attached to shares and power of disposal to the extent of
shares listed on the share-account or shares received in case of retirement
death and termination of employment,

- execution of right of pre-emption of shares (in the order, which 1s
determined by the Law on ESOP), which were repurchased by the
Organization,

- demand the final settlement upon the Organization ceases to exist,

- the participant 1s hable -- to the extend of shares (deposit, restriction on
sale) acquired by payment by mnstalments or financed from dividend -- for the
existing hiabilities of the Orgamization, as prescribe in the Law on ESOP
Participants are not hable to the extend of theirr own property -- beyond what
has been said above -- for the hability of the Orgamization

68 What should be the rules concerming the allocation of the shares purchased
by the ESOP with credit or with instalment payment be like?

This question 1s not governed by the Law on ESOP This 1s solely dependent upon
the agieement of participants (See [9 § f] of the articles of association and [7 §
(2)e] of resolution of the general assembly ) Theoretically, all rules can be applied,
which aie voted for by the majonity of the participants (or of the proportion
prescribed by articles of association

>
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How over mternational experiences reveal some general pnnciples, which are
reascnable to be kept 1n focus when the articles of association or resolutions of the

gencidl assembly are bemng drawn up It 1s recommended to consider the fact that
the £SOP 1s an Organization that (as a commumty) produces the fund to be divided
to taciitate payment by instalment of individuals This leads to private property
This p 1vate property 1s not only valuable for individuals but for the Organization,
bec tse 1t will result in mnterest of medium and long term profit

Co~se quently, contribution to total production (profit) should be the basis for
division

In an ESOP Orgamization the source of interest payment and of payment by
instalment 1s the profit of the Organization, which -- to 20% of the before-tax profit
[26 § (4)~(5)] -- can be utilized without tax-obligation as a dividend due to the
owner Thus 1s the reason, why the contribution to total production (profit) should be
the measure for division However, 1t 1s evident that there 15 no exact measure for
this tough a certamn combination of the wage and the time, spent at the company,

could give a relatively good basis Wages at a prospering company in the market
should evaluate performance

Whan considering the tume spent at the company -- what could be a basis of division
for a certain proportion of the total number of shares -- working experience, and
perscnal connections (which can be used in the interest of the company) could be
honoted When considering the time spent at the company, effort to increase the
assets of the company gets acknowledged too

Furthermore, 1t 1s reasonable to divide a certain (small) part of the property shares
among participants on the night of being a participant, because, in this way a chance
1s ¢ 1en to those employees, who were not able to take part in the process of profit
makiny -- due to reasons, beyond their control

Theie ate countries, in which (e g, the USA) the Law on ESOP stipulates so called
"rules of honeis" with respect of division of shares This prevents certam groups
from acquiring too big "shices of the cake" (as a result of the allotment, the
proportion of the smallest and the biggest shares can not be bigger than the
proportion of the lowest and highest wage on a per year basis, or an another rule
managers or employees with high wages together can not receive more than one
third of the divided property shares Etc )

The primary basis for division should not be the own resource, (ESOP loan own
1e307uce of the payment by instalments) paid upon establishment of the ESOP

Ev2n if these payments, which enable the ESOP Organization to submit a bid for
the tonder places enormous burden to the participants, 1t 1s fair to honor --to a
certamn extend -- this action The way of appreciation can be e g, the distribution of
10 - 20°% of the dividable shares of a year on the basis of those payments
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I* 15 extremely unfair to distribute property shares on the basis of mitial payment, 1f
it did not exceed the minimally required 2% of the purchase price Such actions
viclate e g, the "rules of honers" of the British and of the Umited States Law on
cSOP There are two reasons for 1t

1 The first one 1s that 1n return of minimal cash, 1n a situation, which 1s free for
wdnidual nsk disregarding contribution to total production (profit) guarantees
multiplied equity to the participant (as payment by instalments 1s executed form the
non-taxed contribution of the Orgamzation and from the dividend, guaranteed by the
suarantor activity of the Orgamization)

2 Secondly, this principle promises that the participant will recerve 10 times
the mtial investment, though this 1s true, if the participant 1s a member of the
Orgamzation and an employee of the company until the maturity of payment by
mstalments’ obligation

In this way, the dividable property would be concentrated in the hands of a smaller
and smaller group provided that until the maturity of the obligation more and more
employees leave the company

Fahei, necessary voluntary payments during payment by instalments should be
kouored

Should there be a need for additional payment during payment by mstalments due to
difiiculties, voluntary mndividual payments might be required to maintain the ESOP
process This 1s, of course, settled by donating property shares with equivalent value
o1 the payment However 1t 1s reasonable to honor to a higher extend this sacnfice
by e g, a certain proportion of property shares might be donated or registered on the
<“g1e-account on a " one for two" basis

69 What rights and responsibilities do those have, whose employment at the
employer company terminates or who terminate their participation in the
organization and remain employees of the company?

L pon termination of employment, the employee loses the right to participate in the
ESOP [1 § (4)] but certain nghts and obligation will supersede, depending on the
valise of termimation

A 1etuing employee, and the perpetuate of one who passed away, 1s entitled to get
those shares (business shares), which were purchased by the Orgamzation on
} aviment by 1nstalments or by the utilization of loan and got mnto the property of the
participant by repayment These property shares will be freed from the restriction on
-alc night of pledge and admimistration night of the Organization, which normally
. pue upon full completion of payment by instalments Nevertheless, the
o1eamzation will -- until the end of the repayment peniod -- maintain 1ts right of pre-
emotion [19 § (3)], which 1s governed by the provisions of the Civil Code
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Ther2 » a need for further explanation of the Low on ESOP Property shares,
me .t1oned n the paragraph above raise the question of whether a retining employee,
and "' ¢ perpetuate of one who passed away, are entitled to recerve dividend”? In my
readiry yes he/she 1s, because administration right of the Organization and all the
othei 1ustrictive 1esolutions cease to exist in the event of retirement and death

Howevet a counter-argument can be the words of [14 § (3)], which says "The
profit {dividend) of the property shares purchased by utilizing credit or payment by
mnsta ment 1s to be spent on repayment of the current debt This 1s the guiding
piinciple in the process of repaying instalments

In ant other cases, if the employment / participation 1s terminated, during the
rep~vment period for any other reason, the Orgamization 1s entitled to repurchase the
sha.c; already owned by the participant within 6 months from the termination The
ex-participant 1s obliged to allow repurchase of property shares at a certain value,
defired in the articles of association In case the participant unlawfully discontinues
his  hzr employment, or the employer initiates termination by a special notice, the
O1z1r1zation may pay the purchase price in mstalments within five years [19 § (3)]

In othor cases of termination of the participation -- which include termmation of
part.c pation, whereas the employment 1s not terminated -- the Orgamzation 1s
ent'tied to pay the purchase price n instalments within two years [19 § (3)]

If the Orgamization does not exercise its night of redemption, the ex-participant 1s
nct entled erther to sale the property shares, he / she obtamned in the process of
repayvrrent, because, until fulfiling the obligation of repayment, shares are under
1esticuon of sale, night of pledge and are being managed by the Organization [19 §

(D]

Thei= 1s a need for further explanation of the Low on ESOP Property shares,
mentizned m the paragraph above raise the question of whether an ex-participant 1s
ent'tled to recetve dividend? In my reading, no, he /she 1s not because
ad mstration right of the Orgamzation still in effect, even 1f 1t does not influence
rights ansing from stock ownership Anyhow, [19 § (3)] of the Law on ESOP (as
quoted before) provide feedback for my explanation

~0 {4t what purchase price should the ESOP organization exercise its repurchase
righi» What should the schedule of the instalment payment of the repurchase price
be?

As *ha Law on ESOP stipulates, the repurchase price has to be defined for the
O geaization, which intends to utilize its nght of redemption, m the articles of
asso. ction This can not be less than half the market price However, 1t would need
specta’ consideration whether 1t 1s clever to fix this value for the entire period, or
not [le 1eason for this, 1s that as the end of the repayment period 1s comung closer -
- wit~ the promusing expiration of the night of pledge, restriction on sale, shares will
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bz more valuable than before Consequently, repurchase price should be determined
i <uch a manner to allow floating

W nen deciding the purchase price, which should be lower than the market value, the
fact should be taken into account, that the Organization 1s not authorized to perform
¢’ et activities but what 1s stipulates in the law Accordingly, the Organization 1s
nc entitled to sell the repurchased property shares for higher value, because this
would be considered as business activity

It 15 extremely important to be very thoughtful when this pont, but especially a
pa:;agiaph on undertaking repurchase obligation, are being included into the articles
or association, due to lack of funds of the Organization It should be considered that
11e 1epuichase price be set lower 1n case the participant unlawfully discontinues his
creployment or the employer terminates the employment by a special notice, than 1
c~s2 of the termmation 1s a result of an another reason, (except of retirement and
dzcth)

However 1t 15 justified to prescribe m the articles of association that the repurchase
piice 1s settled i fixed proportions (e g, same amount m each year) The
O1 zanization might as well undertake interest payment but as there are no relevant
#solutions in the Law on ESOP contractual obligations will be binding n such
coses

71 What are the conditions for selling the repurchased property shares?

1t 1> not requested to sell repurchased property shares However, 1f the orgamzation
1t>nds to sell them (see question 69), employees of the company (non-participants),
~c ~icipants and the members (shareholders) of the employer company -- mn this
oi.¢e1 -- have the nght of pie-emption

.2 ertheless, restriction of sale, right of pledge (of financial mstitutions granting
ciedit asset management orgamzations, allowing payment by instalments) and the
rcmimistration night of the Organization on repurchased property shares will not be
Liberated until the Orgamization has hability or payment by mstalment 1s fully
accomplished [14 § (2)]

Fi:thermote, the relevant resolution of the Law on ESOP has to be met, which
states that the profit (dividend) of the property shares purchased by the utilization of

¢ edit or payment by mstalment facilities -- and repurchased property shares are also
11 thes group -- has to be spent on repayment of current debts [14 § (3)]

Th= articles of association should set forth the determination of timing of sale of
1¢;urchased property shares, the applicable method for appraisal of purchase rate,
- - prionty order of groups that are entitled to buy such shares, management of over
s. hscription and payment and repayment of deposit
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~2 IWho can exercise the voting rights for the shares (business shares) in the
o 1nership of the participants at the employer company's general assembly
(shareholders’ meeting)?

The 1ight of vote, represented by property shares purchased by the utilization of
own . soutce and property (business) shares obtained from the Orgamization by
repav: 1ent of the credit, are due to participants at the general assembly The 1eason
for th1, 15 that even if property shares, which remained mn the ownership of the
Orgarization will remam under the admimistration of the Organization until the
repay ment of the credit or competition of payment by wstalments, will not effect the
shareholder nghts derived from the legal relations of corporate membership [19 §

(1)] 1n other words, nght of vote that 1s determined by Act VI of 1988 on Economic
corpriation

The uticles of association must not restrict this right but participants have the rnight

to authorize the representative of the Organization for the occasion of the general
asser.ly
72 Who can exercise the voting rights for the shares (business shares) in the

o nership of the orgamization at the employer company's general assembly
(shareholders' meeting)?

The uticles of association may contain resolution only on exercising the right of
vote v hich 1s represented by property shares -- purchased by the Orgamization by
utilizaton of credit and payment by instalments facilities -- that have not yet been
trensfe.red mnto the ownership of participants This right 1s generally practiced by a
memeer of the executive body who 1s gets authorized mn accordance with the
resclution of the articles of association The representative must not act according to
his/her own reactions but the preliminary resolution of the general assembly

However 1t 1s justified that the articles of association should require that the agenda
of the ueneral assembly of the employer company be discussed first on the members'
meetimg (general assembly) of the orgamization Here a resolution has to be
accomplished determining the common approach of the Organization, which 1s to be
stuch to This safeguard has to be applied, due to the responsibility of the
O1gnnization towards 1ts members

W ith 1espect of what has been said above, the representative of the Orgamization 1s
not ertitled to approve new items to be included i the agenda, announced prior to

the meenng It should also be compulsory to require the public announcement of the
resolutions of the general assembly of the employer company

With respect to exercising the right of vote, the articles of association might, as

well determine that participants -- according to the application of the principles on
diviy ya -- can also be authorized [19 §]
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"4 Who can the participant turn to if he suffers damage because of the activity of
the ESOP orgamization or in case of an unlawful act?

A participant, in case of complaint and 1f an action suspicious to be unlawful, can
turn to -- as the last chance -- to Court However, the first step, to make 1s to
complain at the executive body, or at the maturing general assembly If there 1s no
1zmedy the participant 1s entitled to summon an extraordinary general assembly by
pomting out to the reason and objective, 1f he / she 1s supported by at least one third
of the participants [7 § (3)]

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 gays after a
participant gets await of 1t [10 § (1)]

Challenging the resolution may not interfere with this implementation, however n a
justified case the Court may suspend the implementation of the resolution [10 § (2)]

.n case of an action suspicious to be unlawful, can turn to the Prosecution, which
contiols the association from the legal pomnt of view In case of the operation
according to legal resolutions can not be guaranteed, the prosecutor may appeal to
Court [11 §]

The Court -- regardless of whether a participant directly or via a Prosecutor mitiates
legal proceeding -- may

- terminate (abolish) a resolution, which violates law and may order a new
resolution to be constructed,

- summon the general assembly 1 order to restore lawful operation,

- suspend the operation of the Orgamzation and may order a supervisor to
guarantee lawful operation

V. Ownership and transfer into ownership

"3 What 15 a share-account? Should a business share of a limited liability company
be registered on the share account?

The ESOP Organization opens a share account for all participants to register the
\alue (and the face value) of property shares obtamned by the participant For
s mphfication, the term "share account” will be used 1 connection with limited
« ability compames (ltd ) The executive body keeps an exact record of property
shates acquired by participants within the framework of the ESOP This account
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has ~everal sub-accounts, because a participant may possess property shares that are
to be tieated separately

The executive body has to keep a separate list for those property (business) shares
that weie

- 1ecerved by the participant in exchange for own resource but are deposited
voluntarily at the disposal of the ESOP Organization for admimstration,

- paid for but 1t was not possible to transmut the ownership of the property
share, because the amount does not reach the value of one property share, or
-- i case of a Itd -- the mmmum level of one busmmess share (HUF
100,000), or can not be fully divided by 10,000 Consequently, the balance
has to hept 1egistered, until 1t 1s not completed to reach the value of one
property share, or -- 1n case of a Itd -- of the mimimum level of one business
share (HUF 100,000), or the ownership of parts of property shares with a
face value of 10,000 -- attached to property shares, which have already been

handed over, can not be transmitted However, this property 1s already not
free form restrictions,

- divided and the ownership of which was transmutted by the general assembly
of the ESOP Orgamization to participants as a result of repayment of the loan
or payments by nstallments Rules, which are discussed under Question 82,
govern transmission of ownership Therefore, it can also occur, that

transmission of ownership 1s not accomplished or not fully accomplished (a
balance remains)

- not handed over, because the ESOP Orgamization was not able to do so
(These are property [business] shares that were divided as a result of
payment by installment ) These will be registered as a balance until 1t gets

completed at the next round of payments by instalments, to become suitable
to be handed over

In addition to what has been listed above, cash payments are also have to be
admnistrated, whach are executed by newcomers i the ESOP Organization 1n order
to create the financial basis of the Orgamization to complete 1ts right of pre-emption
to tepurchase those shares which belonged to participants whose employment gets
terninated thus they intend to sell their shares Therefore two share-accounts are
reasonable to be opened one for the admimistration of property shares (face value
and tvpe of shares) which were handed over by the Orgamization, and one for the
admmstration of amounts paid for the benefit of the employee (own resource,
dividend), but property shares have not yet been given 1n exchange for them
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76 What kinds of ownership rights do property shares, acquired within the
framework of ESOP, represent?

The ownership of a property share of a company generally represents two
tvpes of rights Exercising these nights are restricted by the ESOP Organization, the
Law on ESOP and the articles of association of the ESOP Orgamization or a separate
contiact These rights are

- nights of property (right for dividend, right to recerve a part of the net value
of assets upon the Organization ceases to exist and the night of sale),

- 11ghts at the general assembly (right of vote, nght of mspection, nght to file a
motion -- in general minornity nights)

The operation of the ESOP can be characterized well by the process that at the
beginning property shares get mnto the possession of the Organization Property
rights of shaies can be restricted to lower or greater extent, depending on the
sources, which had been utilized, to obtamn those shares After the beginning,
property shares can either get mto the property of participants or remaimn m the
possession of the Orgamzation Restriction of property nights gets abolished in
certain cases (retirement or death of a participant) before full completion of
pay ment by mstallments

This principle 1s 1n effect regardless the fact whether the Orgamization purchased
directly fiom the state trustee organization or not Inasmuch as in cases which the
Orgamization has not purchased directly from the state trustee organmization, the
interested parties are allowed to depart from certain rules of the Law on ESOP [14
§ (1) and (4)--(6)] as stated m [21 §] Should this occur the need for further
explanation of the Law on ESOP arnises

Lets examine the possible sources of the ESOP Orgamization, which can be apphed
to get the ownership right of property shares from the state trustee organization
This provides the basis to distinguish the different types of property shares that
difter fiom each other in the method of division, transfer of ownership, and
execution of property rights

The sources are
- own resource of participants (regardless of the origin, which might be for
saving, loan, compensation coupon if the latter one can be used for this

purpose),
- own resource of non-participants (cash or compensation coupon if the latter

one can be used for this purpose) This generally means an advance payment
of the employer,

- application of allowances of the Asset Policy Guidelmes (APG) for the
settlement of the purchase price of property shares, 1if the allowance 1s not
considered as a factor to decrease the price but as a free equity transfer,

- ESOP loan or agreement on payment by mstallments
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77 What restrictions apply over ownership rights of property (business) shares,
which ure transferved from the property of the ESOP Organization to the property
of participants’?

The rule 1s that the property shares which are transferred from the possession of the
Organization to the possession of participants may not be alienated, until repayment
of the debt and installments The creditor banking mstitution or in case of payment
by mnstallments the state trustee o1ganization, has the night of pledge on the above
mentioned shares [19 § (1)] This resolution, however does not apply to shares,
puichased by the utilization of own resources [19 § (5)], but does apply -- according

to the Law on ESOP -- to property shares, obtained free of charge by utilization of
the pieferences of the APG

Pioperty shares transferred from the possession of the Organization to the
possession of participants -- except of those, which were purchased for the own
resource -- will remain 1n the admmstration of the Organization until repayment of
the debt or mnstallments This, however, does not affect shareholder (membership)
rights [19 § (1)] and the right of vote

Types of property shares, described under Questions 75 and 76, are completely
different according to the stipulation of the Law on ESOP on night for dividend The
rule 1s that the profit (dividend) on the property shares, purchased by the utilization
of credit or mstallment payment, 1s to be spent on repayment of current debts [14 §
(3)] This 1s the principle for property shares transferred to the ownership of
participants in the process of repaying the installments [14 § (3)]

This leads to the fact that dividend of the property shares, which were not purchased
by unlization of credit or payment by installments facilities, can be used openly
The method of use 1s solely dependent on independent or collective decision of the
partictpants Participants can use the dividend of the property shares, purchased by
utilization of credit or payment by mstallments facilities, openly, 1f the dividend 1s
not nevessary to be spent on repayment of current debts, independently from the
fact whether the property (business) share, earning the profit (dividend) 1s m the
possession of the Orgamzation or, as a result of competiton of payment by
installments, 1t 1s 1in the possession of the participant

78 What rules govern the transfer of ownership of property (business) shares,
which are purchased from own resource -- cash or compensation coupons -- of
participants from the possession of the ESOP to the property of participants?

Pioperty shares, purchased within the framework of the ESOP first get to the
property of the ESOP Organization, since the ESOP Orgamzation 1s the contracting
party 1n the sale Property shares, purchased by the utilization of own resource must
imme diately be transferred by the Orgamzation imnto the ownership of the
participants n proportion to mdividual payments [18 § (6)] However, in some
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cases, property shates purchased by the utilization of own resource get directly to
the possession of participants

\evertheless, 1t 1s not certan, that the face value of the transferable property share,
1eaches the face value of one property share, or its integral multiple, or -- 1n case of
an ltd -- the minimum level of one business shaie (HUF 100,000), or if 1t 1s higher,
1t 1ght not be fully divided by 10 000 As property shares can only be transferred
into the ownership of the participant, if the sum total, mndicated on the share account
equals the par value of shares, or, in case of business shares, 1f 1t 15 1n accordance
w.th relevant provisions regarding equity rate of business shares (namely that 1t can
not be less than HUF 100,000-- or 1t has to be fully dividable by 10,000 [18 § (3)]

If 1t cannot be fully accomplished, the equivalent of the property shares will have to
remain registeied on the share account [18 § (6)] This remamming part can get mto
the possession of the participant upon completion of the value, m accordance with
what has been said above However, general restrictions on exercising property
11ghts will remain

Thus, 1t 1s reasonable to purchase property shares by utilization of the dividend of
p cperty shares, which were onginally purchased from own resource The law on
eccnomic corporations allows that one share (business share) be owned by more
than one owner As a result of restrictions that apply to ownership nghts of the
O. zamization, the worst solution 1s to leave the balance of own resources on the
shore-account in the possession of the Organization

"9 Are participants allowed to dispose openly of property (business) shares, which
are puirchased from own resource? What ownership rights can they assert?

The rule on property shares, purchased by the utilization of own resource must be
t:1 isferred by the Orgamzation into the ownership of the participants in proportion
to mdividual payments immediately [18 § (6)]

Po ticipants aie allowed to dispose openly of these property (busmess) shares,
because the restriction on alienation [19 § (1)] does not apply to those property
shates whose ownership night has been transferred Consequently, the creditor
banking mstitution or i case of payment by nstallments the state trustee
o1genization, does not have the right of pledge erther [19 § (5)]

Dividend of these property shares 1s allowed to be disposed of openly by
paraicipants who are also allowed to assert their night of vote freely and individually
ot v.a their authonized representative (who might as well be a representative of the
ESOP Organization)
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& 1+ b hat vules govern the transfer of ownership of property shares, which were
pirchased fiom own resource of the ESOP Oiganization but not from the own
resource of the participants?

If the own resource or a part of 1t was not paid by the participants individually then
the nansfer of ownership 1s governed by the statutes The relevant paragraphs are
which deal with tiansfer of ownership of shares, financed from funds from external
natui4l ot legal person In this case, ownership rights are not restricted at all

The owneiship of these property shares might, as well, be transferred immedately
upon acquisition by the ESOP Restriction on alienation, the night of pledge and the
night of the O1ganmization for admunistration does not apply 1n this case This own
tesoutce can be paid or advanced to the ESOP Organization on the account of profit
1eseive of the employer company The balance can be settled later upon
estaplishment of the Organization and utilization of the fund 1n the form of dividend
and a sum, which can be transferred tax-free to the account of the company

Property shares, purchased this way, should be kept at the disposal of the
Orgarization 1 order to make the Orgamzation capable to utilize dividend for
exercising 1ts right of pre-emption and redemption (See Question 69) The reason
for thrs 1s that the Organization will face difficulties to make funds for 1t

Shoula the article of association allow division (distribution) of such property
shares and division (distnbution) 1s actually executed, the Organization will face
seve, 2l tax payment obligations

81 What should happen with property shares, which were purchased by utilization
of ul'vwances offered by the Property Policy Guidelines within the framework of
LSOP? What are the applicable rules governing ownership transfer, exercise of

ownership rights, division principles?

It has been mentioned under Question 25 that the allowance offered in the PPG can
also be used within the framework of the ESOP This can also be accomplished m
such a manner that the state trustee orgamization does not deduct the allowance from
the puaichase prnice of the tender, but transfers the nght of ownership of certan
propornion of property shares free of charge into the possession of the ESOP
O1ganization The ownership of these shares (business shares) mught as well be
disti.buted among participants The Law on ESOP has no specific regulation
Howeve:, these property shares, or a part of them, can be possessed by the
Organization too
]

The zeneral assembly of the ESOP Organization or the statutes 1s free to make or set
fo th a decision on division Nevertheless, 1t 15 more reasonable, if division 1s based
oa pe formance 1n the past Whereas the division of shares purchased for credit or

paymet by mstallments should be connected to contribution of profit, which 1s the
sowce of mstalment and interest payment
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The restiiction of alienation, the right of pledge, the admmmstration night of the
£SOP Oigamzation until full repayment of the credit [19 § (1)] 1s relevant to
property shares, purchased by utilization of allowances offered by the Property
Policy Guidelines and the ownership of such shares 1s transferred into the
possession of participants -- provided that the PPG allowance 1s not considered as
utiization of own resource [19 § (5)] However, the owner 1s entitled to receive
dividend and practice his/her night of vote

Moreover, 1f these shares are not transferred to the possession of participants, but
remain at the disposal of the Orgamzation, then the ESOP Organization -- as I
nterpiet the Law on ESOP -- 1s entitled to dispose over them, without any
1estiiction It can esther sell them (mn compliance with relevant stipulations of the
Law on ESOP or of the statutes)

The Orgamzation 1s not allowed to sell only those property shares which were
purchased by utihzation of credit or mnstallment payment --except for transformation
to participants -- and the rnight of pledge of the creditor financial institution--or 1n
case of installment payment that of the state trustee orgamization--1s valid over only
these shates [14 § (2)] Thus, 1t 1s reasonable that PPG allowance be granted in the
tiom of transfer of property shares free of charge, and the PPG allowance used
w “hin the framework of the ESOP be considered as own resource

82 What rules govern the transfer of ownership of property shares, which are
puichased from credit, obtained by the ESOP Organization or as a result of
concluding a contract on payment by nstallments?

The most important principle of the ESOP i1s that property shares, obtamed by the
ESOP organization are transferred into the ownership of the Organization and the
Crganization will transfer them to the ownership of its participants, according to the
coaditions of the statutes This ownership transfer 1s executed in two stages

! Siage One The executive body of the Organization opens a share account to
the participants [18 § (1)], on which the value and the face value of the
property shares transferred into the possession of the participants should be
indicated The total amount 1n the share accounts of the participants (the
value of the total property shares transferred or included n the account) may
not exceed the par value of the paid-off property shares [18 § (2)] In other
words, only those property shares can be indicated on the share account --

whether they were purchased for credit or for payment by installments --
which has been paid off

(NN}

Stage Two Property shares, indicated on the share account, will be
transferred into the ownership of the participant, provided the face value
mndicated on the share account reaches a certain sum that equals the par value
of shares, or, 1n case of business shares, if 1t 15 1n accordance with relevant
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provisions 1egarding equity rate of business shares (namely that 1t can not be
less than HUF 100,000-- or 1t has to be fully dividable by 10,000)

The remainder 1s kept by the executive body on a share account or 1its sub-account
unttl 1t reaches the value of one property share and after completion the shares are
g1.21 . 1to possession (See Question 75 for more details )

The _ew on ESOP does not require that the ownership of property shares purchased
by the ESOP Orgamization be transferred -- except for property shares purchased for
own 1esource -- but allows the statutes to determine the peniod of time and other
concinons to heep the property shares mn the possession of the Orgamzation [18 §

(5)] This way, the statues have to deterrune the method of division of property
shates m the possession of the Organization (See also Question 87 )

83 What provisions may the articles of association set forth with respect of actual
hand out of property shares to participants who had been given the right of
owneiship of property shares during the period of payment by installments?

Pioperty (business) shares, purchased by utilization of payment by installments or
ciedit facilities, will remain at the disposal of the Organization, until full repayment
of tue ciedit or fulfillment of installments obligations The admimstration right of
the ESOP Oiganization over property (business) shares transferred into the
ownership of the participant ceases upon retirement or death of the participant

How 2ver, participants may include 1n the statutes that property (business) shares,
purchased by utilization of payment by installments or credit facilities, will remam
at the disposal of the Orgamzation, after full repayment of the credit or fulfillment
of 1nst vlment payment obligations except for property [business] shares, owned by
partictpants whose employment 1s terminated ) Should this happen, the ESOP
Oigan.zation has to 1ssue a document certifymng theirr own property (business)
shates Unless such provision 1s included 1n the statutes, property shares have to be
given mto the possession of participants after full repayment of the credit or
fulfllment of installment payment obligations

84 Is it advisable to require own resource contribution of participants?

Such ptovision may not be mncluded in the statutes (see Questions 46 -- 49)
None'eless, 1t can be advisable to attract own resource by mentioning own resource
contribution as a factor taken mto account during the division of property shares,

espec ally, 1if participants of the ESOP Orgamzation have to pay considerable
amoun* of cash to purchase mitial property shares

Sheuld this happen, those participants, who jomn the ESOP Organization later --
po. wially also those who were employed by the company when the ESOP
O1ganization was established but for a certain reason did not want to jomn, -- have
th= ac~ artage of not having to share the burden (own resource contribution,retention
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money etc) This 1s a very mmportant component, even 1if those, who contributed
with their own 1esource, are compensated immediately by receiving property shares
(fiee fiom restrictions), because own resource contribution places a great burden
and t1sh (of changes 1n the rate) to individuals

U pon becoming eligible, becoming a participant 1s a natural enjoyment of nght
‘Thus precondition and provisions to become a participant may not be prescribed by
the oiganization (See Questions 46 --49 ) However, 1t can be advisable to attract
own 1esource by mentioning own resource contribution as a factor taken mto
acccunt during the division of property shares

To attract own resource mght also be advantageous from the pomnt that during the
fust years of the repayment period of the credit or the mnstalment payment usually
th=1e are only a few property shares which can be reallocated Later, the number of
property shares, which can be purchased, will increase, and those, who jom the
ESOP Orgamization later, would have bigger advantage, unless a provision on
p.1ontizing purchase of those, who contributed with theirr own resource, 1s
stipulated

Own 1esouice contribution can be eased by credit or instalment payment facilities
" he amount paid, can guarantee that the contributor gets property shares, since by
usmg this money, the ESOP Organization will be able to exercise its night of pre-
emption and repurchase property shares owned by participants whose employment
15 terminated and offer them to the contributors after having offered them to non-
paricipant employees who have priority [19 § (4)]

85 die participants obliged 1o pay tax / duty on property shares, upon they get into
their ownership?

“he acquisition of property shares from the ESOP Orgamzation 1s free of tax or
domy [18 § (4)] and they have no tax or duty obligation after the amounts credited
cn then share account [18 § (3)], until they do not alienate the shares which are
tree from restricion on alienation [19 § (1)], [26 § (1)] Upon sale, personal
11come tax 1s payable mn consistence with the effective law

86 What tax allowance can be demanded by a participant of an ESOP
Organization after payment to the ESOP Orgamization upon establishment and
JuHINg ils operation, If this payment was executed from his/her after-tax income?

A participant of an ESOP Orgamization may deduct from its assessable income --
L~ only up to 30% of the assessable imncome --the payments executed n the current
+ect (own resource payment), according to the provisions of the effective personal
Licome tax law
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87 Wiy s it reasonable to leave a part of the property shares at the disposal of the
1 NI Oiganization, even if they could be handed over to participants, during the
period of payment by nstallments?

In manv countiies ESOP 1s applied 1n order to widen ownership and to encourage
emplotees Thewr experiences indicate that owners of Orgamzations -- also
paitic pants of ESOP Oiganizations -- should also think about this question
Particiyants appieciate property (business) shares, if they are provided dividend on a
regular basis, and 1if they can be sold for a good or reasonable value 1if necessary
However the Law on ESOP provides this opportunity before full repayment of the
credrt o1 instalment payment obligations only when participation 1s terminated, m
the case of participants who retire or successors only 1n a way limited by repurchase
11ght v hile 1n other cases only if the Organization 1s able and ready to practice its
repuichase night Nevertheless participants are entitled to exercise their night of
vote but 1t will hardly satisfy an average employee

Again 1t 1s more important, that shares provide dividend on a regular basis and they
can be sold The crucial point of ESOP 1s that 1t creates the long term interest in the
form of nterest m high divided through prospenty on the market, increase of
asscts -- against short term mterest of wage increase Thus, this 1s the way to
encourage employees to cut expenses and increase quality, and this 1s the benefit of
the management and for the other owners

Thic encoutagement 1s the reason, why property obtained within the framework of
the ESOP should remamn in the possession of employees and why funds and
methoc's ate created to enable participants to purchase shares from one another and
enable the ESOP Orgamzation to repurchase shares from employees leaving the
company ot fiom those who want to sell them and enable the Orgamzation to offer

them to new employees of the company (US laws prowvide significant tax
pre erences for the 1epurchase)

The Law on ESOP does not allow to use as an income the dividend paid on shares
which have already been transferred nto the property of participants, even 1f that
dr derd 1s not essential to meet the instalment payment obligation of the current
year Parallel with this, the law forbids the ESOP Organization to use the dividend
1ece:ved by the Orgamzation for repurchase during the mstalment payment period

Hov ever upon completion of the payment obligation, repurchase on a price stated
by an independent auditor or by the stock exchange becomes an extremely
importent nstrument to regulate the market This helps to keep the employees'
ownaiship at a certain level and prevents that property shares get into the ownership
of "peisona non grata" and also creates and mamtains confidence mn property and
shnas  However repurchase has a great disadvantage 1t dimimishes before-tax
pretit and -- 1f no allowances are granted -- after-tax profit too

Cciioan es and ESOP Organizations are trymng to compensate this disadvantage by
not givinz the ownership of redemped shares to employees by keeping a
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co~..derable pioportion (even 50%) mn theu own possession even after completion
of pavinent obligation Shares, which are not reallocated, do not have to be
1¢; vchased, their dividend can produce the basis for redemption, furthermore, a

pe.t of votes” can be kept together Dividend on shares, which have not been used
ro1 tedemption, will be distributed among participants

S& W hat kind of sources can be utilized by companies and ESOP Organizations to
execute repurchase of property shares?

Or_zanizations have very limited sources to execute their rights of pre-emption and
redemption discussed m Question 69 Furst of all, the question arises whether the
company 1s entitled to support -- without paying tax -- redemption The company 1s
alowed to transfer funds up to 20% of the before-tax profit [26 § (4)], -- without
paving tax -- to the ESOP Organization, during the period of meeting the instalment
rayvment obligation [26 § (5)], to help the Organization to realize its basic target
{See Question 95 fo1 more details on legal regulations regarding transfer of funds )
If tneie 15 no tax allowance, redemption of shares can only be financed from the
compames' after-tax profit or the Orgamzations' dividend

“he ESOP Oigamization 1s entitled to utilize without limitations (also for
eputchase) the dividend of shares purchased for credit or for installments and
cw1ed by the Orgamzation only after the instalment payment or credit payment
oblizations are fulfilled As repurchase 1s more difficult before this obligation 1s
rie. (a laige proportion of property shares can be repaid m the last 1-2 years), 1t 15
d 1>able to constitute the relevant item os the statutes in such a manner that a large
mioportion of property shares remain 1n the property of the Orgamization after full
.ep~ ment of instalments The Organization should posses them at least until -- as a
12sult of modification of the relevant law creates tax allowance for such funds -- it 1s
allcwed to utihze this dividend for redemption and offer these shares with
1lcwance for new employees

Duing the mstalment or credit repayment period, individual payments by
participants and the establishment of an internal share market might contribute to
<0l e the problem of redemption

89 Is it obligatory for the Organization to repurchase shares?

N o it i1s not Nevertheless, the establishment of methods of redemption and creation
ot tunds 1s 1 the mterest of both the company and the ESOP Orgamzation, but
vncrtaking this obligation require careful consideration because creation of funds
nuts a neavy burden to the Organization and to the participants (See also Questions
+4 nd 87 for details on trust and positive undertaking)
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912 Is the parncipant allowed to sell property shares received within the framework
of ESOP? If yes who can be the buyer?

The sa'es opportunities and the potential buyers are determined by the way and time
whea -hose property shaies were transferred into the ownership of the participants,
sinc* Gifferent rules apply to property shares which were financed from own
1escurces of the participants, from own resources deriving from the after-tax mcome
of nor-participants and to property shares purchased by means of credit or
instaln ent payment Certain property shaies possessed by the participants may be
fiee tiom restuctions, (those financed from own resources of the participants),
which can be freely sold, while others (financed from credit and instalment
payment) may only be repurchased by the organization Pensioners and successors
of participants who died are 1n a special situation because they are allowed to sell
all then shares obtained within the framework of the ESOP organization openly
The orlv 1estriction for these shares 1s that the organization has the nght of first
1efusal during the repayment period

¢! I hat factors affect the price of property shares owned by the participants?

Fri_t of ail the rate of the property share, which can be exactly determined if the
shat=s ate publicly traded -- in case of share-holding compantes introduced on the
stock exchange In other cases, an independent auditor can be asked to determine
the vitee on the basis of the audited balance sheet or other information However,
the puice can be effected to a great extent by regulations of the Law on ESOP or by
the s atutes with respect to restrictions of sale or exercising membership rights As a
1esuit of these elements, an external price (stock exchange or outside the stock
excrange) and an internal price (within the organization) is formulated which,
ur fortunately will be lower until full repayment of the credit

92 IWhy and how 1s 1t reasonable to create and mternal stock market?

As discussed m Questions 2, 44 and 87, 1t 1s 1n the mnterest of the company and of
the ESOP Orgamization to encourage and maintain better performance in order to
achieve trust in the ownership of the company as well as successful operation A
ve. mmportant element of the above task 1s to offer a chance for the employee,
beirg also an owner of property (busmess) share, to sell his/her shares, in case
his/her employment 1s terminated or in the case of necessity

Despite the fact that the Orgamization has the night of pre-emption and redemption,
1t 121el 7 has sources to practice these rights Thus stipulations of the Law of ESOP
almost axclude the establishment of mternal stock market and put obstacles to
operation However, 1t 1s extremely mmportant to establish internal market -- beside
rederct on and possible sale on the stock exchange -- where employees are free to
buy sneies fiom one another 1n a regulated way for a price that 1s defined by an
mdepencent expert
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Rzzanlation could mean that in case of demand, priority should be given to non-
sarticipants, whereas supply would be coordnated by prionty to those participants
whose employment was termmnated and to those who mtend to sell their shares
Lecaase of financial trouble The creator and coordinator of the internal market
co Id reasonably be the ESOP Organization The performance of this duty could
71> justify the existence of the of the Orgamization after fulfillment of the
. -pavment obligation

23 Are parncipants entitled to dividend from the ESOP Organization on their
property shares in their possession?

Ves they are, but not on all of thewr property shares Participants are entitled for
anidend from the ESOP Organization on theiwr property shares mn their possession
onlv if the Orgamzation purchased the shares from the participants’ own
cortiibution But dividend cannot be paid m the rest of the cases before fulfillment
of the 1epayment obligation

The 1eason for this 1s that the Law on ESOP prescribes that repayment should be
completed as soon as possible Thus the law forbids open utilization of dividend of
property shares--which were purchased for credit or payment by installment--until
the obligation of repayment 1s met This dividend may entirely be used for
1epavment, regardless the fact, whether 1t 1s possessed by the Orgamization or by
sart.apants [19 § (1)] and regardless whether, upon execution of current year's
ob 1zation, the remamming part of the dividend of property shares purchased for
>edit o1 imstalment payment 1s needed for or not

Consequently, participants, m comphiance with the statutes or the decision of the
cereiel assembly, during the mstalment payment are entitled recerve the ownership
«f shates purchased by the Organization for credit or for instalment payment but
he' are not vested -- because of the restriction of sale, right of pledge, and the
Oiwanization's nght of management [19 § (1)] -- not entitled to dividend as income,
and only have the nght of vote (no other ownership nghts) However, there would
te 1 desperate need (from the point of participants and the company) for a positive
encouragement that would be expressed by payment of the remaming part (which 1s
nc~ needed for repayment) of the dividend on property shares to participants

According to the stipulations of the Law on ESOP, participants are enfitled to
unwlend only 1f the repayment 1s accomplished This may take at least 8-10 years,
r = ceptional cases 5 years Even in cases i which there would be no need for the
s1raining part of the dividend 1n addition to the sum which 1s transferred tax-free to
tre ESOP Organization, the restriction of the law on distributing the dividend would
Jrmsh the positive encouragement for better performance This way better
.ci“c mance 15 not enjoyed by the employees but by the creditor bank and by the
+~1 ¢ -rustee organization which allows instalment payment 1n the form of a shorter
e, avment period This can also be an important objective but employees
-~ staction 1s of greater sigmficance
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As *t1 1s dividend distribution 1s concerned, pensioners and successors of those who
die o exceptions because they have the nght to dispose of their shares openly [19
§ (2] vhile respecting the Organization's rnight of pre-emption

VI Tax related and other questions

94 11 hat resources are available for the ESOP Organization for the repayment of
the « odit and the nterest or, n the case of payment by installments, to pay the
installments and the interest?

The mun source of meeting the credit and mterests repayment obligations of the
ESOP Organization 1s the dividend of property shares purchased by means of credit
ot 1rstalment payment Dividend of these shares can exclusively be utilized for

repavirent [14 § (3)] regardless the fact that these shares are possessed by the
Orgamizanon or its members

In :dcition of the above source, the ESOP Organization may recetve tax-free
donetions fiom the company -- as discussed under Question 95 If these sources plus
volutzer contiibutions of participants are still not sufficient to meet the repayment
obugauon of the current year then the company -- acting as a guarantor -- has to
fi1 ance the difference on the account of its after tax-profit (profit reserve)

As wentioned, partictpants with their volunteer contnibutions may also support the
Orz~r zanion to meet 1ts repayment obligation during the repayment period They

get rav allowance 1e the effective amount of payment can be deducted from the
total personal income, but up to 30% of the mncome

Of couse, the Orgamzation 1s allowed to accept donation-like supports from any
othe source, but there 1s a slight chance for 1t

93 il hat conditions and restrictions apply for the company to provide support for
the LSOP Organization to help to execute repayment of credit and interest?

Th= employer company 1s allowed to give donation (support) to the ESOP
O1zan.zation -- 1n order to help realize its final target, and to fulfill its credit
1epavrient obligation The amount transferred 1s deductible from the before-tax

profit f the ESOP 1s connected to the privatization of a fully or partially state-
ow od cecmpany [26 § (4)]

If statc-owned and non-state-owned property shares are purchased jointly by the

sane ESOP oigamization then, when calculating the taxable income, only that
pio on of the support can be deducted which is equal to the state-owned
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iupertion of the property shares [26 § (4)]

{7 tne ESOP Organization buys the property shares of a fully or partly state-owned
von1peny then, when calculating the taxable income, that proportion of the support
« 1 he deducted which 1s equal to the state-owned proportion of the property shares
0N (4)]

Hoaever, when calculating the assessable income, only 20% of the modified
astount tiansferred to an ESOP organization, can be taken mto account (See the
Comporate tax law for calculating the adjustments Act LXXXVI of 1991, [4 § (3)]
.01 deductions and [4 § (3)] for increase )

96 Is the amount of support, which can be transferred tax-free to the ESOP
), samization, dependent on the proportion of ownership of the Orgamnization in the
company?

2, aiscussed mn Question 95, the company 1s entitled to deduct form 1ts taxable
ricune the amount transferred to the ESOP Orgamization to help to execute its
1~11y ment obligation but up to 20% of its pre-tax profit This 20% which can be
1 <ferted tax free, 1s not connected to the proportion of the property shares,
+1chased by the ESOP from the state trustee orgamization In other words if the
ESDP Orgamization owns 10% of the property shares, the company 1s allowed to
t 1 ster tax-free 20% of 1ts pre-tax profit Or even if an ESOP Organization owns
0o of the property shares, the company 1s not allowed to transfer tax free more
a7 120% of 1ts pre-tax profit

v” Towhat extent 1s an ESOP Organization entitled to recerve tax free support, if

the purchase was not directly made from the state trustee organization”?

T*< 1tems of the Law on ESOP regarding the corporate tax allowance to a company
 ticn supports an ESOP Organization [26 § (4)-(5)] does not go into details

=gn1ding the extent of the allowance 1f the ESOP organization buys the shares not
nuzotly from the state trustee orgamization, but buys the property shares of a
conpany which 1s owned by another firm which 1s state-owned or at least partially
- % 1ed by the state trustee organization

\h2 'nan aspect 1n the interpretation should be the proportion of the purchase price

~1 nstalment payment received by the state trustee orgamization Concerning tax

<1 wances, there might be 4 cases to be distinguished based upon whether the state

1 1,12e organization has direct or indirect interest mn the company from which the

< 0?2 orgamization acquires property shares, and also based upon the fact whether

' > CSOP oi1gamizations purchases non-state-owned property share with direct or
« 1 <2t state ownership share
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Faptanation for tables 1-4
STO pioperty of the state trustee organization =N
OP othet (not state-owned) property =
ESOP property of the ESOP =3
> 5 Her Corporation's property =]

(qse

W hen the sale was realized, the company in which the ESOP Orgamization obtained
ownership was fully or partly owned by the state trustee orgamization and the
Organ zation purchased the shares directly from the state trustee organization In
this case the ESOP Law supports the mterpretation according to which, at the time
of calculating the tax base the company 1s entitled to reduce 1ts pre-tax profit with
the amcunt transferred to the ESOP Organization, unt1l the amount exceeds 20% of
the 1e,u t before the adjusted taxation (See Question 95 )

Figuie 1 a
; N Proportion of ownership in the % of the registered capital,
3 prior to the purchase by ESOP
| RN STO 70%
| " OP 30%
SN =
! + TN
Figuelb
. Proportion of ownership 1n the % of the registered capital,
: i after the purchase by ESOP
| 4 STO 10%
2" OP 30%
- ESOP 60%
&F

The available tax-allowance 1s 20%
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Tle £SOP Organization puichased property shares, which at the time of sale were
pa ‘v im the owneiship of the state trustee orgamization (state-owned property
«1uer putly owned by somebody else (non-state-owned property share) In such
c> ¢> tie ESOP Law [26 § (4)-(5)] supports the imterpretation according to which,
at 12 t me of calculating the tax base, the company 1s entitled to reduce 1ts pre-tax
prot- with the amount transferred to the ESOP Orgamzation, until the amount
exceeds the proportion of 20% of the adjusted pre-tax result corresponding to the
propo.tion purchased from the state trustee organization by the ESOP orgamzation

Fizuie 2'a
N Proportion of ownership in the % of the registered capital,
N prior to the purchase by ESOP
AN STO 70%

N \§ O
QW OP 30%
~

' N Proportion of ownership in the % of the registered capatal,
N after the purchase of ESOP
B STO 28%
¥y 0P 12%
4] ESOP 60% (42% was purchased from STO and 12% from OT)

Ti o oy lable tax-allowance 1s 20%*[42% 60%]=20%*0 7=14%
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—nel b

Tue ESGP Crgamzation purchased pioperty shares of an employer company which
ws tuln o partly state-owned, o1 owned by an enterprise 1n which the state trustee
orgarizaton had intetest at the time of the sale In such cases the ESOP
cigarizaucn may also be supported by the employer company with tax-free grant
diimg the evayment period In such cases -- based on Art 26 sections 4-5 of the
ESOP Law -- at the time of calculating the tax base, the company 1s entitled to
teduce 1ts pre-tax profit with the amount transferred to the ESOP Organization, until
the amcunt exceeds the proportion of 20% of the adjusted pre-tax result
cortesponding to the proportion of state-owned share in the company selling
property shues (this may only be 100%)

Fraue 3
, —=—=3 Proportion of ownership mn the Seller Corporation in the % of

] the registered capital, prior to the purchase by ESOP
STO 50%

T OP  50%

F sae 3/a
i Proportion of ownership 1n the % of the registered capital,
‘ prior to the purchase by ESOP
i Seller Corp  70%
OP 30%
| —
! —
Fiare3 b

i === Proportion of ownership in the % of the registered capatal,
after the purchase of ESOP

Seller Corp 10%

OP 30%

ESOP 60%

sor fr e g <

e e ——

The available tax-allowance 1s
20%¢ < [ Property share of the state in the Corp ] =20% * 05 =10%
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{ [EATM -_/

This 1 basically a combination of Cases 2 and 3  The ESOP Organization
pist o~ -d property shares a part of which was sold by a company 1 which some
st~1> wy stee orgamzation owned a part and another part of which (non-state-owned)
wos o d by somebody else In such cases -- based on Art 26 sections 4-5 of the
£202? Lw -- at the tume of calculating the tax base, the company 1s entitled to
tedu.c s pre-tax profit with the amount transferred to the ESOP Organization, until
the u.ount exceeds the proportion of 20% of the adjusted pre-tax result
corresonding to the product of multiphication (1 )of the ownership proportion of
the corpany as on seller and (2) of the proportion m which the partially state-
owned company recerves a part of the purchase price

Fi_acd/a
1 == Proportion of ownership mn the % of the registered caputal,
' prior to the purchase by ESOP
! Seller Corp 70%
' OP 30%
i
1o edb
Proportion of ownership 1n the % of the registered capatal,
! after the purchase by ESOP
Seller Corp 28%
RN 6 12%
; © " ESOP 60% (42% was purchased from Seller Corp
: ot and 18% from OT)

Th. avoilable tax-allowance 1s 20% * 0 5 *[42% 60%]= 20%*0 5*0 7= 7%

Y8 Iy un ESOP Orgamization 1s entitled to tax allowance provided that the ESOP
(3w zution has not executed the purchase -- neither directly nor indirectly -- from
the state trustee organization?

A 42{1. .te no 1s the answer The reason 1s that the Law on ESOP prescribes that the
corci n for deducting the (limited) amount transferred to the ESOP organization
w1 calculating the assessable income 1s that the transaction 1s connected to the
pr v~ <on of a fully or partly state-owned company and to the sales of the
r:opern shaies in therr ownership

in i1 . 1se of so called "non-privatization ESOPs", corporate tax allowance can not
Ye ai 1 -ed However, participants can deduct therr own resource contribution from
M1z« "soessable mcome up to 30% (together with other deductions) of their
as - »7ole income
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vy What costs can be accounted for as operational costs of the ESOP
(rganization, and what sources are available to cover these costs?

Onl« -~ose costs can be accounted for as operational costs which are directly related
to toe dbjectives of the orgamzation These include costs related to establishment
anc Opetation of the ESOP Organization (e g, wage, social security contribution,
mitc 1] expenditure, fees to experts, etc ) These costs -- just like repayment of
credit o1 execution of mnstalment payment -- are covered from the income of the
otginnation (It was discussed under Question 95 that transfers can be made based
on the pre-tax profit of the company, however restrictions apply ) The income of
the (hgarization includes remittances by the company, payments made by
pacti~ vants and other natural persons and legal entities, dividends on property

shaic, owned by the organization and imncome from sale of property shares [16 §
(33

However costs related to the operational body of the organization, can not be
finan« «d fiom dividends of property shares owned by the orgamzation because that
full 115 10 be spent on repaying current debts Dividend on shares 1s not a direct
meoir e of the organization but 1t 1s received by the orgamization It 1s due to the
pattic cants on the shares which were transferred into thewr ownership during the
tepar 1ent peciod but 1t also has to be spent on repaying current debts [16 § (3)]
3 or what period 1s the Organization established, and when does 1t cease to
exist? What will happen to its property?

The O camzation 1s always established for a defined peniod of time, but 1t can be
tete 1 ted any time by decision of the general assembly or Court Assuming that
the O z.nization has transferred all the ownership of shares to 1ts participants, or the
emnic. er company ceases to exist without legal successor, the executive body 1s
ohu.gr to summon a general assembly within 30 days, which has to pass a
resc ..t on on the termination of the organization and the division of the rest of the
proj ary  Nevertheless, 1t 15 not necessary to terminate the Organization upon
fult :lment of 1epayment obligation Participants may decide so that property shares
acquiod by the Organization will remain 1 the possession of the Organization --
urti! the end of the period, determined n the statutes

Shot'¢ the Oiganmization not be able to realize 1t mam purpose, and should the
imp'ec~entation of the termination be unsuccessful, the state trustee organization
whi » Tacilitated the mnstalment payment or the creditor bank have to turn to court

Th=2 covrt will decide on immediate termination of the Orgamzation and will inform
the 1lic Prosecutor about 1t

Tt < O canization may be terminated as a result of such decision of 1ts participants --

uper 1 nttiative of the majonty -- before the ownership of all property shares 1s
tan.f.1ed Should such decision be made, 1t can be executed upon signing an
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rgoeement by the company, the cieditor bank or by the state trustee orgamization
which facilitated payments by installments and upon settling the final balance with
perticipants

W1 en the O1ganization 1s terminated, there might be several alternatives for division
of +he property It can be divided

« among participants in proportion to the shares owned by them,

» among participants in proportion to the shares owned by them and to those
shares which could potentially be owned by them 1n accordance with relevant
provisions of the statutes,

« among participants, pensioners, and successors of those participants, who
died m proportion to the shares owned by them
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Act XLIV of 1992 on the Employee Stock Ownership Plan™

For accelerating privatization and i order to promote that the employees can
acoune - in addition to previous forms of property acquisition - ownership share in
the economic association employing them, depending on their decision, 1n organized
form and 1n a preferential system, Parliament enacts the following Act

General Provisions
Article 1

(1) The shares [business quotas (heremafter property share)] of a company
lurited by shares or limited hability company (heremafter company) incorporated in
Hungarv can be acquired by the persons employed by the company as beneficiaries
(hereinafter employees) 1n the framework of the Employee Stock Ownership Plan
(heremafter ESOP) mn the way regulated by this Act

(2) An employee employed for at least half of the legal worktime, and has
been employed by the company for at least s1x months, 1s entitled to participate
ESOP including the employment with the legal predecessor of the company The
statutes of the ESOP organmization (heremafter organization) can stipulate a longer
tune as condition of eligibility, but this shall not exceed 5 years The employees
er itled to participation can waive their entitlement only in writing

(3) Employees, who comply with the conditions defined mn section (2) and
announce their imtention to participate m wrnting to the orgamzing committee
[Article 2 section (1)], or, after the institution of the orgamzation, to the
1d mmmistrative and representative body (hereinafter executive body) can participate
in the ESOP

(4) Upon the termination of the employment the employee's nght of
patticipation 1n the ESOP terminates as well

(5) ESOP can also be started in the course of the transformation of state-
owned enterprises, of subsidiaries or of companies owned by certain legal entities
Upon the request of the orgamizing commuttee, the state trustee orgamzation can
w.thdiaw the property of a separated orgamzational umt of the state-owned

enterprise and transform it into a company with the purpose of starting ESOP there
In these cases the nights to which the company is entitled under this Act are
excrcised by the property administering organ which participates as founder 1n the
tia 1sformation process

(6) The financial institutions and nsurance mstitutions do not come under

the force of this Act

T e Act was passed by Parliament at 1ts session on 9 June 1992
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Article 2

(1) If at least 25% of the employees want to acquire property share in the
fiameyv ork of ESOP, they shall entrust in wnting for this purpose an orgamzing
comm ttez consisting of 3 peisons If the property of the separated organizational
unit of the state-owned enterpnise 1s withdrawn by the property administering organ
with the purpose of starting ESOP, the basis for the calculation of the 25% ratio of
participation shall be the number of the employees employed at the separated
otganizational unit The orgamzing commuttee agrees, in the name of the mandators
and 1n consensus with them - with those owners who want to sell their property
shates to the orgamization to be founded by the employees - for the case of the
formation of the orgamization - on the conditions of the sale, especially on the
service to be performed and the compensation, 1 case of payment by mstalments,
on 1ts conditions as well as on the collateral obligations guaranteeing the contract

(2) If 1n the case of sale by the state trustee organization there 1s a possibility
to hawve 1ecourse to the Existence Loan, the term of the property sale tender shall not
be shorter than 35 days This rule shall also apply if the state trustee orgamzation
g1nts neyment by nstalment

(3) The oigamzing commuttee shall prepare a feasibility study (heremafter
studv) on the possibility of fulfilling the agreement referred to in section (1) This
shall .ndicate whether under the conditions defined in the agreement the financial
simation of the company allows the amortization of the selling price and interests of
the pioperty share the employees wish to acquire, and the degrees of property share
and face values of shares at which the programme can be realized The study shall
be couatersigned by the company certifying that its contents are technically correct

(4) The company shall supply the data required for the preparation of the
st.dv In case an orgamization 1s formed, the costs arising in connection with the
pteparation of the study are borne by the company

Article 3

(1) In possession of the study the orgamzing committee may have recourse to
a finarcial institution with loan application or can make an offer for payment by
instaiments to the owner selling the property share

(2) As a result of the credit review, the financial nstitution can 1ssue a loan
promuse and the owner as seller can make a declaration, according to which he shall
accept the offer to pay by mstalments 1n case an organization 1s formed

(3) The statutory meeting of the organization shall be called by the
organizing committee In addition to what has been laid down above, this also
requn es that the shareholders’ meeting (members' meeting) of the company consents
to the formation of the organization n accordance with the content of Act VI of
1988 on economic associations (Companies Act, heremafter CA), and the articles
of association (the statutes) of the company

{-) In case of consent the night of pre-emption due to the members (shareholders) of
the o 1panv (on the basis of CA) or the articles of association (the statutes of the company)
cainat he exercised with regard to the property share offered to the orgamsation
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The Formation of the ESOP Orgamization
Article 4

(1) The orgamization 1s a legal entity with self-government and registered
paiticipants created voluntarily by the employees for the purpose of acquirnng
picperty share in the company employing them The statutes cannot deviate from
the purpose defined 1n this section

(2) The property share acquired by the orgamzation becomes the property of
the organization which shall deliver 1t mto the property of the participants according
to the conditions set forth m this Act and m the statutes

(3) For the formation of an organmization 1t 1s necessary that at least 40% of
the employees of the company declares the formation of the orgamization at the
sta-utory meeting, they adopt its statutes in accordance with the requirements set
torth 1 thus Act (Article 9) and elect its administrative and representative body
(heremafter executive body) The orgamizing committee ceases to exist after the
formation of an organization

(4) One employer can participate only 1n one organization at the same time

Article 5

(1) After the formation of an orgamization 1ts court registration has to be
apolied for The minutes of the statutory meeting, the statutes of the orgamzation
and the declaration of consent of the company [Article 3, section (3)] shall be
att ched to the application

(2) The registration of the orgamization cannot be refused if the founders
heve complied with the conditions set forth in this Act The orgamization becomes a
legal entity by the registration

Article 6

(1) The organization shall be registered by the relevant County Court or the
Budapest Court (heremafter together Court) having jurisdiction over its seat

(2) The Court decides on the registration out of turn, mn non-contradictory
prccedure The Court sends the resolution on the registration to the attorney's office

(3) The change of the data of the statutes shall be reported to the Court
within 30 days after the change has taken place

The Functioning of the ESOP Organization
Article 7
(1) The supreme organ of the orgamzation 1s the general assembly consisting
of be all the participants

(2) The following are within the exclusive competence of the general
as:erbly
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a) the adoption and the amendment of the statutes,

b) the definition of the annual budget,

¢\ the election and revocation of the executive body, the determination of the
1emuneratton of 1ts members,

d) the acceptance of the annual report of the executive body,

¢) determinate the measure of the property share to be transferred into the
property of the participants,

f) decision on the acceptance of the conditions of raising a loan and/or of
payment by mstalments and on all matters which are referred by the
statutes to the exclusive competence of the general assembly

(3) The general assembly shall be convened as necessary, but at least once a

yea. The general assembly shall also be convened if this 1s ordered by the Court or
1if this 1s the wish of one-third (or smaller proportion as defined in the statutes) of
the perticipants indicating the reason and the purpose for the convention

1) The general assembly meeting can also be held in the form of an

mcomplete session n the way defined by the statutes

Article 8

(1) The members of the executive body shall be elected by the general
assericly by secret ballot for a defimite pertod

{2) The executive body represents the orgamzation through its member
naired in the statutes vis-a-vis third parties as well as in court, and before other
authonres The executtve body elects 1ts president from among its members by
itself

.3) Unless the statutes provide otherwise, each member of the executive body
1s entitled to management of the organization

4) Any person, who 1s not prohibited to participate mn public affairs, can be a
membe1 of the executive body of the orgamization At least half of the members
shnll be elected from among the participants of the organization At most one third
of the « wecutive body can be delegated by the company

(5) The members of the executive body are responsible for their activity
accoiding to the general provisions of Civil Law

Article 9

The following shall be defined n the statutes of the orgamzation

1) 1ts name, purpose, seat, and the name of the company whose property
share will be purchased by the orgamzation,

o) name of the representative of the orgamization,

c) the way of summoning the general assembly, its quorum and the procedure
in case of the lack of quorum, the conditions and way of exercising the
11ght to vote

d) the number of the members of the executive body, the way of their
election, their sphere of competence and the term of their functioning,

¢) the way and degree of the contributions paid by the participants,
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f) the way the property share owned by the organization 1s transferred mto
the property of the participants, the principles of its distribution,

g) the rules of re-purchase of the property share that has been transferred nto
the pioperty of the participants, and 1 case of thewr sale, the way of
exercising the nght of pre-emption,

h) the way the resolutions are published,

1) the rules of joming by the employees after the foundation of the
organization,

J) the nghts and obligations of the participants,

k) the rules of the alienation of the property share remaining m the property
of the organmization after the full amortization of the loan and the interests,

1) the principles for the division of the property i case the orgamzation
ceases to exist,

m) anything that the participants wish to regulate n the statutes

Article 10

(1) Any 1illegal resolution on the part of the general assembly or the executive
body of the organization can be challenged by any participant m court within 30
da, s fiom obtaining knowledge thereof

(2) Challenging of the resolution does not hinder the tmplementation of the
1esolution 1n justified cases, however, the Court can suspend the implementation of
the 1esolution

Article 11

The Attorney's Office exercises supervision of legality over the organization
according to the rules of 1ts government If the legality of functioming cannot
ntharwise be ensured, the attorney may have recourse to the Court

Article 12

On the basis of the statement of claim by the participant and the attorney, the Court

a) can repeal the illegal resolution of the orgamization and can order, 1f
necessary, the adoption of a new resolution,

b) can convene the general assembly for the restitution of legality of
functioning,

¢) 1f the legality of the functioning of the orgamization cannot otherwise be
ensured, 1t can suspend 1ts activiies and appowmnt a supervising
commussioner for its control

Article 13
The whole property of the orgamzation 1s a guarantee against 1ts debts With

the exception of the content of Article 19, section (1), the participants are not lhiable
for the debts of the orgamization with their own property
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Article 14

(1) The organization purchases the property share offered for sale through a
loan o1 payment by instalments, as well as by using 1ts own financial resources n
accord ince with section (4) In case of sale by the state trustee orgamization the
indemrity bill shall be taken mnto account at face value, as own financial resource
necessary for the loan or for the payment by instalments

(2) With the exception of transfer to the participants, the organization cannot
al.er at. the property share acquired by loan or by payment by instalments until the
termination of the amortization, the lending financial nstitution, or, m case of
payment by instalments, the state trustee organization have right of pledge thereon

(?) The profit (dividends) due for the property share purchased by using loan
o1 pavment by instalments shall be spent on the amortization of the existing debt
This p.ovision shall also apply to the property shares transferred into the property of
the participants i the course of the amortization

(4) A condition of granting a loan and payment by nstalments 1s that the
orgamzation should have its own financial resources The measure of the own

1esource 15 defined as follows, as a function of the average purchasing price falling
on a perticipant

The aveiage bands of Basis of own resources % of the part

purcasing price falling within the band
on one participant

0 - 5 million HF 0 HF plus 2%

Above 5 million HF 100 000 HF plus 15%

The ratio of the own resources i accordance with the above shall be
estab 1 hed by projecting it on the property share purchased by the organization

'5) The term of the loan and of the payment by instalments 1s maximum 15
year> fiom which at most three years can be the grace period 1

{(0) The company 1s responsible as guarantor for the repayment of the loan, or
for the performance of the payment by instalments in default of other secunties
offerec 1n addition to the night of pledge defined in Article 14, section (2) and m
Article 19, section (1)

{7) Article 38, section (3) and Article 39, section (2) of Act LXIX of 1991 on
financ al institutions and the activities of financial mstitutions shall not apply with
respect to this Act

Article 15

. 1) The nterest on the loan granted for the purchase of the property share
owned Ly the state trustee organization shall be 1dentical with the prevailing interest
conaitions of the Existence Loan The revenues of the state trustee orgamization
financec by the pieferential loan scheme shall be spent wholly on the reduction of

17 hes. Inst two sections amended were announced on May 4 1993
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the state debt

(2) The conditions of the sale of the property share owned by the state trustee
o1ganization 1n the fiamework of payment by mstalments are identical with those
desct bed 1n section (1), with the exception of the interest margin

Article 16

(1) In addition to those described mn Articles 14 and 19, the organization
cannot engage 1n any other economic activity

(2) From the pomnt of view of reporting and book-keeping, the rules of
accountancy relating to other organizations shall apply to the orgamization

(3) The receipts of the orgamization imclude the sum remutted by the
cowapany, the payments of the participants, other natural persons and legal entities
as well as the dividends (proceeds) due on the property share owned by the
organization, furthermore, the receipts resulting from the alienation of the property
shaie

(4) The orgamization can only charge the disbursements directly connected
with and necessary for the realization of the aims of the orgamization to its
op-=rational costs

Article 17

In accordance with the statutes, the orgamization shall exercise its
membe:ship nights denved from the ownership of the property share through its
rep esentatine Other persons, too, can be entrusted with exercising the voting right
m the way defined by the statutes

Article 18

(1) The executive body shall open a share account for the participants on
vwhich the value of the property share transferred into the property of the
paiticipants shall be mdicated

(2) The aggregate sum on the share accounts of the participants cannot
exceed the face value of the property share already amortized

(3) The property share becomes the property of the participants 1f the sum on
the share account reaches the face value of the share, or, mn the case of business
quotas 1t complies with the provisions 1n Article 159, section (1) of Act VI of 1988
il economic associations relating to the measure of the primary stake falling on the
bas1aess quota

(4) The acquisition of property on the basis of section (3) 1s free of stamp
duty

(5) The statutes can also provide that the property shares acquired by the
organization - with the exception of those purchased from own resources - remain
f a definite period and measure 1n the property of the organization even after the
term.nation of the amortization

(6) The orgamzation shall transfer the property shares purchased by using
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own financial 1esources unmediately into the pioperty of the participants in the
proporion of the mdividual payments If this provision cannot be met n 1ts entirety,
the « ountervalue of the property share remaining 1n the property of the oiganization
shal he reg.stered 1n the same proportion on the share account If the own resources
ate 110 paid mn by the participants, the delivery of the property shares purchased
f.om own 1esources shall be governed by the statutes

Article 19

(1) The property shares transferred mto the property of the organization mn
accordance with Article 18, section (3) cannot be alienated until the termination of
the amortization of the loan debts still subsisting in relation to the property of the
otgauization, the lending financial institution, and/or, m case of payment by
ms<ta'ments the state trustee orgamization 1s entitled to right of pledge thereon
These property shares continue to be admimistered by the orgamzation, this,
however does not affect the shareholder's (member's) nghts dertving from the legal
relationship of company membership

(2) The orgamization 1s entitled to the nght of pre-emption for the property
shaies aheady transferred mnto the property of the participant in case of the
tetucment or death of the participant during the period of amortization In other
respects the prohibition of alienation and right of pledge described 1n section (1), as
we 1 as the ught ot admmistration of the orgamization cease to exist at the fime of
the 12 rrement or death

£2) In other cases of the termmation of the participant's relationship during
the p2 10d of amortization, the orgamization can repurchase the property shares
tran>teried 1nto the property of the participant within the period defined in the
ste-ute. but at latest within 6 months The right of repurchase shall be exercised by
the vrgnization at the value defined 1n the statutes, but this shall not be less than
halt of the maiket value In case the employee terminates his employment 1llegally
ot «f . ¢ employer terminates 1t by extraordinary notice, the organization can pay the
purchase piice within the maximum of five years, and in other cases, within two
yeals m mstalments, too If the orgamization does not make use of its right of
repu chase the provisions of section (1) shall apply until the termination of the
amortizotion

{4y Under the conditions defined in the statutes, the other employees of the
ccmoan  the participants and the members of the company are entitled - mn this
oide1 - to the right of pre-emption for the repurchased property shares

(3) The provisions of this Article shall not apply to property shares purchased
fiom own 1esources

Article 20

(1) If the organization does not comply with 1ts obligations towards the
fina- ¢ a1 mstitution or the state trustee organization at due date, the further
proc=1d1 e shall be governed by Decree 39/1984 (XI5 ) MT on money circulation
and haik loans
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(2) If the procedure of execution agamst the organization was unsuccessful,
the financial institution or the state trustee organization shall inform the Court about
th1> simultaneously attaching the documents, and the Court shall - informing at the
~ane tume the Attorney's Office - abolish the organization with immediate effect An
apreal can be lodged agamst this decision on abolition within 15 days

Article 21

In case the property shares are not sold by the state trustee organization, the
parties can deviate from the provisions of Arficle 14, sections (1) and (4) to (6)

Article 22

If pursuant to the provisions of another Act, a definite part of the revenues of
the state trustee organmzation from privatization are due to another organization, for
thi; part, the benefit of payment by mstalments can be granted mnstead of the
pteferential loan construction regulated by this Act, under conditions identical
therewith

Article 23

If the state trustee orgamization sells property shares to the orgamization,
Arrrede 21, section (1) of Act XIII of 1989 on the transformation of business
o1gantzations and economuc associations shall not apply

The Cessation of the ESOP Organization
Article 24

(1) Once the orgamization has transferred the property nght of all the
pioperty shares the executive body shall convene the general assembly within 30
dav s, which shall decide on the abolition of the organization and the distnibution of
1ts Jroperty

(2) The provisions of section (1) shall apply also if the company 1s abolished
w1thout a legal successor

(3) Apart from the cases described 1n sections (1) and (2) of this Article and
m Article 20 the organization can only be abolished on the basis of the mmitiative of
the majoiity of the participants, after an agreement concluded with the company, the
le~ding financial mstitution or the seller providing the benefit of payment by
imstalments, and after the final settlement with the participants

Concluding Provisions
Article 25

Th.s Act comes nto force on the 15th day following 1ts promulgation
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Article 26

(1) Article 6, section (1) paragraph e) of Act XC of 1991 on the mcome tax of

ptivate petsons shall be replaced by the following provision

N0 12 enue unless provided otherwise by law ]
"e) the pecumary value obtained m the form of co-operative business
shaie, co-operative property share, property bill or share granted without
direct compensation (countervalue) with respect to his legal relationship to
the member, ex-member of the co-operative, to the heir of the member, to
the employee of the co-operative, in case of agricultural co-operatives to
the helping member of family, furthermore, the property bill granted by
the employer to the employee without direct compensation (countervalue),
the sum of the face value of the employee's share reduced by the
compensation of the share (business quota) acquired m the framework of
the Employee Stock Ownership Plan (ESOP), the sum with which the
individual share (business quota) account of the participant of ESOP has
Leen credited above the own payment (heremafter, all of them together
grat:s secunties), until this has been alienated by the private person, and/or
the other conditions enumerated 1in Article 33, sections (4) to (6) have not
arisen "

(2) Article 35, section (1) of Act XC of 1991 on the income tax of private
persons shall be complemented by the following
- " furthermore, the sum actually paid in by the participant 1n the year of
ieference 1n the framework of the Employee Stock Ownership Plan under
tne title of own payment from his after-tax income "
(3) The organization 1s not subject to corporation tax, as it does not engage in
bus.iness activity
i+) Asticle 4, section (2) of Act LXXXVI of 1991 on corporation tax shall be
complemented by the following paragraph k)
[At tne caleulation of the basis of tax assessment, the pre-tax profit shall be reduced by ]
'k) the sum remutted by the subject of taxation to the Employee Stock
Ownership Plan (heremnafter ESOP) orgamization m the framework of
ESOP connected with the privatization of state-owned enterprises or
compames owned 1n part or as a whole, by the State, as well as with the
sale of the property shares owned by them, 1n the interest of the realisation
of the basic objective of the ESOP organization, during the period of the
organization's obligation of loan amortization, but not more than the sum
defined n Article 5, section (7) In case of the jomnt alienation of state-
owned and not state-owned property shares (in the framework of ESOP),
the part of the sum remutted, proportional to the quota of the State property
can be taken 1nto account, which, however, shall not exceed the measure
defined n Article 5, section (7) In case of the alienation of the property
share 1n a company owned 1n part, or as a whole, by the State (1n the
framework of ESOP), the proportional part corresponding to the State's
ownership quota mn the company can be taken into account which,
however shall not exceed the measure defined in Article 5, section (7) "
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(5) Article 5 of Act LXXXVI of 1991 on corporation tax shall be
coraplemented by the following section (7)
"(7) 1n the course of fixing the basis of tax assessment, not more than 20%
of the pre-tax profit increased by the items defined in Article 4, section (3)
and reduced by the sums defined 1n Article 4, section (2) paragraphs a) to
1) fiom the sum transferred to the ESOP organization can be taken nto
account "
(6) Article 39, section (2) of Act LXIX of 1991 on financial institutions and
the activities of financial nstitutions shall be substituted by the following provision
"(2) For the purpose of the purchase of securities embodymng the
membership rights of the financial mstitution, 1t shall not grant a loan
exceeding 50% - m the cane of sale by a state trustee organization, 85% -
of the resale price, or, 1f this cannot be ascertamned, of the purchasing
price, of the securities wished to be purchased "2

~ 1 scction amended was announced on Mav 12 1993
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