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Abstract

In this paper our aim was to establish legal facts for Hungary in detail,
to put the country’s situation into international context, and to find new
avenues for comparative research. We updated investor protection indi-
cators already existing in the literature, while determined enforcement
indicators for the first time. We hypothesize that besides indicators the
dynamics of legislation must be an important topic for research. An
analysis of the dynamics of legislation in Hungary indicates that two
tendencies could be observed. one responding to actual challenges,
leading to more reliance on the interpretation of law by judges, the sec-
ond following the German-tradition resulting in more bright line rules,
and more complicated legal regulation. To make the former workable
political and financial independence is a necessary, though not suffi-
cient, condition. We emphasize that though investor protection supports
the supply of outside funds, there is a demand side to external finance,
and more prudential regulation can lead to less demand for external fi-
nance.
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GAZDASAGI JOG ES VALLALATIRANYITAS — A MAGYAR TAPASZTALAT

Osszefoglalas

Ebben a tanulmanyban azt a célt tiztiik magunk elé, hogy olyan ‘‘jogi
tenyeket” hatarozzunk meg Magyarorszagra, amelyeket a gazdasag-
iranyitas és jog kapcsolatat vizsgadlo irodalom fontosnak taldlt. Igyek-
sziink az orszag helyzetét nemzetkozi kontextusba helyezni, és megpro-
balunk a tovabbi komparativ elemzések szamara is uj utakat talalni.
Felfrissitettiink az irodalombdl mar ismert ,, befekteté védelmi” indika-
torokat, és meghataroztunk olyan ,,jogalkalmazasi mutatokat”, amelyek
tudomasunk szerint eddig nem voltak hozzadférhetoek az irodalomban.
Hipotezisiink az, hogy a tovabbi kutatdas szamara a jogalkotds dinami-
kdaja nagyon fontosabb téma lehet. A magyarorszagi jogalkotas némely
szegmensének dinamikajat elemezve azt latjuk, hogy két egymassal el-
lentétesnek latszo tendencia latszik kirajzolodni. Egyfelol a jog a gya-
korlat kihivasaira probal meg valaszokat adni, amely sok esetben a tor-
felol viszont jelen van a német jogi tradicio ,, ontorvenyu” jogi fejlodése,
a reguldcio komplexitasanak névekedese, a jogi kiskapuk elkeriilésének
igenyevel. Az elso irany mitkodoképességének biztositd-sahoz a politi-
katol valo fiiggetlenség, illetve a pénziigyi fiiggetlenség sziikséges felte-
telek Hangsulyozzuk, hogy a befektetok védelme ugyan noveli a valla-
latok szamara elérheto kiilso forrasok nagysagat, de van egy keresleti
oldal is, és az , erosebb” szabalyozads csokkentheti a kiilsé forrasok
iranti keresletet.




1 INTRODUCTION

Corporate governance is a relatively new concept. Its introduction manifests
that in the last decades economists have become aware of the difficulties of
describing and analyzing the behavior of firms in the traditional (neo-
classical) framework, and expresses the theoretical and empirical interest of
the profession. Zingales (1998) defines corporate governance as ,,the complex
set of constraints that shape the ex-post bargaining over the quasi-rents gener-
ated by the firm”, and gives three main reasons why corporate governance
matters. First, corporate governance sets up ex ante incentives, second, it al-
ters ex post bargaining efficiency, and third, it allocates risks. Under the tra-
ditional approach to the theory of the firm, corporations are seen as simple
decision making entities with a well-defined goal, value maximization, which
they can actually realize. The new approach claims that the way firms are
managed is important from the point of view of economic and social out-
comes, and governance can be improved via policy intervention. Interesting
problems with respect to the distribution of control rights, to the sharing of
profits and quasi rents emerge, accordingly. A substantial body of literature
has evolved around these issues, without having reached unanimously agreed
upon solutions.

Corporate governance styles vary across and within countries. It is well es-
tablished today that mature developed economies are not monochromic in
their corporate governance structures, and the American (Anglo-Saxon),
Japanese or German economies are characterized by their own corporate con-
trol mechanisms. Empirical research on other countries has started to discover
that the global experience is indeed multicolored (Shleifer—Vishny (1997).

Students of the evolution of economic institutions have pointed out that in-
stitutions are heavily influenced by history, there exists path dependence. This
must be true with respect to corporate governance styles, as well. In the tran-
sition economies of Eastern Europe this path dependence may have peculiar
appearances, since here the former governance structures were connected to
central planning, an economic framework abandoned around 1990 in this re-
gion. Old styles of corporate control became quickly unviable, but their ves-
tiges might have survived. A large literature has treated the problems of pri-
vatization (both of banks and of non-financial corporations), bank consolida-
tion (an issue that emerged in practically every transition country and had im-



portant relationship with corporate control), and the restructuring of enter-
prises. These issues are transitional problems, almost per se. After more than
a decade on the transition path the more developed transition economies have
practically finished with these issues, and have updated their corporate con-
trol structures. Still the current mechanisms may significantly differ from
those existing in mature market economies, despite being very much different
from their socialist forebears.

The problems of corporate governance are tightly interwoven with those of
corporate finance. As a move away from the Miller-Modigliani propositions it
has been found that financial contracts between enterprises and stakeholders
(employees, owners, creditors, etc.) lie in the heart of the corporate govern-
ance problem. These contracts determine to a large extent the framework of
corporate governance, by creating incentives, and by setting the stage for bar-
gaining processes. For instance, an alternative definition of corporate govern-
ance in Shleifer—Vishny (1997) says that it ,,deals with the ways in which
suppliers of finance to corporations assure themselves of getting a return on
their investment”. It is then not surprising that the relationship between non-
financial corporations and financial markets has also been found to be vari-
able across the world. Rajan—Zingales (1996) shows that in countries where
financial markets are less developed sectors where external finance “should
be significant” have a definitely lower rate of growth than in countries with
more advanced financial markets. This finding can be construed as an indirect
proof of the relevance of corporate control mechanisms, too.

By and large the corporate governance literature has been based on the as-
sumption that the main reason why corporate control is an issue is the incom-
pleteness of financial contracting. With contracts incomplete, governance
mechanisms have to be devised to fill in the gaps financial markets cannot
deal with. Thus corporate governance and financial markets work side by
side, and in close interaction. Incomplete contracting provides a role for the
legal system, including both laws and enforcement, since laws regulate con-
tracts, and enforcement entails their interpretation in the event of disagree-
ments between contracting parties.

This observation launched a series of studies attempting to identify the rele-
vant features of typical legal systems, claiming that legal differences have re-
sulted in important variation in financial sectors and corporate governance
mechanisms across the world. La Porta et al (1997) introduced a set of legal



indicators in order to characterize the quality of investor protection, and
showed that countries where investors are less well protected by the legal
system have smaller capital markets. La Porta et al. (1998) tried to trace back
the differences in legal protection to the legal origins of legal systems, and ar-
gued, also, that differences in financial markets, due to different legal protec-
tion, may have a large impact on the structure of ownership and on corporate
governance in general. More recently Pistor (2000) and Pistor—Raise—Gelfer
(2000) have extended this work to former socialist countries in a comparative
framework. The most important conclusion of this latter research stresses the
importance of enforcement. Whereas, La Porta et al. (1998) concludes that
better enforcement does not additionally contribute to financial market depth
in their sample of 49 countries (not including any transition economies), Pis-
tor-Raiser-Gelfer (2000) suggests that among transition countries law en-
forcement is probably a stronger determinant of investor protection than laws
on the books. To substantiate this claim in a cross-country empirical study La
Porta-Lopez-de-Silanes-Shleifer (2003) examines whether private and public
enforcement of the law matters for security markets, and finds an affirmative
answer.

It has also been realised that politics play an essential role in financial
development. In this spirit Rajan—Zingales (2001) proposes an ,interest
group” theory of financial development, as an alternative to the La Porta et
al.’s (1998) “legal origin” theory. One can take, however, a more liberal view
on the theory of financial development. We regard theories as complementary
rather than competitive. The legal framework is certainly important for
financial development, and it is possible that legal origins have long term
effects, the working of the legal system exhibits path dependence. On the
other hand interest groups may play substantial roles in shaping both the legal
system, and the financial architecture. Needless to say other factors (culture,
language, religion) may be also important, as it has been suggested in the
literature. A priori it is hardly believable that one would have a single theory
that would enable us to explain all the specificities and properties of financial
systems and of corporate governance styles. In this paper we focus on the
interrelationships between law and corporate governance in present-day Hun-
gary, without endorsing the view that law is the main or even only
determinant of corporate governance.

Those authors who want to test broad theories must take a comparative ap-
proach, conducting empirical studies involving many countries. Certainly



there is room for individual country studies to check whether their conclu-
sions can stand up to closer scrutiny at the individual level. Our foremost goal
is to establish legal facts for Hungary, and to find new avenues for compara-
tive research. We find that some of details so far neglected are possibly im-
portant, and it is imperative to emphasis the dynamics of legislation. It is
worth to know which events and motives have shaped legal change in order to
“forecast” developments in corporate control, and to give better policy advice.

In Section 2 a general overview of the character of Hungarian corporate law is
given. In Section 3.1 laws on the books are described, by specifying the val-
ues of investor protection indicators developed by La Porta et al (1997), and
Pistor (2000) for the Hungarian case as they stand now. Section 3.2 deter-
mines the enforcement indicators of La Porta- Lopez-de-Silanes-Shleifer
(2003), which has not been done for Hungary to the best of our knowledge,
besides giving some material to understand the meaning of law enforcement
in the Hungarian context. Section 4 offers two case studies enabling us to ap-
preciate the significance of legal dynamics. Section 5 concludes.

2 ABOUT HUNGARIAN COMMERCIAL LAW

Hungarian civil law is German in legal origin. By the analysis of La Porta et
al (1997), this fact would suggest that the chances are not very good for in-
vestors’ rights being particularly strongly protected by the laws. The sample
used by La Porta et al (1997) and La Porta et al (1998) contained six German
legal origin countries (Germany, Switzerland, Austria, Japan, South Korea,
Taiwan). (The other three groups included common law-origin, French-origin,
and Scandinavian-origin countries.) The general result was that outside in-
vestors’ rights are best protected in common law countries, though German-
origin countries perform relatively well in protecting creditors’ rights. Among
transition economies Pistor (2000) identifies many other German-origin
countries, such as Croatia, the Czech Republic, Estonia, Latvia, Lithuania,
Poland, the Slovak Republic and Slovenia.

German law is typical “lawyers’ law”, using a very specific technical lan-
guage and definitions, striving for absolute preciseness. It makes also a very
extensive use of codes. This is in contrast with the judge-made character of
Common Law, and the more laymen-oriented French tradition. A corollary of



the German-style approach is that codes are classified in a way that seems
strange to non-lawyers, with apparently very different issues being brought
together by general concepts. (For instance, selling and doing damage can
come together in the same rule, since both acts create “in personam” rights.).

In Hungary under the socialist era, business law did not have a particularly
prominent role in regard to the management of firms. (See Kereszty (1999).)
The Hungarian reform process in the late 1980s put great stress on modern-
izing company law, as a necessary means to transform the enterprise sector,
wishing to lay the foundations of a primarily private property based market
economy. However, the 1988 Company Law was found deficient in many re-
spects, giving rise to a new wave of law-making that resulted in a new com-
pany law promulgated in 1998. It is interesting to quote from the preamble of
this latter statute:

“In 1988 the primary aim of legislation, understandably in view of the state
dominance under socialism, was to pave the way for entrepreneurship and the
founding of private companies by residents and non-residents alike. Neces-
sarily, this was only made possible by neglecting the protection of creditors,
and consequently and sadly, this facilitated the abuse of law.” (Translation of
the authors.)

Whether the “neglect of creditor protection” was indeed a necessity, is a
problem we will not address below. Still one related point should be noted
here. The opinion inherent in this quotation implies that entrepreneurship is
hindered by strong protection of investors. We will return to this view in the
concluding section.

A closer look at the new legislation gives the impression that legislators in
1998 did not quite, or not solely, care for the amelioration of creditors’ and
equity holders’ position. Rather they were anxious about the destiny of those
claimants who acquired liabilities in enterprises, as it were, unintentionally.
Examples include the government (tax liabilities, or social security contribu-
tion liabilities), suppliers (if we think that some trade credit is normally aris-
ing in business, and is not fully intentional), or society at large (by having
shares in firms via the State Property Agency). Indeed, the new legislation
seemed to be concerned with defining as criminal offence many acts that had
accompanied the privatization of many formerly state owned business entities
via their decapitalization.



A Bankruptcy Law was promulgated in 1992, whose explicit aim was to
quicken the enterprise restructuring process. It forced into bankruptcy thou-
sands of enterprises, but the law preferred reorganization, and left managers
with significant room of manoeuvre, thereby tending to be less protective to-
wards creditors.

3 LAWS ON THE BOOKS AND ENFORCEMENT IN HUNGARY
3.1 Laws on the books

La Porta et al. ((1997) (1998)) advance the idea that the origin of legal sys-
tems has a very strong impact on the way outside investors’ rights are pro-
tected. These papers attempt to prove that the efficiency of financial systems
is, to a large extent, determined by the strength of legal protection. Even if
one believes that enforcement is probably more important, or stresses the im-
portance of cultural (religious) origins, or even if agrees with Rajan-Zingales
(2001) that the political structure has in fact the most crucial impact on the
evolution of the financial sector, one must admit that the law probably plays a
significant role. Pistor (2000), extending this research into transition coun-
tries, defined new indicators, to cover a wider range of laws intended to pro-
tect outside investors.

First we replicated the indicators reflecting shareholder rights. This first
group of legal indicators measures how well any given system of laws pro-
tects minority shareholders’ rights. An indicator of 1 means strong protection,
whereas 0 a lack of protection. Legal protection of outside equity holders
does not seem to be strong in Hungary, and international comparisons show
that it is weak even in a transition country context, see Pistor—Raiser—Gelfer
(2000). However, this is what one would expect from a German-law origin
country. The next set of criteria measures creditors’ rights. La Porta et al
(1997) emphasizes that analyzing creditor rights is more complex than ana-
lyzing the rights of outside equity holders, since preference of one type of
creditors might mean putting at a disadvantage some other type. The criteria
focus on senior secured creditors. It seems that creditors protection is stronger
than equity owner protection in Hungary, but it is of medium-plus strength
even in a transition country comparison, and of lower than medium strength



in a full international comparison, see Pistor-Raiser-Gelfer (2000). (The num-
bering and definitions follow Pistor-Raiser-Gelfer (2000).)

3.1.1 Investor protection indicators: Shareholder rights
1. One-share one-vote principle 0

If this were the case, then there would be no discrepancy between ownership
share and voting rights. In fact, it is possible that a company charter sets a
maximum degree to voting rights. One-share one-vote is rather rare in gen-
eral, irrespective of legal origin, only 22 % of countries of the La Porta et al.
(1997) sample exhibited this feature.

2. Proxy by mail 0

This means that voting can occur via mail, which is not allowed in Hungary.
This is again rare in general (18 % of all cases), except in countries with a
common-law origin, where it is pretty common.

3.a Shares cannot be blocked 1

This means that those who have an ownership title at the time of an assembly
can vote. “Shares cannot be blocked” in countries with Scandinavian and
common law origins, and in the majority of French-origin countries. In Ger-
man-origin countries, however, it is only Japan where this restriction cannot
be applied.

3.b No registration cut-off date before the meeting 1

This has changed recently from a registration cut-off date of 60 days before
the meeting.

4.a Cumulative voting or proportional representation (

These are both voting mechanisms to ensure that minority shareholders get
some representation on the board. These institutions are unknown for Hun-
garian corporate law. Indeed, these rules are allowed only in 27 % of all
countries analyzed by La Porta et al. (1997), among them only a single Euro-
pean country, Spain, has this feature.

4.b Other rules to ensure proportional board representation ()
5.a Judicial recourse against decisions by executives, supervisory board 0.5

5.b Judicial recourse against taken by the shareholder meeting 1
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La Porta et al. (1998) calls these last two oppressed minorities mechanisms
that serve to give an escape route to minority shareholders, when they feel
that either the management or the assembly has made a decision that is fun-
damentally against their interests. (Including mergers or even asset sales.)
These mechanisms are frequently found in common-law origin countries, as
well as in a number of French law origin countries. However, in this latter
case, all of these are non-European, with the exception of Spain. German law
origin countries in Asia have these mechanisms, while German law origin
countries in Europe do not. In the case of the former group, American influ-
ence was important after WWII. No Scandinavian law origin country knows
of this institution.

6. Pre-emptive right to new issues for current shareholders 1

This gives precedence to old shareholders in the event of new public offer-
ings, and exists in Hungary. This right is most common in Scandinavian law
origin countries, and not infrequently found in French law origin countries.

7. Shareholders representing less than 10 % of total shares may demand the
convocation of and extraordinary shareholder meeting 1

8. Mandatory dividends 0
This exists in some French-origin countries.

9. Executives are appointed and dismissed by the supervisory board, rather
than by the shareholder meeting 0

Both rights belong to the shareholder meeting in Hungary.

10. Management and supervisory board members can be dismissed without
cause 1

11. A 50 % minimum quorum requirement for a shareholder meeting to take
binding decisions 1.

At the first call at least half of voters must be present, but the company charter
can give a higher threshold. At the second call there is no minimum require-
ment.

12 The right of minority shareholders to call an audit commission 1

If at least 10 % of voting shareholders request it, the court will order an audit
despite a contrary decision by the shareholder meeting.
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13. Supermajority requirement (at least 1) for adopting decisions that affect
the existence of the corporation in its current form 0.75

There is a 75 % majority rule in respect of the following decisions: modify-
ing the charter, liquidation, change of legal form, but major assets can be sold
without the supermajority requirement.

14.Supervisory board members are elected only by shareholders 0
15 Right to transfer shares may not be limited 1

16 No formal requirement exists for the transfer of shares 1

17 Minority shareholders have a put option 0

18 Mandatory takeover bid threshold exists 0,75

The threshold is 30 %.

19 Conflict of interest rules 0

Only the prospectus contains such provisions.

20 Shareholder register must be conducted by an independent firm 0
21 Insider trading is prohibited by law 1

22 Threshold for mandatory disclosure in case of acquisition of large block of
shares 1

The threshold is 10 %.
23 A state agency conducts capital market supervision 1
24 Capital market supervision is independent ()

It is subordinated to the Ministry of Finance.

3.1.2 Investor protection indicators: creditors’ rights
1. Restrictions for going into reorganization ()

This means that reorganization procedures can be initiated only with the con-
sent of creditors. This restriction does not exist in Hungarian law. This re-
striction is quite common in common-law and Scandinavian-law origin coun-
tries, and exists in Germany and Austria as well.
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2. No automatic stay on secured assets ()

This means that during reorganization secured creditors may not repossess
collateral. The lack of this restriction on creditors’ rights is frequent in com-
mon law and German-law origin countries. While Switzerland has this re-
striction, Austria or Germany do not.

3. Secured creditors first 1

This means that in the event of liquidation creditors with secured debts enjoy
precedence. Secured creditors are given priority in common-law, German-law
origin and Scandinavian-law origin countries.

4. Management does not stay during reorganization 1

This means that a defaulted company’s managers cannot participate in the re-
organization process. In most common law countries the value is 1, whereas
in all Scandinavian and European German-origin countries it is 0. The aver-
age for French-origin countries is roughly 0.26.

5. Legal reserve 1

Qualified majority of shareholders is needed for voluntary dissolution.
6. Automatic trigger to file bankruptcy 0

There is no automatic trigger to initiate bankruptcy.

7. Creditor consent is necessary for reorganization or liquidation ()

8. Establishing a security interest in movable assets does not require transfer
of assets

9. Law requires establishment of register for security interests in movables 1
10. An enforceable security interest in land may be established 1

Land can be used as collateral, but the land market is so thin that it is infre-
quently used.

11. Legal provisions that allow creditors to pierce the corporate veil 1
12. Management can be held liable for violating provisions of insolvency law 1

13. Transactions preceding the opening of bankruptcy procedure may be de-
clared null and void 1

This provision applies even more than 1 year prior the bankruptcy procedure.
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3.2 Enforcement

La Porta—Lopez-de-Silanes—Shleifer (2003) defines two sets of indices for the
evaluation of enforcement. To the first set belong characteristics bearing on
disclosure requirements and liabilities (private enforcement). The second
contains indicators concerning the character of the Supervisor, its investiga-
tory powers, non-criminal and criminal sanctions (public enforcement). In
Appendix 3 we give short definitions and values for Hungary. (For precise
definitions of scores see La Porta—Lopez-de-Silanes—Shleifer (2003).) A
value of “1” generically means strong enforcement of investor protection,
whereas a “0” the lack of it. The private enforcement index combines the first
three indices, and the public enforcement index the last two. The scores are
0.36 and 0.31. Comparisons with other countries (see 7Table I) indicate weak
private enforcement, and weaker than average public enforcement. It is inter-
esting to note that in German legal origin countries public enforcement is ap-
parently even weaker than in Hungary. However, one may ask whether these
enforcement indicators are not to be amendable with other aspects of the en-
forcement issue. Or one may wonder whether political dependence of the su-
pervisor, which seems to be the case in Hungary, would not nullify or weaken
the effects of other aspects of public enforcement.

Table 1: Enforcement indices

(“All” means the average in the La Porta—Lopez-de-Silanes—Shleifer (2003)
study, and “German” the average of those countries having German legal origin.)

All “German” Hungary
Disclosure 0.6 0.6 0.5
Burden of proof 0.49 0.42 0.22
Private enforcement 0.54 0.51 0.36
Supervisor 0.5 0.29 0
Investigation 0.6 0.17 0.5
Orders 0.38 0.04 0.33
Criminal 0.5 0.42 0.5
Public enforcement 0.48 0.23 0.31
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3.2.1 Private enforcement

Disclosure requirements

Prospectus: 1

Listed securities cannot be sold without providing a prospectus.
Compensation:

The compensation of directors and key officers are not required to be reported
in the prospectus.

Shareholders: 0.5

The name and ownership stake of “substantial” shareholders must be dis-
closed, but it is only direct shareholding with which the law is concerned.

Inside ownership: 1

The ownership shares of directors and key officers must be disclosed indi-
vidually.

Irregular contracts: ()

No requirement exists to disclose material contracts made by the issuer out-
side its course of ordinary business.

Transactions: 0.5

Some, but not all transactions between the issuer and “’related parties” (di-
rectors, key officers, shareholders) must be included in the prospectus. (To
wit: those that materially influence the working of the corporation.)

The disclosure index is the arithmetic average of the above six values, which
in this case equals 0.5. (See in Table 1 the corresponding values for the aver-
age of countries participating in the La Porta- Lopez-de-Silanes-Shleifer
(2003) study, and for the average of German legal origin countries in the
aforementioned study.)

Liability regime (burden of proof)
Burden director: 0

Investors cannot sue directors directly in case of misinformation given in the
prospectus. (Though they can sue the issuer that can sue directors. So maybe
1/3 would be a more appropriate score.)



15

Burden distributor: 2/3

Misleading statements in the prospectus are not sufficient for the liability of
the distributor, it must be proven also that there was a causal relationship
between misinformation and loss.

Burden accountant: 0

Restitution from the accountant (i.e auditor) is not available.
The burden of proof index has an average of 0,22.

3.2.2 Public enforcement

Characteristics of security market supervisor

Appointment: ()

Appointment is unilaterally made by the Executive.

Tenure: 0

The appointing authority can dismiss.

Focus:0

There is no separate supervisor for stock exchanges and banks.
Rules: 0

The supervisor cannot issue regulations concerning primary offerings.

Accordingly the average is 0, which unfavorably compares to an average of
0.5 in the sample of La Porta—Lopez-de-Silanes—Shleifer (2003). Still a 0 av-
erage exists in other countries, such as Belgium, Japan and Norway.

Investigative powers of the supervisor
Document: 1

The supervisor can issue an order for everyone to turn over documents for the
sake of investigation.

Witness. 0
The supervisor cannot subpoena.

The average is 0.5, which is lower than the La Porta—Lopez-de-Silanes—
Shleifer (2003) average of 0.6, but is above the very low (0.17) average of
German legal origin countries.
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Orders

Order issuer: 0.5.

Limited range of actions can be required by the supervisor from the issuer.
Order distributor 0.5

Again limited is the range of actions the supervisor can order to rectify prob-
lems with a prospectus.

Orders accountant: ()
The supervisor cannot require any action form the auditor.

The average orders index is 0.33, which is jut a little below the La Porta—Lo-
pez-de-Silanes—Shleifer (2003) average of 0.38, and significantly above the
German legal origin country average of 0.04.

Criminal sanctions
Criminal director/officer: 0,5.
Criminal distributor: 0.5
Criminal accountant: 0.5

Only awareness of misinformation in the prospectus leads to criminal liability
in all three cases.

The average is 0.5, which corresponds to the La Porta- Lopez-de-Silanes-
Shleifer (2003) average, and is above the German legal origin country average
of 0.42.

3.2.3 Enforcement in practice

So far we have dealt with enforcement form the point of view of laws, not of
actual practice. Actual practice can be assessed for instance by questionnaires.
Systematic studies of law enforcement in transition countries have been car-
ried out under the aegis of the EBRD. The annual survey of the EBRD makes
composite assessments in terms of legal indicators in transition economies.
There exist two types of indicators, one for judging commercial law and the
other for financial regulation.

As for commercial law, Hungary has been in the lead among transition coun-
tries, but together with 9 other countries. The explanations given in the
EBRD’s Transition Report 2000 indicate that the main problems are with the
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pledge law (the lack of a centralized registry), and the efficiency of the courts.
As for financial regulation, Hungary shares first place with Poland and Slove-
nia. Basically the EBRD Reports state that the regulatory framework is simi-
lar to those customary in developed countries, but ,,it may benefit from more
systematic and rigorous enforcement”, i.e. one may get away with breaching
the law more easily.

To understand what the problems with the efficiency of the courts mean we
can quote Kereszty (1999) at some length.

“In 1998 almost 8000 liquidation procedures were started, but in most cases
liquidators found empty (phantom) companies. In about 80 % of liquidated
companies there were no assets at all, and in numerous cases it was impossi-
ble to find any documentation, let alone the executive officer. On the other
hand, the relative and absolute number of reorganization procedures has di-
minished since 1992.”'

Table 2: New bankruptcy cases

1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998

Reorganization | 4169 | 987 189 145 80 51 48
Liquidation 9891 | 7242 | 5711 | 6316 | 7397 | 6907 | 7982

Source: Ministry of Justice, Hungary. Quoted by Kereszty (1999).

Kereszty (1999) then proceeds with the woes of creditors, For instance, liqui-
dators claim that the reduction in the number of reorganization procedures
have certain mutually reinforcing reasons. It is estimated that due to the
lengthiness of bankruptcy procedures, in 30 % of commercial cases courts
cannot reach a decision within one year, while creditors want to get their
money as soon as possible, and do not want to reorganize the firms in distress.
At the same time, banks may try to have a side deal with debtor firms, rather
than initiating a bankruptcy procedure, where they have to share the liquida-
tion value with other creditors. This explains why creditors sometimes choose
to liquidate solvent companies with only transitory liquidity problems. (See
Table 2 for more details.)

11992 was the year when the new bankruptcy law was introduced.
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According to Kereszty (1999) if a firm goes into liquidation in Hungary the
majority of creditors make losses, sometimes recovering nothing at all. This is
obviously a very serious problem in particular for small entrepreneurs, who
provide trade credit. In the latter half of the 1990s tax, social security and tar-
iff liabilities of companies in bankruptcy amounted to 400 billion forints, and
the recovery ratio was about 5 %. Liquidation costs were estimated amounting
to 50-100 thousand forints per case, which is a large loss regarding that in 8
out of 10 cases the liquidated firm had zero liquidation value.

The full story can be complemented with noticing that, after 1989, about
400,000 companies have been registered, of which 70,000 ceased to exist by
1998. It was widely believed that 1/3 of all companies did not submit any bal-
ance sheet report as required by the law. A frequent complaint was that ex-
ecutive officers did not pass the company books to the liquidator, or sign an
affidavit. This happened despite the fact that they could be fined, or even
prosecuted.

4 LEGAL DYNAMICS
4.1 Case study 1: Acquisitions

The legal regulation of acquisitions and mergers is important both for pro-
tecting minority shareholders, and also for ensuring that managers can be
controlled by the threat of takeovers. In Hungary a 1996 statute on Stock Ex-
change stipulated that any purchase of more than 33 % of shares in a public
shareholding company necessitates a public offer.” This is clearly a “bright
line rule”, whose extensive use is characteristic of civil law systems. The big
problem with bright line rules is that they can be frequently circumvented. We
can illustrate this thesis by the following case study.

Borsodchem is a public company belonging to the chemical industry. Its main
input supplier is TVK, another public company, which purchases its natural
gas and oil requirements from MOL (the Hungarian Oil Company), one of
the biggest enterprises in Central Europe, and the largest firm quoted at the
Budapest Stock Exchange. The three companies were tied together with

? It is interesting to note that a similar loophole was created by a similar bright line rule in
he US, a century ago.
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cross-ownership, and also by the fact that the government had ownership
shares in each of them. They had also cooperated closely over the years.

In the Summer of 2000, Milford Holdings, an Irish off-shore company, ac-
quired some 24.75% of Borsodchem’s shares. Beside Milford, two Austrian
companies and a Russian bank also bought shares in Borsodchem, amounting
to a combined share of over 50 %. On the announcement of these events stock
prices fell by some 20 %. The reason for this was that there was a general
suspicion that Gazprom, the Russian oil giant was behind these actions.

The Hungarian supervision agency started an investigation into the ownership
structure of Borsodchem in October 2000, and suspended the voting rights of
Milford. As a response Milford sold its shares to a Hungarian bank (CIB), but
simultaneously acquired a buy option for Sibur, a Russian firm. (Sibur was
known to be an affiliate of Gazprom.) It turned out that the contract also en-
sured that CIB would vote according to the interests of Sibur in the January
2001 shareholders’ meeting of Borsodchem. In fact, in that meeting CIB
changed the executive and supervisory boards completely, in cooperation
with the two Austrian companies. Finally, in July 2001 one of the Austrian
firms made a public offer, at a price which was about half of the price pre-
vailing before these events started to unfold.

These events caused turmoil, resulting in radical changes in legislation. The
new legal formula does not contain bright line rules, interpreting the term
“acquiring influence” very widely, and subsuming even the “coordinated acts
of independent actors” within this category. Clearly, this formulation puts a
greater burden on judges, whose interpretation of the law will become more
important. The question is, whether Hungarian judges are prepared and/or are
given the right incentives to assume law-making functions. This problem un-
derlines the role of both enforcement and the efficiency of the judicial system,
and its independence of political influence. However, most observers believed
that political interference was a key element in the Borsodchem story.

4.2 Case study 2: Risk capital regulation

Venture capital is presumably aimed at supplying equity finance to high-risk
startup companies, that may be innovative, too. Initially, venture capital was
an American phenomenon. Despite some active government participation,
legislation has not played any role in promoting this type of financing in the
US. In the common law tradition, existing rules were applied or adapted.
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In contrast, the mostly civil law based European approach has been different.
Besides providing direct support to venture capitalists, European legislators
thought wiser to introduce new specific laws. This was the route followed by
Hungary, as could be expected on account of its legal traditions.

The view behind supporting risk capital is that there exists a market failure
here, and with appropriate incentives the state can enhance technological de-
velopment. If the incentives include tax incentives, this provides a good rea-
son for legal intervention, but it is, of course, not necessary that tax incentives
be part of government support.

The 1998 “Act on Venture Capital Investments, Venture Capital Associations,
and Venture Capital Funds™ had basically three goals:

1. supporting the financing of high risk-high return activities
2. preventing tax evasion
3. protecting investors.

As noted above, item 1 is the specific goal, and item 2 is a corollary of it. Item
3 is a generic principle, as the protection of investors seems to be in the fore-
front of more recent Hungarian economic legislation.

To achieve the main goal (promoting investment in risky ventures) tax holi-
days (rebates) are stipulated by the law. In economic terms this is equivalent
to raising the expected return on the investment, without affecting the conse-
quences of bad (loss-making) outcomes. To reduce the risk incurred by in-
vestors, another part of the law stipulates that the government provide guar-
antees for risk capital funds. It is a key question whether these things really
appropriately belong to the law. Nevertheless, the special provisions which
distinguish a risk capital fund from a normal investment fund cannot be justi-
fied unless the above incentives are in place.

The most important restrictions on risk capital funds refer to their legal form,
their minimum capital requirement, their admissible investment portfolio, and
their accounting rules. With respect to the first, any risk capital fund must be
a shareholding company. This restriction is not quite understandable, as risk
capital usually needs personal involvement by experts, who are able to advise
and monitor the firms they deal with.

As for the second, the minimum capital requirement for a risk capital fund is
500 million forints, ten times the normal sum for shareholding companies.
Again, this requirement may have two implications: either increasing the size
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or the number of projects. Increasing the size of projects may result in more
risk-taking, whereas a larger number of projects may burden the advisory-
supervisory capacity of the risk fund. There is little reason to increase risk-
taking, while the resources for advising-supervising are presumably scarce.

The next restriction ensures that risk funds are involved in risky activities, in
the form of providing equity, rather than investing safe. This restriction is
clearly a corollary of the tax exemptions, since risky investments are the pri-
mary reason why a risk capital fund should be given tax incentives.

Finally, there is a set of detailed accounting rules, mostly aimed at preventing
companies from finding loopholes, and from raising executive compensation
by tax avoidance. This is quite understandable again as a corollary of the na-
ture of incentives the law wishes to give.

One may ask where investors’ protection is to be found in this law. Investor
protection is provided by government guarantees (hardly a subject for a legal
rule), and maybe, in the minimum capital requirement. Otherwise, protecting
investors falls under the authority of the company law, with respect to share-
holding companies. As we have seen this is not the strongest protection in an
international comparison.

We can draw a few lessons from risk capital fund legislation. First, the law
regulating risk capital was not introduced as a response to practical problems.
Its content betrays no serious economic analysis. Rather, this is a law which
was introduced because other countries had had their own statutes. The law
strives for internal consistency, at the cost of dealing with many problems that
properly should not be dealt with by legislators. In short, this is indeed a
“lawyers’ law”, caring little for economic agents or economists, and wishing
to provide judges with “bright line rules” rather than invite them to interpret
the law. As shown in the former example this is not a route that is easily ne-
gotiable. On the other hand we cannot see what sort of events could occur to
push legislators into modifying this law. There is little chance that political
motives would interfere.

The main negative consequences of this approach are twofold. First, the law
may hinder the creation of small risk capital undertakings with true value
added, i.e. where experts provide advisory and supervisory services to startup
entrepreneurs. Second, it is hard to believe that the bright line rules exten-
sively used in the formulation of the law can prevent circumvention, and, pos-
sibly, one of the “uses” of this law will be reducing tax liabilities legally,
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without engaging in those risky investment activities the law was made to
support. However, these two problems are unlikely to generate public dissent,
or government dissatisfaction. As the potential for true venture capital under-
takings is probably not very large in Hungary, the first adverse effect will be
rarely noticed. On the other hand, the regulation is good enough to prevent
the most blatant abuse of tax incentives.

5 CONCLUSIONS

This study has indicated the legal protection of outside investors in Hungary
is probably relatively weak. So now we can ask: what are the mechanisms that
guarantee the return on investment in Hungary, and what sort of investors are
there? Shleifer—Vishny (1997) suggests that concentrated ownership is the
most widespread and most plausible solution in such a situation. Indeed
concentrated ownership and self-finance characterizes the largest part of the
Hungarian economy, but this governance style comes in two varieties:
multinationals and domestic private owners.

Multinational ownership is effectively transferring the problem outside the
borders. Whether this is an efficient solution would need a separate
international comparative work. Domestic concentrated private ownership is
another solution with some commendable features, but with a vengeance. This
appears to be an escape from agency problems and the commitment problem
behind the soft budget constraint phenomenon, too. However, the budget
constraint of these firms may be too strong, linking too closely together
investment and current profitability. Concentrated ownership suffers from
other inefficiencies as well. For instance, it reduces the incentives of non-
owner stakeholders to make firm-specific investments, and probably put a li-
mit to the growth of enterprises.

There exists, however, a third government style, substantial state involvement
in a combination of ways. In fact, this might have positive effects by
lessening the force of the inefficiencies arising from concentrated ownership.
However, one can be always suspicious, whether state ownership will not
result in politically motivated, economically inefficient decisions frequently.
Again this is a topic for further international comparative research.

Our analysis of the Hungarian company law confirms that the protection of
outside equity investors is relatively poor according to laws in the books,
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which is not surprising in view of the German legal origin of the country. As
Pistor et al (2000) strongly emphasized, transition experience has shown that
enforcement of laws are more important for investor protection than laws on
the books. Having said that, we do not believe that legislation is totally unim-
portant, indeed its importance will increase in tandem with the improvement
in enforcement. Current lawmaking should have a more active role in the
strengthening of enforcement. Two tendencies can be observed: one leading
to more reliance on the interpretation of law by judges, responding to actual
challenges, and the second, following the German-tradition, resulting in a
higher number of bright line rules, and more complicated legal regulation. To
make the former workable requires political and financial independence as a
necessary, though not sufficient, condition. All in all, a larger emphasis
should be put on enforcement than on emulating “Western” laws (the latter is
simpler). Another important point is that a simple tax code may be a prerequi-
site to a good legal framework, since the chief concern of lawmakers involves
the undoing of loopholes provided by a complicated tax system, which is es-
pecially unsuitable for very small businesses.

Besides influencing enforcement, legislation can shape the behavior of finan-
cial market participants, and the extent of financial markets in several ways.
New legislation sometimes strives for greater prudence by providing bright
line rules, rather than letting the public learn. Investor protection supports the
supply of outside funds, but there is a demand side to external finance, and
stricter prudential regulation can lead to less demand for external finance. On
the other hand, investment restrictions on certain groups of investors can
weaken the supply side, too.

It is interesting to note how economic legislation developed in Hungary. We
divide the reasons why new laws were promulgated into roughly three catego-
ries: 1. Practical reasons. These changed with transition proceeding, here be-
sides a longer term view, legislators were usually worried about short term
problems. 2. External demand. This is basically the demand set by interna-
tional organizations Hungary has wished to join. 3. Internal reasons. Appar-
ently these follow from the internal logic of the legal system. For interna-
tional comparative studies of the legal infrastructure it would be useful to
learn about the dynamics of legal change, what sort of motives make countries
adopt new laws. In this way one may find out something about the ability of
legal systems to adapt successfully or less successfully to unforeseen chal-
lenges.
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Hay—Shleifer—Vishny (1996) provide an example of how legal systems must
be reformed with a definite goal, which is in their case the effective imple-
mentation of privatization. We can only make some modest proposals here.
Path dependence and other external factors may limit the scope of law in
shaping corporate governance. It may be worthwhile to find out what other
investor protection mechanisms exist in Hungary, and whether they are effi-
cient arrangements or not. From a policy point of view this sort of investiga-
tion would help focus institutional changes on improving the available
mechanisms. For example, a discovery that there is little chance that the mar-
ket for corporate control will play a major direct role in Hungarian corporate
governance would have certain implications about the utility of efforts to
broaden and deepen the local stock exchange. Should the conclusion be that it
is more plausible that banks could play a more significant role in the financ-
ing of medium sized companies with concentrated ownership, then legislation
and other governmental actions should shift focus onto promoting the bank-
led governance style. Indeed, our paper suggests that the above two condi-
tionals are true.
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