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[bookmark: LetterBody]You have asked us to provide an update on the status of the new Hungarian Capital Markets Bill (the “Bill”), which was recently submitted to the Hungarian Parliament. We understand that you requested this update with a view to soliciting comments from ISDA members on the relevant provisions of the Bill so as to feed such comments into the legislative process. The Hungarian Parliament is expected to vote on the Bill at the end of November and, if adopted, the new act would be effective as of 1st January, 2002.

As you know, the Bill addresses issues relevant to close-out netting, which we will discuss in part A of this memorandum. The Bill also contains provisions that affect the ability of foreign banks to provide investment services to Hungarian counterparties, which is of relevance to ISDA and its members. We discuss the problems of cross-border investment services in part B of this memorandum. 

A.	Netting related provisions of the Bill

1.	The relevant provisions of the Bill

1.1	Introduction

The netting related provisions of the Bill have been the subject of extensive discussions among representatives of the Hungarian Ministry of Finance (the "Ministry"), the Hungarian Ministry of Justice, the National Bank of Hungary and various other financial supervisory authorities. We have been involved in these discussions on behalf of ISDA and EBRD, and have had the opportunity to share our views with the ministries in charge of preparing the various drafts of the Bill. Many of our suggestions have been incorporated in the draft of the Bill submitted to the Parliament.

The netting related provisions will (i) amend the relevant provisions of the Hungarian Bankruptcy Act (the "Bankruptcy Act"), and (ii) introduce definitions for close-out netting, derivative transactions and commodities. 

1.2	Provisions amending the Bankruptcy Act

The Bill contains the following provisions amending the Bankruptcy Act[footnoteRef:2]: [2:  The translation is not an official translation. It was prepared by the lawyers of Allen & Overy in Budapest.] 


“(1) …
(2) The following section (3) shall be added to Article 28 of the Cstv.:
“(3) If an agreement for close-out netting was concluded between the creditor and the debtor prior to the starting date of liquidation, the creditor shall report the net claim to the receiver as the creditor’s claim.”
(3) …
(4) …
(5) The following section (2) shall be added to Article 40 of the Cstv.:
“(2) Netting pursuant to a close-out netting agreement shall not be deemed to be a transaction aimed at misleading creditors and reducing the debtor’s assets.”

The proposed new article 28(3) of the Bankruptcy Act will ensure that upon liquidation of the debtor the creditor can submit a net claim to the liquidator calculated pursuant to a close-out netting agreement, which means that the in-the-money party to the derivative transaction will be protected. In addition, the proposed new article 40(2) will make sure that close-out netting agreements are not avoided by the insolvent party by invoking the provisions prohibiting the fraudulent circumvention of restrictions on set-off in the bankruptcy proceedings. 

1.3	Netting related definitions

The draft of the Bill submitted to the Parliament contains three relevant definitions: (i) close out netting, (ii) derivative transactions, and (iii) commodities. The English translation[footnoteRef:3] of the respective definitions are the following: [3:  The translation is not an official translation. It was prepared by the lawyers of Allen & Overy in Budapest.
] 


“close-out netting: transformation of liabilities and claims arising from spot foreign exchange and securities transactions, derivative transactions, agreements involving repo or reverse repo, or securities loans, or other similar financial transactions into one single net liability or claim, as a form of settlement accepted at the market of the given financial product, and as a result of which the liability or the claim is limited only to the thus established net amount”

"derivative transactions: transactions the value of which depends on the value of the underlying investment instruments, foreign currency, commodities or reference rate (underlying product) and is the subject of independent trading (derivatives)”

" commodities: all marketable tangible items with asset value, or natural resources which can be used as a tangible item, not including financial instruments”

Note that the netting related definitions would not amend the Bankruptcy Act or other laws, including the Hungarian Civil Code. However, we do not think that this affects the applicability of the netting related provisions in a bankruptcy proceeding.

2.	Our view on the netting related provisions

We believe that the netting related provisions of the Bill provide legal certainty for the treatment of derivative transactions in a Hungarian bankruptcy proceeding.

[bookmark: EMail]There are a number of minor points where further improvements could be made. The current definition of "derivative transaction" could be interpreted as covering transferable transactions only (“subject of independent trading”) and is not flexible enough to cover existing products such as credit and weather derivatives. We believe that, although it would be good for the market generally to have a proper definition for derivative transactions, if the Parliament adopts the above definition of close-out netting, then the current definition of "derivative transactions" is acceptable. In a recent follow-up discussion with a representative of the Ministry we were informed that there is no proposal to amend the definition of close-out netting.


B.	Cross-border services

Although not specifically netting-law related, there are certain provisions in the Bill which are of concern, as they will have a negative effect on the development of the Hungarian derivatives market. These provisions can also be found in the current Securities Act and represent a substantial obstacle for international banks wishing to enter into derivative transactions with Hungarian counterparties. Dealing in derivatives as a business activity in Hungary, under both the Securities Act and the Bill, qualifies as an investment service, and may only be provided by licensed local banks or licensed local branches or subsidiaries of foreign banks (Articles 81, 82 and 85 of the Bill). Accordingly, international banks cannot make themselves available to Hungarian banks or corporates for cross-border derivatives trading. Under the Penal Code (section 298/E), unauthorised provision of investment services is a criminal offence and subject to imprisonment for up to five years. Therefore, foreign banks are not willing to trade with Hungarian counterparties.

Under the Bill, investment service providers with a registered seat within the EU will be authorised to provide cross-border investment services from the day when Hungary officially becomes a member of the EU (Articles 85(5) and 407(3)). Until then, however, foreign banks wishing to deal with Hungarian counterparties are exposed to criminal liability.

Under section 3/A (3) of the Banking Act, financial institutions with a registered seat in an OECD country can provide certain limited financial services (lending and financial leasing) cross-border, provided they are authorised by their home supervisory authority to provide such services. A similar provision with respect to dealing in derivatives cross-border would also be desirable in the Bill. We proposed, therefore, that Article 85 of the Bill be amended as follows:

“Article 85

(4) Foreign investment service providers can only engage into investment services in Hungary through a branch office, with the exception in Section (5) and (6).  

(5)…

(6) Foreign investment services providers registered in an OECD country may, in the form of cross-border services, carry out the activities specified under Article 81 (1) (a) and (b), provided they are authorised by their home supervisory authority to provide such services.”

The representatives of the Ministry informed us that the Hungarian Government has no intention to adopt such an amendment in the near future. This means that for the time being foreign banks that do not have a licensed subsidiary or branch office operating in Hungary will be reluctant to enter into derivative transactions with Hungarian counterparties. 


We hope that you will find the above information useful. We are looking forward to any comments or suggestions.
