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Abstract

Screening mechanisms as investment policy measures keep gaining importance worldwide.
In October 2018, the Hungarian Parliament also adopted rules on the national security
review of foreign investments. This paper intends to present the newly introduced
Hungarian screening mechanism which is applicable from 1st January 2019. The goal
of this article is to determine how the established Hungarian FDI system can be typified,
integrated into an existing regulatory model, or whether it carries elements of a multi-
layered system, possibly providing a completely new approach to FDI. We conclude
that Hungarian new rules on foreign investment control have become more transparent
and coherent than in the past. Nonetheless the review process suffers from a number
of shortcomings that may hinder the full accomplishment of the predictability and the
effectiveness.
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1. Introduction

Screening mechanisms as investment policy measures keep gaining importance worldwide.
More and more countries have introduced new screening frameworks expanding disclosure
obligations of foreign investors and extending statutory timelines of screening procedures
or have adopted new civil, criminal or administrative penalties for not respecting notifi-
cation obligations. This paper intends to present the newly introduced Hungarian screening
mechanism within this framework.

The timeliness of the study is given by the fact that detailed analyses of this screening
mechanism have not yet been performed. The motivation of the research was also to
examine how the new Hungarian regulation fits into the EU regulation. In addition to
presenting the Hungarian system, we wanted to explore possible points of contention. Our
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hypothesis was that only national regulations based on the rule of law criteria would be
appropriate. As the subject is fundamentally part of the common commercial policy of the
EU, the exclusive competence of the EU calls for greater attention to be paid to defining
the regulatory framework of the Member States.

Currently, screening frameworks can only be examined by a descriptive method. The
approach used in this article is sufficiently effective if the definitional issues that arise in
this area of law are clarified and some sort of classification is done. The practice of other
countries is of great relevance to our topic, thus, the international comparative law method
helps examine some of the delimitation issues, leading us to the right conclusions. Based
on their features, this paper presents the screening mechanisms for foreign investments
applied in the world in three groups and determines the place of the Hungarian regulation
and the forthcoming EU regulation in this system.

Today, there is still only a limited amount of analytical data available on the effects of
the Hungarian rules, so in addition to the descriptive-epistemological method, this article
applies a chain of “top-down” reasoning that allows deductive conclusions to be drawn.
The paper works with premises that can be justified by a syntactic method. A special
feature of the topic is a strong procedural approach, and the paper specifies the rules of
the Hungarian screening mechanism for the purpose of raising dilemmas that need to be
addressed by case law in the future. Therefore, its conclusions and hypotheses are mainly
theoretical.

To substantiate these contentions, the rest of the article is arranged as follows: section II
examines the national security review systems and categorizes the Hungarian model. In
addition, this part deals with the EU regulation, too. Section III delves into the key features
of the Hungarian rules. The paper ends with concluding remarks in section I'V.

II. Screening Mechanisms for Foreign Investment

As Chinese companies are likely to continue with their investments in the future, European
Union countries are facing a dilemma between encouraging and welcoming them, on the
one hand, or safeguarding strategic sectors and industries of their national economies,
on the other.® In recent years, FDI screenings have become a relevant factor for global
transactions at international, regional (European Union) and national level.* Albeit diverse
in their nature and procedures, these mechanisms aim to address challenges posed by FDI
in sectors that are deemed either sensitive or strategic to economy, national security and
public interest.

Investment review mechanisms can be broadly categorized in three groups, depending
on the scope and depth of the review process. First, some countries apply cross-sectoral
screening procedures with broad and flexibly defined review criteria, such as national
security (United States), public interest (United Kingdom) or the fundamental interests of
society (Finland). Second, foreign investment screening may target specific sectors clearly
identified in national legislation as sensitive (India, Japan, Russia, Lithuania, Hungary).

3 Nicolas (2014), 103-125.; Meunier (2014a), 283-302.; Ma and Overbeek (2015), 441-454.; Casarini (2016),
95-108.; Matura (2017), 74=79.; Szunomdr and Peragovics (2019), 2-8.
4 World Investment Report 2019, United Nations Conference on Trade and Development, New York, 2019, p. XI.
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This approach provides more predictability for foreign investors, as an anticipated engage-
ment in a sector not listed in the legislation will not be subject to a review. The sectors
that most frequently fall under these screening procedures are public utilities, telecom-
munications, transportation and media; the manufacturing sector is rarely included, though.
The third approach focuses predominantly on investments in key technologies considered
to be of high economic value, independent of the sector in which the investment is made
(China, Republic of Korea). This type of screening may be applied in addition to cross-
sectoral or sector specific reviews.’

According to the world investment reports of UNCTAD, the EU has one of the world’s
most open FDI regimes and has been a main source and destination of FDI. However, until
now, the EU has had no single centralised FDI screening mechanism on grounds of security
or public order. In September 2017, the European Commission presented a proposal for
an EU Regulation establishing a framework for screening of foreign direct investments
into the European Union. After more than a year of negotiations, in December 2018, the
Commission, the European Parliament and the Council of the European Union reached an
agreement on the final text for the FDI Regulation that was adopted on 19 March 2019
and officially entered into force on 10 April 2019.° The FDI Regulation shall apply from
11 October 2020.” The FDI Regulation is without prejudice to the right of Member States
to restrict cross-border investments on grounds of public policy or public security.?

As of today, fourteen out of the twenty-seven Member States have national (decentralised)
screening procedures in place within the European Union.” They developed different or
a combination of approaches to control foreign investments. In these Member States, the
most common sector to be scrutinised is military and defence. However, for mergers and
acquisition projects the broadly defined area of “critical infrastructure”!” is even more
relevant. Usually, it includes the energy, water, telecommunications, healthcare, transport
and infrastructure, and certain IT and finance infrastructure sectors. In addition, data-
intense emerging and foundational technologies in the IT sector have also gained attention
recently. Authorities are focusing more and more on areas such as artificial intelligence,

autonomous vehicles, robotics, and the “internet of things”.' 1

5 World Investment Report 2018, United Nations Conference on Trade and Development, New York and Geneva,
2018, pp. 160-161.

6 Regulation (EU) 2019/452 of the European Parliament and of the Council of 19 March 2019 establishing
a framework for the screening of foreign direct investments into the Union (hereinafter referred to as: the FDI
Regulation); OJ L 791, 21.3.2019, pp. 1-14.

7 Article 17 of the FDI Regulation.

8 Article 1(2), (3) of the FDI Regulation; Bian (2020), paras. 7.2.3. and 7.2.4.1.

9 Austria, Denmark, Germany, Finland, France, Latvia, Lithuania, Italy, the Netherlands, Poland, Portugal,
Romania, Spain, and Hungary. The Commission published a list of FDI screening mechanisms notified
by Member States on 24 June 2019 (http://trade.ec.europa.eu/doclib/docs/2019/june/tradoc_157946.pdf); last
update: 15 April 2020.

10 «Critical infrastructure” was first defined in Directive 2008/114/EC as an asset, system or part thereof which is
essential for the maintenance of vital societal functions, health, safety, security, economic or social well-being of
people. (Council Directive 2008/114/EC of 8 December 2008 on the identification and designation of European
critical infrastructures and the assessment of the need to improve their protection, OJ L 345, 23.12.2008,
pp. 75-82.)

11 Bian (2020), para. 7.2.6.
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Asian foreign direct investments have played a vital role also in the Hungarian economic
life, nonetheless, FDI inflows were only marginally restricted.'? Until the end of 2018,
the investment screening procedure was included in the national Acts on natural gas
and electricity in the form of a preliminary authorisation procedure with regard to spe-
cific infrastructures relevant for the security of supply. However, in the above-described
international and European context, the Hungarian Parliament has passed an Act estab-
lishing a national investment screening procedure. Act LVII of 2018 on Controlling Foreign
Investments Violating Hungary’s Security Interests (hereinafter Act) entered into force on
Ist January 2019.'3 This Act is complemented by a Government Decree concerning the
implementation of the new Act.'* After the entry into force of the Act and the Government
Decree, the special authorisation procedure has been extended to other sectors and the
review process has been tightened.

III. The Key Features of the Hungarian Screening Mechanism

The character of the Hungarian system

Each national legislation provides certain FDI screening criteria, against which the govern-
ments assess potential risks associated with foreign mergers and acquisitions. A truly
“open door” policy towards foreign investments does not seem to exist in the world in
the 21st century.'> The time when warfare only consisted of guns and bullets has passed;
nations were obliged to realize that the most destructive weapon may be money and
trade in the new millennium,'® international trade may also create economic vulnerability
and implies national security risks.!” Most of the newly introduced investment screening
systems reflect the national security concerns of host countries'®, so does the Hungarian
regulation. In fact, the new Hungarian law set up a national security review regime for
foreign investments in strategically sensitive activities such as defence, dual-use products,
electronic communication etc.

“National security is an ambiguous term”, states Stapleton.!® Usually, countries do not
provide a “clear-cut definition” of national security in relation to foreign investment; also
the term used for “national security” varies from jurisdiction to jurisdiction: expressions

9 CEINNT3 LLINNY3

such as “public order”, “public safety”, “public policy”, “national security interest” are

12 Gubik et al. (2020), 240-243.; Varga (2018), 115-118.

13 The full text of the Act is available in Hungarian at: http:/njt.hu/cgi_bin/njt_doc.cgi?docid=210606.359458.
The unofficial English translation of the full text of the Act can be found at: https://trade.ec.europa.eu/doclib/docs/
2019/june/tradoc_157938.pdf (Annex A).

14 Government Decree 246/2018 (XIL. 17.) on the Implementation of Act LVII of 2018 on Controlling Foreign
Investments Violating Hungary’s Security Interests (hereinafter referred to as: the Government Decree). The full
text of the Government Decree is available in Hungarian at: http://njt.hu/cgi_bin/njt_doc.cgi?docid=211634.361-
766. The unofficial English translation of the text of the Government Decree can be found at: https://trade.ec.eu-
ropa.eu/doclib/docs/2019/june/tradoc_157938.pdf (Annex B).

15 Salacuse (2013), 87.

16 Stapleton (2015), 1647.

17 Dixit (2011), 195.

18 Mota (2018), 455.

19 Stapleton (2015), 1647.
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applied. The lack of clear definitions as well as the broad interpretation of the concept
grant the government enough flexibility and discretion to stop non-desired FDI. Obviously,
states have sovereign right to control FDI flux in principle. The OECD, however, elaborated
Guidelines for Recipient Country Investment Policies relating to National Security that
identify several essential principles to be taken into account in relation to the development
of any evaluation system of FDI. These principles are the following: non-discrimination,
transparency, proportionality and accountability.?’

Similarly, the Hungarian Act does not provide a uniform definition of “national security”
but, for transparency reasons, mentions some factors that may be considered relevant for
security interests. The substance of the Hungarian screening regime can be tackled by
focusing on four points: the origin of the investment (ratione personae), the nature of the
investment and the threshold (ratione materiae), the target of the investment (regulated
sectors) and last but not least the review process.

Ratione personae

The origin of the investment and the quality of the investor are relevant, for instance,
in order to assess its potential conflict with national security. In this context, the most
fundamental task is to define the term foreign investor. This definition is dealt with by the
Hungarian Act in two ways.

First, FDI has been traditionally considered “foreign” because of the nationality of the
investor.?! Nonetheless, the national regulation had to take into account the membership of
Hungary in the European Union (hereinafter referred to as EU) and the European Economic
Area (hereinafter referred to as EEA) because the free movement of capital, including
the FDISs, shall not be restricted within these communities.?? Furthermore, Article 207(1)
TFEU provides that EU acts concerning “foreign direct investment” fall within the common
commercial policy and, consequently, the EU has exclusive competence to approve any
commitment vis-a-vis a third State relating to investments made by natural or legal persons
of that third State in the EU and vice versa.?? For this reason, the Hungarian Act excludes
the application of the screening mechanism for investments originating from other member
states of the EU or the EEA. Therefore, pursuant to the Act, “foreign investor” means any
citizen, legal person or other organization registered in any state outside of the EU, the
EEA or Switzerland. Compared with the Proposal, the Act has an extended personal

20 Organisation for Economic Co-operation and Development, Recommendation of the Council on Guidelines for
Recpient Country Investment Policies relating to National Security, C(2009)63, Paris, OECD, 2009, Annex 1.;
Organisation for Economic Co-operation and Development, Accountability for Security-Related Investment
Policies, Paris, OECD, 2008, p. 4.; De Luca (2015), 180-181.

21 Mota (2018), 446.

22 Articles 63 to 66 of the Treaty on the Functioning of the European Union (TFEU); Articles 40 to 45 and
Annex XII of the Agreement on the European Economic Area (EEA Agreement); see the case law of the
European Court of Justice concerning this matter: judgments of 12 December 2006, Test Claimants in the FII
Group Litigation, C-446/04, EU:C:2006:774; of 23 October 2007, Commission v Germany, C-112/05, EU:C:
2009:193; of 26 March 2009, Commission v Italy, C-326/07, EU:C:2009:193; of 24 November 2016, SECIL,
C-464/14, EU:C:2016:896.; See Bian (2020), para. 7.2.2.; De Luca (2015), 178-205.

23 Opinion 2/15 of the European Court of Justice, EU:C:2017:376, paragraphs 81 and 82.
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scope: it applies not only to an investor (citizen, legal person or other organization) from
outside of the EU, the EEA and Switzerland, but also to a company established in the
EU, Switzerland or an EEA member state, if it has a controlling shareholder from outside
of the EU, Switzerland or the EEA.?* Thus, all companies from third countries that have
economic interests in Hungary might be affected by the Act. According to statistical data
relating to FDI inward flows, the main investing third countries in Hungary are the United
States, Japan, South Korea and China.

Second, regarding the influence and the quality of the foreign investor, it may also cover
a legal entity registered domestically, in another member state of the EU, the EEA or
in Switzerland in which a non-EU, non-EEA or non-Swiss legal or natural person has
a controlling interest. Majority control means a relationship where a natural or legal person
(the so-called controlling shareholder) controls over fifty per cent of the voting rights in
a legal person, or in which it has a dominant influence.”> The controlling shareholder
has a significant influence on a legal person if it is a member of or shareholder in that
company and a) it has the right to appoint and recall the majority of the executive officers
or supervisory board members of the legal person; or b) other members of or shareholder
in that legal person are committed under agreement with the holder of a participating
interest to vote in concert with the holder of a participating interest, or they exercise their
voting rights through the holder of a participating interest, provided that together they
control more than half of the votes.?

Ratione materiae

As stated in its title, the Act shall be applied to “foreign investments”. Determining the
actual and precise concept of “foreign direct and indirect investment” would pose inevitable
methodological challenges that exceed the framework of this analysis.?’ Instead, it might
be worth specifying what is really meant by the term foreign investment in the context of
the Act. In addition to the nature of the foreign investment, the amount of the investment
or the future degree of involvement of the foreign investor in a specific firm is also relevant
as thresholds for invoking national security concerns are usually set in FDI review systems
on national security grounds.?®

Pursuant to the Act, the acquisition of ownership or interest in a target company or the
establishment of a branch office are covered by this term.?” Furthermore, extending the
activity of the company to the regulated sectors as well as the acquisition of the right to
operate also fall under the scope of the Act.® Hence, not all foreign investors are obliged
to declare their activities but only those that operate in the ways described by the Act.’!

24 Art. 1 (1) of the Act.

25 Section 8:2 (1) of the Hungarian Civil Code.

26 Section 8:2 (2) of the Hungarian Civil Code.

27 World Investment Report 2006, UNCTAD, Methodological Note; OECD Benchmark Definition of Foreign
Direct Investment. Fourth Edition, 2008.

28 Mota (2018), 450.

29 Art. 1 (2), Art. 2 (1)=(3) of the Act.

30 Art. 3—4 of the Act.

31 Gaspar-Szilagyi (2019), 10.
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Firstly, a notification to the Minister of the Interior (hereinafter referred to as: the Minister)
is required where a foreign investor acquires ownership in a Hungarian company in a regu-
lated sector. It covers both direct and indirect ownership exceeding 25% (10% for a public
limited company) or significant influence (see above) in a Hungarian target entity, or that
as a result of the acquisition, the ownership of foreign investors would exceed 25% in
the Hungarian target entity (except for public limited companies).>? This rule only takes
into account the share of ownership in the target company, but not the voting rights or
other legal and financial instruments suitable for exercising decisive influence. A minority
shareholder may have over half of the voting rights and, therefore, the foreign investor
that acquires less than 25% of the shares is able to exercise a dominant influence over the
Hungarian company.®? It is not difficult to circumvent the Act via shady ownership chains
that may optionally increase national security risks and are difficult to detect.** By way
of example, there is no obstacle to hiding behind a person that is qualified non-foreign-
investor. The question also arises whether a minority foreign shareholder not covered by
Article 2 of the Act should be obliged to declare its activities if it pays a substantial portion
of a Hungarian company’s debts.>>

Secondly, the opening of a branch by a foreign investor for the purpose of conducting
activities in one of the regulated sectors also falls under the notification obligation. Such
a local branch may be established by a foreign investor only if the foreign investor fulfils
the necessary conditions laid down by Hungarian law for the opening of a branch as well
as its notification obligation and obtains the minister’s confirmation.3¢

Thirdly, it is possible that a company in which foreign investors acquired the above
ownership stakes or hold a significant influence carries out an economic activity in Hun-
gary and intends to begin offering services in any of the regulated sectors. In such a case,
the operating company, after the entry of the new activity in the register of companies, is
obliged to notify the registration to the Minister.3” The activity must not be carried out
unless the Minister has confirmed the notification.’®

Finally, the FDI Act specifies that foreign investors may only obtain the right to operate
and to use the infrastructure, equipment and tools that are essential for carrying out the
activities of national security interest in the sensitive sectors.?® The right to operate may
start after receiving the confirmation of the acknowledgement of the notification.

32 Art. 2 (1) a), Art 2 (2) of the Act.

33 Gaspar-Szilagyi (2019), 10.

34 peragovics (2019), 10.

35 Gaspar-Szilagyi (2019), 11.

36 Art. 2 (3) of the Act. Establishment of a branch in Hungary is regulated by the Act No CXXXII of 1997 on
branches and commercial agencies of undertakings which have their registered office abroad.

37 Art. 4 (2) of the Act.

38 Art. 4 (1) of the Act.

39 Art. 3 of the Act.
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Regulated sectors and activities

Following international trends, the Act focuses on which foreign investments could affect
national security and critical infrastructure, the goal of the Hungarian regulation being
to retain control over certain key areas of the national economy and to protect “flagship”
companies from predatory foreign investments.*® The Act is not of general scope, the
notification obligation applies only to some priority sectors of the national economy.*! The
exact activities and services within the regulated sectors are specified by the Government
Decree.*?

It is self-evident that defence and military-related industries are protected by this regula-
tion. These sectors cover the production of firearms, ammunition (except for historical
munition), parts of weapons and military tools requiring a license.** Similarly, the manu-
facture of certain secret service tools is bound by the preliminary notification obligation.
The scope of the Act also includes the manufacture of dual-use items which matter has
been regulated at EU level too. The manufacture of products enumerated in Annex I to
the Council Regulation (EC) No 428/2009 setting up a Community regime for the control
of exports, transfer, brokering and transit of dual-use items falls under the notification
obligation pursuant to the Hungarian law.

The scope of the Act comprises the offering of financial services and the operation of pay-
ment systems but the range of the security screening of this field is significantly reduced
by the Government Decree. As a result only data processing by a financial institution
operating the central credit information system and the operation of payment systems
— excluding the operation in respect of payment transactions exclusively executed with
cash-substitute payment instruments — fall under the screening obligation.

One of the other classical fields of security review is public utilities: offering electricity
services**, natural gas services*, water public utility services*®, or electronic communi-
cations services*’ belongs to the regulated sectors.*® The affected activities are specified
by the Government Decree: transmission and distribution of electricity, system operation,
production of electric energy by a production licence holder with a production licence
for a power plant with a nominal performance capacity of at least 50 MW; distribution,
storage, delivery of natural gas, system operation; outsourcing and development of public
water supply; provision of electronic communication services for the provision of which
the electronic communication network operated includes system elements of vital national
or European importance.

40 Mota (2018), 450.

41 Art. 2 (4) of the Act.

42 Annex 1 to the Government Decree.

43 Act No XXIV of 2014 on Firearms and Ammunition.

44 Act No LXXXVI of 2007 on Electric Energy.

45 Act No XL of 2008 on Natural Gas Supply.

46 Act No CCIX of 2011 on Water Utility Supply.

47 Act No C of 2003 on Electronic Communications.

48 Smart technology and artificial intelligence often appear among the protected areas. See Shields (2018),
279-308.
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Finally, the establishment, development or operation of electronic information systems is
also a sector protected by the Act.*® The activities subject to the notification obligation are
cooperation in the establishment, operation, auditing, maintenance or repair of electronic
information systems, participation in an investigation into a security event and the perfor-
mance of a fragility test.

The review process

Although the review can be launched ex officio (administrative control), it is in principle
a voluntary process triggered by the foreign investor (notification).

The notification shall be made in writing in Hungarian language, addressed to the Minister
of the Interior (hereinafter referred to as the Minister) within ten days from the signing of
the contract or pre-contract targeting acquisition of ownership or the right to operate. The
registration of a newly adopted activity in the company registry shall be notified to the
Minister within ten days from its registration.”® In the event of a natural person foreign
investor, the notification shall include their natural personal identification data, residence
or accommodation in Hungary or place of permanent or temporary residence abroad,
nationality and contact details for written communication. In case of a legal person or
other organization, the obligatory elements of the notification are their name, seat and
seat of branch in Hungary, the specification of the state performing the duties related
to their official registration and their contact details for written communication.’! In the
notification, the foreign investor shall outline their previous business activities and enclose
all documents on the basis of which the ownership structure of the foreign investor and the
legal entities having a share therein, as well as the beneficial owner as specified in the act
on money laundering and terrorist financing can be established.’> The original or certified
copies of all documents as well as their certified Hungarian translation shall be enclosed
with the notification.’® In the course of the procedure, the Minister shall communicate
with the foreign investor and the entity acting on its behalf via the contact details specified
in the notification. If the foreign investor or the entity acting on its behalf is not reachable
via the contact details given in the notification, the consequences thereof shall be borne
by the foreign investor.>* Obviously, this security review can be a frustrating process for
international investors who are not well-prepared.

Ministerial procedure and decision

The Minister confirms the receipt of the notification within eight days.> The confirmation
of the receipt of the notification shall a) specify the day the notification was received, b)
indicate the name of the foreign investor making the notification, c) specify whether the

49 Act No L of 2013 on the Electronic Security of State and Local Government Organizations.

50 Art. 3 of the Government Decree.

ST Art. 4 (1) of the Government Decree.

52 Art. 5 (2) of the Act; Art. 4 (2) of Government Decree; Act No LIIT of 2017 on the prevention and combating
of money laundering and terrorist financing.

53 Art. 4 (3) of the Government Decree.

54 Art. 5 of the Government Decree.

35 Art. 6 (2) of the Act.
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notification was of an ownership acquisition, the acquisition of a right of operation or
a newly adopted activity, as well as d) include a note that the confirmation only confirms
the receipt of the notification and should not be considered as an acknowledgement of the
notification as required by the Act.’® After receiving the notification the Minister shall
check without delay if the notification complies with the requirements.>’ If the Minister
establishes that the notification does not comply with the requirements laid down in the
Act or in the Decree, he shall inform the foreign investor of this fact and the reasons
thereof in the confirmation of the receipt of the notification and where required call on the
investor to remedy the deficiencies.

Obviously, the Minister has the right to call on the investor to remedy the deficiencies
during the procedure. If it is necessary, the Minister requests further documents and may
give a 45-day deadline for their submission.>® If this call has no results, the Minister shall
repeat the call once. If the second call has no results either, the Minister — after the expiry
of the deadline — shall terminate the proceedings.’® In such a case, the Minister informs
the investor of the termination.

The Minister then examines whether the acquisition of the interest, the right to operate,
using sensitive infrastructure and assets or the taking-up and pursuit of the new activity
infringes Hungary’s security interests. The review process conducted at ministerial level
means that the decision will be influenced by high political and diplomatic considera-
tions.%® Neither the Act, nor the Government Decree specifies which criteria are to be
used to determine whether the acquisition of shares, the setting up of a branch, the provision
of a service or obtaining the right to operate is deemed to be a threat to Hungary’s national
security interests. Clearly, the Minister shall monitor whether the activities carried out by
a foreign investor may pose a real threat to national security interests but, unfortunately, the
concept of “security interest” placed at the heart of the regulation is not defined by the Act.
In this regard, the conclusion that can be drawn from Article 6(6) of the Act is that a risk
to national security can be reasonably assumed if the legal entity acquiring ownership or
interest was established for or serves the purpose of concealing this circumstance, making
control difficult and circumventing the procedure laid down in the Act. The latter can be
assumed especially if the legal entity does not pursue actual economic activity in the state
of their registration; there are no verifiable circumstances indicating permanent economic
activity such as, specifically, business facilities or employees. It should be emphasized that
Article 6(6) of the Act shall only apply to those legal entities registered in a member state
of the EU, EEA or in Switzerland in which a non-EU, non-EEA or non-Swiss legal or
natural person already has a controlling interest [Art. 1(1) b) of the Act]. In all other cases,
the Minister seems to have full discretion when assessing the risk of the investment to
national security. Thus, in the case of a Chinese company making investment in Hungary,
the Minister is not bound by the provision in Article 6(6) of the Act. However, if the

56 Art. 7 (1) of the Government Decree.
ST Art. 6 (4) of the Act.
58 Art. 8 (1) of the Government Decree.
59 Art. 8 (2) of the Government Decree.
60 Peragovics (2018), 7.



DANUBE, 12 (2), 77-91, DOI: 10.2478/danb-2021-0006 87

same Chinese company controls the German company making the investment, then the
discretion of the Minister is narrower and he has to look at whether the operations of the
foreign investor conceal threats to national security, or make the Minister’s assessment
more difficult or circumvent the procedure described in the Act.%!

The Minister may request the opinion of those public bodies that operate in the affected
sectors (supervising the activities of national security interests). The organ involved in the
procedure shall make a proposal, providing duly detailed justification, for acknowledging
the notification or making a prohibiting decision. This proposal shall not be binding on
the Minister.

The Minister takes a decision within sixty days. This deadline can — in justified cases —
be extended by up to sixty days.> The Minister can take two types of decisions. If the
Minister establishes the investor’s conformity to national security interests, the Minister
communicates this conclusion to the investor by confirming the acknowledgement of the
notification in writing. If the Minister establishes the investor’s non-conformity to national
security interests, the Minister prohibits the acquisition of the rights or the pursuit of
the new activity (prohibiting decision).®> The Minister communicates their prohibiting
decision including a simplified justification to the foreign investor in writing.% The
simplified justification shall include inter alia the specification of the security interest
or scope of the interests violated by the legal transaction.®

A remedy is available against a prohibiting decision. The foreign investor may contest such
a decision by claiming the violation of essential procedural rules or by challenging the
qualification of the investment in public administration proceedings before the Budapest
Capital Regional Court (exclusive jurisdiction).®® The court shall decide on the application
in simplified proceedings. If the court establishes that the law was violated, it shall repeal
the decision and oblige the Minister to launch a new plrocedulre.67 Therefore, the court is
not allowed to overturn the ministerial prohibition; it can only refer the case back to the
Minister for reconsideration and it can do so solely on the grounds of procedural mistakes.
There is no room for immediate legal protection in the proceedings.

Consequences of the ministerial decision

The foreign investor may only acquire the ownership or interest after having received the
confirmation of the acknowledgement of the notification. In the case of acquisition of
interest, the registration in the list of shareholders or members can only take place after
the confirmation. The request for the modification of the target company’s members’ list
or the record of shareholders may only be submitted after having obtained the confir-
mation of the acknowledgement of the notification in writing by the Minister. The foreign

61 Gaspar-Szilagyi (2019), 15.

62 Art. 6 (5) of the Act.

63 Art. 6 (4) of the Act.

64 Art. 6 (7) of the Act.

65 Art. 13 (1) of the Government Decree.
66 Art. 6 (8) of the Act.

67 Art. 6 (9) of the Act.
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investor may not exercise its rights in the target company before the Minister confirms the
acknowledgement of the notification in writing.

The contract concluded in order to obtain a right to operate may enter into force only as
of the day on which the Minister confirms the notification in writing. In any other case,
the contract shall not enter into force. In addition, the Act states that the contract for
the acquisition of a right to operate is invalid lacking notification or confirmation of the
acknowledgement of the notification. Furthermore, the target company is required to have
the new activity removed from the Hungarian company register if the Minister does not
acknowledge the notification.

In the case of a prohibiting decision, the foreign investor may not exercise his membership
rights in the company, he may not take part in the decision-making, he is not entitled
to dividends, etc. Furthermore, the foreign investor must sell its interests or eliminate its
influence within three months, while the newly listed activity must be removed from the
company register in the case of a prohibiting decision. After the expiry of the deadline, the
Hungarian State is entitled to sell the foreign investor’s share, which will be encumbered
by an ex lege pre-emption right in favour of the Hungarian State throughout the sale.

Administrative control

Compliance with the notification obligation required by the Act is controlled by the Consti-
tution Protection Office (Alkotmanyvédelmi Hivatal).®® Depending on the decision of the
Constitution Protection Office, an organ concerned on the basis of its scope of duties may
be involved in the control. The scope of control extends to the monitoring of data in the
company registry and the share register.

Where necessary, the Constitution Protection Office shall inform the Minister in writing
and without delay of the facts revealed during the control and propose taking the measures
laid down in the Act; the Minister is not bound by this proposal.®®

If it is established during the control that the foreign investor failed to perform his notifi-
cation obligations — including the case of failure to notify a change in the data — the
Minister obliges the investor to pay a fine of up to HUF 1,000,000 if the foreign investor
is a natural person and up to HUF 10,000,000 if the foreign investor is a legal entity.
Moreover, where the foreign investor’s ownership acquisition, acquisition of a right to
operate or performance of the newly adopted activity does not infringe Hungary’s security
interests the Minister confirms the acknowledgement of the notification. Otherwise, the
Minister takes a prohibiting decision.”®

68 Art. 9 (1) of the Act; Art. 14 (1) of the Government Decree.
69 Art. 17 of the Government Decree.
70 Art. 9 (2) of the Act.
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IV. Conclusion

Hungary maintains an open economy and attracting FDI is an important priority for the
government, especially in the manufacturing, wholesale and services sectors. Foreign
investors in Hungary primarily come from Europe and EU partners have a dominant
position among all inward foreign investments. EU law, especially the FDI Regulation
provides sufficient protection for Hungary within the European Union, it was foreign
investments originating from third countries that made it necessary to put in place
a protective mechanism. In key industries no such takeovers took place recently that the
Hungarian government would consider hostile or detrimental for national security. Rather,
the Hungarian national investment screening Act is part of a broader European tendency
in which the protection of sensitive industries and sectors is increasingly considered to
warrant a specific legal instrument in the form of investment screening.’! The main virtue
of these new rules is that the Act and the Government Decree established a single and
coherent framework for all previously existed fragmented regulations. In this context,
the Hungarian legislation on foreign investment control has become prima facie more
transparent.

Unfortunately, however, transparency does not go hand-in-hand with predictability and
effectiveness because the review process suffers from a number of shortcomings. The
obscurity of essential concepts such as “security interest” and “acquisition of direct
or indirect ownership” as well as the absence of objective criteria and instruments for
scrutinising activities violating national security interests, the lack of transparency of
decision-making, the ministerial competence and, finally, the remedy which is of purely
formal nature lead us to conclude that the existing screening mechanism leaves too much
room for the high political and diplomatic considerations. The grounds based on which non-
EU, non-EEA or non-Swiss foreign investors’ investments can be blocked are particularly
ambiguous.’? There is not yet any experience on how deep and, therefore, effective the
screening is and whether it is able to filter investments violating Hungarian security
interests. Nevertheless, Hungary’s national security review will have an insignificant
influence on future foreign investments as a whole.

The Lisbon Treaty formally transferred the competence over FDI agreements to the Euro-
pean Union, which in theory became a unified actor with respect to both outbound and
inbound FDI. However, many political and legal ambiguities surround the true extent of
the EU’s authority and autonomy over foreign investment.”> Namely, FDI falls within the
field of the common commercial policy. In accordance with point (e) of Article 3(1) TFEU,
the EU has exclusive competence with respect to the common commercial policy. The
common framework of the EU is without prejudice to the sole responsibility of Member
States for safeguarding their national security, as provided for in Article 4(2) TEU. It is
also without prejudice to the protection of their essential security interests in accordance
with Article 346 TFEU. The decision on whether to set up a screening mechanism or

71 Filipec (2018), n. pag.; Peragovics (2018), 8.; Peragovics (2019), 23.
72 Gaspar-Szilagyi (2019), 21.; Szunomér and Peragovics (2019), 7.
73 Meunier (2014b), 996-1016.
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to screen a particular foreign investment remains the sole responsibility of the Member
State concerned, but after 1 October 2020, the entry into force of the EU regulation may
raise the need to amend the Hungarian rules. Although the EU regulation does not require
Member States to establish national screening mechanisms, but it recommends a few key
principles like transparency and non-discrimination if a Member State chooses to adopt
one.” As stated in the Regulation, it is important to provide legal certainty for Member
States’ screening mechanisms on the grounds of security and public order, and to ensure
Union-wide coordination and cooperation on the screening of foreign direct investments
likely to affect security or public order. The shortcomings we have highlighted may hinder
the full accomplishment of these objectives.
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