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It was in 1987 that the elementary structures of market economy first began to take shape, although on the severely flawed foundations of the controlled economy. The combined effect of the creation of the two-tier banking system, of the so-called Companies Act allowing for the reorganization of state-owned companies and the setting up of private businesses, as well as of the guarantees offered to foreign investors as to the safety of their investments led to a burgeoning economic activity much more vivid than any such attempt aimed at economic liberalization undertaken in prior years, including the 1955-1956 and the 1968 reforms. Within a couple of years such changes in the economic settings entailed political changes that culminated in the creation of a parliamentary democracy. Thus already from 1990 when political pluralism came into existence as a consequence of the first free elections, the political system has guaranteed the irreversibility of the transition process from a controlled to a free market economy.

The overriding principle in the transition phase to a market economy, surrounded by the enthusiasm sparked by political pluralism, was the strengthening of private entrepreneurship and the dismantling of state ownership. However, despite all the pledges made in election campaigns and in contradiction to various governments’ intents and efforts many things did not go according to plan with privatization. Instead of domestic companies recovering some ground, what we have witnessed in the past decade is that the Hungarian economy has come to be dominated by foreign resources.

Governments formed by whichever political camp promised to introduce schemes promoting domestic enterprise but as it turned out, to little effect. Hectic and incoherent economic policies have done little in the way of enhancing the long-term competitive position of Hungarian businesses.

Until right before the turn of the century we witnessed significant growth in foreign direct investment that, in turn, sparked spectacular economic growth. In view of a growth rate averaging at 5 percent, increasing productivity in manufacturing, declining inflation and improvements in both the budget and the balance-of-payments deficit the government came up with the term ”The Hungarian Model”. It is fact, however, that as the volume of state-owned assets available for sale began to decline, foreign direct investment followed suit in doing so, leading to a slowdown in economic activity. 

Considering options of counterbalancing the effects of slowing economic growth – chiefly because of a tense situation on export markets – the focus of domestic economic policy shifted towards internal markets and internal consumption. In the year 2000 the so-called ”Széchenyi Scheme for National Development” was introduced, promoting not only domestically owned businesses but trying to encourage foreign investors to stay in Hungary and dissuade them from relocating their activities further east.

In addition to promoting businesses, culture, municipalities and the public sector in general we must not forget to mention the considerable effect of raising the minimum wage and basic social benefits on expanding the funds available for consumption and securing the demand-side financing of the investments implemented under that Scheme. The Széchenyi Scheme for National Development may be thought of as an alternative concept in economic policy making up for the exports lost. On the other hand some of its provisions infringed the competition laws of the European Union. After 2002 the programme was gradually abolished, partly because in observance of the EU regulations, partly because of the differing economic policy of the new government.

When analysing the 17-year-period since market economy has started to gain a footing in Hungary, mention should be made of the budget deficits that have had permanent character. After the turn of the century we may observe a further deterioration of the deficit situation in both nominal terms and as a percentage of GDP according to the relevant Maastricht-criterion. Another alarming signal is the deterioration of the balance of payments situation. The budget and the balance of payments deficits, also known as the twin deficit, lead to a self-inducing process, weakening the performance of the Hungarian economy and undermining the credibility of economic policy both abroad and domestically. Bearing in mind such developments, it is little wonder then that national debt is rising quickly as well. Relative to 1997 (after mass-privatization was over) it has doubled. Considering the pressure imposed upon the expenditure-side of the budget we reckon that further increases in the deficit are highly probable, even relative to the government’s own projections. In 2004 for instance the target deficit of 4.6 percent is going be missed unless there will be further cuts on the expenditure side. Accounting for all such factors we may conclude that the so called convergence programme adopted in the interest of the introduction of the Euro is bound to fail. In 2003 the balance of payments deficit was 6.5 billion Euros. This year, according to the forecast of the Hungarian National Bank the corresponding deficit will be 7.2 billion Euros, representing 8.8 percent of the gross domestic product. The deficit in this case is being financed by the influx of short-term foreign capital, further increasing the net national indebtedness. We may get the impression that the problems facing the Hungarian economy will be further aggravated in the years to come, particularly by the very high level of the balance of payments deficit, which is not covered by the relatively moderate foreign capital influx. 

It has to be said though that the level of inflation has dropped to 6 percent, while further decreases might be expected in 2005, resulting in levels of inflation of around 4 percent. 

The current National Bank base rate of 11 percent (and the government bond yields based thereon) – deemed by some to be too high – and the rate of inflation of around 7 percent (Bureau of Statistics, Hungarian National Bank) do not exhibit a strong correlation, as this discrepancy is largely due to the necessity of having to compensate foreign investors, who are financing a considerable part of the rising budget deficits and the correspondingly rising national debt, for the (currency) risk taken by offering them a higher risk premium in order to keep investing in such securities.

Thus it is beyond doubt that the economy of Hungary has been transformed into a market economy by the time after the turn of the century but high levels of both the budget and the balance of payments deficit, as well as a sharp increase in national debt will in the long run undermine the stable foundations of economic growth (Tables 1, 2 and 3).

Is there a Hungarian Economic Predominance in East-Central Europe?

Bearing in mind the above account of the macroeconomic conditions the question arises whether Hungary is capable of positively affecting the economies of certain regions of East-Central Europe, particularly those inhabited by Hungarian minorities. There is a ”double requirement” towards the economic policy of Hungary and its economic performance, respectively. Until the turn of the century the rate at which Hungary was transformed into a market economy by far outstripped that of its neighbouring countries. There are, however, large numbers of Hungarians living in Romania, Slovakia, in the Ukraine and in Serbia and Montenegro, who, due to their proximity to the motherland would like to benefit from the performance of the Hungarian economy. 

The rather unstable budget situation outlined above will hardly contribute much in the way of improving the economic prospects of the regions inhabited by Hungarians. Private funds, which are responsible for the creation of much of the domestic product, could certainly play a role in that respect as the federal budget is under-capitalized and in a position of imbalance. Companies that could take up this role are – by virtue of their sheer size, market strategies or otherwise – apt and willing to expand into East-Central Europe. It is in their own best interest to further strengthen their market positions by ”shopping around” in neighbouring countries. Such strategies, once they have been implemented, could induce considerable economic activity in East-Central Europe, particularly in those areas inhabited mostly by Hungarians.

This study shall aim at analysing the market and investment strategies, as well as the financial position of big Hungarian enterprises possessing adequate funds and having expansive market strategies. Such formerly state-owned companies had typically existed before the fall of communism and by now they have turned themselves into successful private enterprises, also to be referred to as ”Central-European multinationals”. A number of such companies are largely responsible for the fact that Hungarian per capita GDP has reached 56 percent of the EU-average (pre-accession). In Romania, for example, the same indicator is currently at 27.5 percent, showing better specific performance by the Hungarian economy.

The Characteristics of Expansion 

MOL, MATÁV and OTP, to name just a few, belong to those corporations that got footholds in neighbouring countries. Such companies deem that in order to remain independent they need to pass on their experience gained during and in the aftermath of the transition to market economy. Cooperation with enterprises in East-Central Europe is of primary concern not only for those countries attracting ”Hungarian” foreign direct investment but for Hungarian enterprises taking part in that process, as well (Table 4).

MOL Rt. paid 505 million US-$ for a 25 percent share in Croatia’s formerly state-owned national oil corporation. Many experts valued this share at 450 million US-$, claiming that MOL paid too high a price. But then again, price was not the only matter of consideration: MOL desperately sought to frustrate its biggest regional competitor’s (OMV) efforts to gain access to the Croatian market. Thus the deal may be evaluated properly from a long-run perspective only. The same questions arose in connection with MOL’s acquisition of a 70 percent share in Slovakian SLOVNAFT. According to internal sources MOL saved some 45 million US-$ since then by using economies of scales, coordinating and optimising purchasing activities, logistics, as well as by the joint use and modernization of its IT and refining facilities. It is highly probable that there will be room for further efficiencies – and thus for further profits – in jointly exploring and exploiting the carbohydrate resources located in the region of the Hungaro-Croatian border. The location of the production facilities and refineries of the Croatian oil corporation merits further attention when pondering MOL’s continued expansion into South-East Europe, as this region’s economy seems to recover quickly from the havocs of war. In addition to that the two refineries added to its portfolio by the acquisition of the said share in INA may cater for the needs of MOL’s petrochemical arm (Tiszai Vegyikombinát), allowing MOL to focus on strategic issues other than the upgrading of its own refineries.

Stonebrindge Communications, a 87.5 percent subsidiary of MATÁV paid 343 million Euros for the 51 percent share in the Macedonian telecom company MakTel. MATÁV has since then come to hold 89.55 percent of Stonebridge’s equity, paying 20.9 million Euros for the acquisition of the additional shares. In recent years MATÁV undertook serious efforts to re-invent itself as a customer-friendly and cost-efficient enterprise instead of what it stood for before, namely a sluggish state monopoly. Meanwhile the number of cell-phone users in Macedonia grew from 86 thousand in 2001 to 400 thousand in 2003, whereby MakTel generated 59.9 million Euros in revenues for the MATÁV group. On the one hand MATÁV saw to it that it did not interfere with Macedonian politics and on the other hand it tried to keep politics out of business, as the intertwining of the two seemed to be part of Macedonia’s corporate culture. Some Macedonian politicians felt encouraged to interfere with Maktel’s businesses as they sensed internal problems. The answer of the MATÁV group to that was the strengthening of its ties with trade unions and negotiating with political forces, whereas within the company efforts continued in the interest of the transfer of know-how.

Like MOL, OTP Bank Rt too, carried out its first international acquisition in Slovakia. In 2001 the Hungarian bank paid 14.2 million US-$ for the financial institution IRB Banka. Latter bank’s liquidity situation used to be tight but after introducing OTP’s retail banking services significant improvements may be expected. Such acquisitions by MOL and OTP were effected at a time of favourable political conditions in Slovakia, encouraging ”Hungarian multinationals” to invest in the Slovakian market.

Reassured by its success in Slovakia OTP acquired Bulgaria’s second largest bank, DSK Banka for 311 million Euros in May 2004, thus adding 1,300 Bulgarian branches to its network. As the activities and portfolio of DSK is rather similar to that of OTP, the experience gained by OTP in the 1990s will be put to good use in Bulgaria.

Another major acquisition by OTP was the purchase of a 100 percent share in RoBank S. A. (RoBank), a Romanian financial institution. The transaction amounted to 47.5 million US-$. Most of the 14 branches of RoBank are located in the Regát-area. In regions inhabited by the Hungarian minority, where conditions are more favourable toward a further expansion of OTP, the density of branches is much lower. In the business plan of OTP some 100 million US-$ were allocated towards the improvement of RoBank’s services. The Hungarian financial institution, wishing to be present in all segments of the market, will as a next step establish a leasing company, an insurance company and a fund management company. The funds for this expansion will be provided by the said 100 million US-$. By the end of the investment period OTP is hoping to raise RoBank’s current share of 1 percent in the Romanian banking market to 4-5 percent. As soon as RoBank will find itself on the growth-path the return on investment is presumably assured. As far as authorised share capital is concerned OTP is – by virtue of its acquisition of RoBank – the second largest Hungarian investor in Romania. Ranked according to the total authorised share capital of companies acquired, Hungary is among the 10 biggest foreign investors in Romania.

One of the favourite targets for Hungarian foreign direct investment in East-Central Europe is Romania. Up until the end of the second quarter of 2004 4,678 companies with some degree of Hungarian ownership were registered, whose total authorised share capital amounted to 273.3 million US-$. Real investment is way beyond that value, totalling at 550-600 million US-$. According to Romanian registry court data 286 new companies with a Hungarian ownership interest were entered until the end of the second quarter of 2004 indicating the steadiness in the propensity of Hungarian investments. The major concern of Hungarian companies already represented in Romania is to consolidate their market positions, strengthen their influence and prepare new investments that may lead to extra profits in the period after Romania’s accession to the European Union.

The largest Hungarian investor in Romania is MOL with investments amounting to 105 million dollars, making the petrol giant the 7th largest foreign investor. Official accounts show the amount of Hungarian foreign direct investment at 320 million US-$ (in reality the double of that amount), whereas Romanian investments in Hungary amount to 55 million Dollars. Thus the capital account shows a positive balance in Hungary’s favour, proving the strengths and prospects inherent to the Hungarian economy.

Further Characteristics of Hungarian Foreign Direct Investment 

Hungary was among the first countries in East-Central Europe to become a functioning market economy. The large number of privately owned enterprises, many among which are foreign-owned, and the infrastructure needed for a properly functioning market economy (including the public sector and national bank structures) mean that Hungary has a competitive edge in the region. Up until the end of 2003 an influx of foreign direct investment equivalent to 1,188.46 billion Forints (through 622 transactions) was registered according to the State Privatisation Trust (in addition to greenfield investments).

As mass privatization was drawing to an end and the volume of state owned assets available for sale was reduced a plunge in foreign direct investments ensued. What is more, the lack of coordination between the institutions in charge of fiscal and monetary policies seems to entail an impairment of foreign direct investment in Hungary.

As a consequence of the adverse budget situation and the monetary policy pursued by the National Bank export markets are now more difficult to reach, impairing the fair value of foreign direct investment. Some Western-European and Northern-American investors are relocating their activities to countries in Eastern Europe or even to Far-Eastern countries. Meanwhile the budget deficit and national debt are soaring and the funds needed for financing such deficits are covered by capital influx of a quite different nature. What we are witnessing now is that portfolio investors purchasing government bonds issued in order to cover the deficit and to repay or renew national debt are gaining ground. The trend line representing foreign direct investment, in steady decline since the end of the 1990s, is being superseded by the trend line representing the sales of government bonds to foreign (and domestic) portfolio investors, which in turn reflects the hectic ways of the economy. (As to the empiric functions representing portfolio and foreign direct investment and the widening gap between these function please see Chart 1.)

The current state of the Hungarian economy hardly allows for more than the marginal funding in areas inhabited by the Hungarian minority in neighbouring countries, such investments usually taking the shape of promoting cultural and social projects.

The corporate culture and the efficient production techniques of ”Hungarian multinationals”, as well as the financial standards applied by financial institutions may contribute to the spreading of structures conforming to EU-standards and further the application of EU-regulations in South-East Europe, as Hungarian firms investing in that region have already been subject to EU-integration, with such presence of foreign investors contributing a lot in the way of socio-economic convergence and preserving regional stability. 

In the first quarter of 2004 foreign direct investments (together with other movements of capital) by Hungarian firms reached 252 million Euros, which is a decline on the same period of 2003, but still a considerable amount when taking into account quarterly averages of prior years. The capital outflow of 229 million Euros in January was largely due to MOL’s transaction to increase its share in its Slovakian subsidiary. As far as such schemes are public we may expect further increases in foreign direct investment by Hungarian firms in neighbouring countries.

To sum it up, the fact that Hungarian firms are gaining ground in Eastern Europe is an important stage in the economic development of Hungary. Such investments promote ”universal” convergence towards the European Union. Expressed in more concrete terms foreign direct investments by Hungarian companies contribute to the efforts of countries such as Romania, the Ukraine, Bulgaria and the countries of Ex-Yugoslavia to accede to the European Union.

Placing the ownership structure of ”Hungarian multinationals” under scrutiny we notice that majority shareholders of such companies are in a great deal of the cases foreigners (not entered by Hungarian registry courts). Thus the regional expansion of these companies could hardly be interpreted as being of a nationalist nature (see Charts 2, 3 and 4 showing the ownership structures of MATÁV, OTP and MOL).

Key concepts:

· The driving force behind the expansion of Hungarian multinationals is profits.

· Foreign direct investment by Hungarian firms will enhance the domestic economic performance of companies carrying out such investments and it will favourably affect the host country’s and region’s economic development.

· Foreign direct investment induces favourable socio-economic changes in the countries concerned as it provides a stable source of income ensuring a decent standard of living.

The second stage of foreign direct investment by Hungarian businesses would correspond to the regional expansion of small and medium enterprises. SMEs entering Eastern European markets, even in the form of joint ventures, may give a further impetus to foreign direct investment by Hungarian firms. It is imperative that both the Hungarian government and the governments of the countries where such investments take place go about establishing a financial and political set of conditions favourable to such transactions.
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Table 1: The Hungarian Budget Deficit (1994-2006)

	
	Year
	Billion HUF
	As % of GDP

	The Hungarian Budget
	1994
	-364.7
	-8.4

	Deficit (1994-2006)
	1995
	-356.6
	-6.4

	
	1996
	-204.5
	-3.0

	
	1997
	-406.4
	-4.8

	Until 2002 GFS: without privatization revenues
	1998
	-482.4
	-4.8

	Until 1996: Data as provided to IMF
	1998/**
	(-664.4)
	(-6.6)

	1997-2002: Final closing data 
	1999
	-424.1
	-3.7

	
	2000
	-480.2
	-3.7

	/** in brackets: accounting for the extraordinary
	2001
	-444.0
	-3.0

	expenditure items covered by bond issue related 
	2002
	-1,685.6
	-10.1

	To Postabank Rt and State Privatization Fund
	2002/***
	-1,549.3
	-9.3

	/*** according to ESA 95 method
	2003/***
	-1,101.5
	approx. -5.9

	
	2004/***
	-
	approx. -4.6

	
	2005/***
	-
	approx. -4.1

	Source: Ministry of Finance, Budapest, 2004
	2006/***
	-
	approx. -3.6


Table 2: The Balance of Payments of Hungary (1995-2006)

	
	The Balance of Payments of Hungary (1995-2006)

	
	Year
	Billion Euros
	As % of GDP
	BoT/* deficit in billion Euros

	
	
	new method
	old method
	new method
	old method
	

	
	1995
	1.3
	1.2
	3.7
	3.6
	1.8

	
	1996
	1.4
	0.9
	3.9
	2.5
	1.9

	
	1997
	1.8
	0.6
	4.5
	1.4
	1.9

	
	1998
	3.0
	2.0
	7.2
	4.7
	2.4

	
	1999
	3.5
	2.3
	7.8
	5.1
	2.8

	
	2000
	4.4
	3.2
	8.6
	6.2
	4.3

	
	2001
	3.6
	2.0
	6.2
	3.4
	3.6

	
	2002
	4.9
	2.8
	7.1
	4.0
	3.4

	
	2003
	6.5
	4.2
	8.9
	5.6
	4.2

	
	2004
	6.5-6.8
	-
	approx. 8.5
	-
	4.1-4.4

	
	2005
	6.7-7
	-
	approx. 8
	-
	4.4-4.7

	
	2006
	approx. 7
	-
	7.5-8
	-
	approx. 5

	/* Balance of Trade
Source: Ministry of Finance, Budapest, 2004


Table 3: Gross Debt of the Federal Budget and Gross Foreign Debt of the Public Sector and of the National Bank (1996-2006)

	Year
	Gross debt of the Federal Budget
	Gross Foreign Debt of the Public Sector and of the National Bank/*

	
	Billion HUF
	As % of GDP
	Billion HUF
	As % of GDP

	1996
	4,932.3
	72
	3,045.7
	44.2

	1997
	5,370.7
	62.9
	2,806.5
	32.9

	1998
	6,165.8
	61.1
	3,157.3
	31.3

	1999
	6,886.4
	60.4
	3,858.2
	33.9

	2000
	7,226.2
	54.9
	4,246.2
	32.2

	2001
	7,719.5
	52.0
	4,175.2
	28.1

	2002
	9,224.2
	55.1
	3,334.1
	25.9

	2002/**
	9,561.9
	57.1
	3,334.1
	25.9

	2003/**
	10,968.1
	approx. 59.1
	5,259.9
	28.3

	2004/**
	-
	59-59.5
	
	

	2005/**
	-
	approx. 58
	
	

	2006/**
	-
	56.5-57
	
	

	/* without shareholders’ loans

/** public debt according to ESA95 method
Source: Ministry of Finance, 2004


Table 4: Major Foreign Transactions by Hungarian Enterprises in Eastern- and South-Eastern Europe

	Target company
	Country
	Amount invested
	Investor
	Year

	RoBank
	Romania
	
47.5 million US-$
	OTP
	2004

	DSK Bank
	Bulgaria
	
340.1 million US-$
	OTP
	2003

	INA
	Croatia
	
505.0 million US-$
	MOL
	2003

	Slovnaft
	Slovakia
	
260.0 million US-$
	MOL
	2000

	MOL Romania
	Romania
	
80.0 million US-$
	MOL
	1998

	MakTel
	Macedonia
	
326.0 million US-$
	Matáv
	2001

	OTP Banka (IRB)
	Slovakia
	
38.0 million US-$
	OTP
	2002

	GZF Polfa
	Poland
	
30.0 million US-$
	Richter
	2002

	Pöstyén Spa
	Slovakia
	
29.0 million US-$
	Danubius
	2002

	Marienbad
	Czech Republic
	
19.0 million US-$
	Danubius
	2000


Chart 1: Empirically Approximated Functions of Portfolio (Government Bond) and Foreign Direct Investment in Hungary
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Source: Lentner, Own Model, 2004
Chart 2: The Ownership Structure of MATÁV
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Chart 3: The Ownership Structure of OTP
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Chart 4: The Ownership Structure of MOL (Estimated)
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