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In 1990 Hungary decided to employ the then prevailing model of economic transition
from a state run economy to one based on market principles. It entailed mass privati-
zations of previously state run companies and the opening up of its borders in front of
international capital without much mitigation with regards to its destination and long
term objectives.

Due to lack of domestic long term strategy and policies directed at creating technolo-
gical and other forms of spill-overs for the Hungarian producers, the country's eco-
nomy soon became dualistic in nature: a relatively strong, productive and competitive
foreign owned and a capital-poor non-competitive domestically-owned.

The former set up factories for assembly and service centres for their international
operations, while the latter merely acted as suppliers for them. In the absence of in-
ternationally competitive products the Hungarian economy soon became dependent
of foreign investment, whereby the large majority of exports — and thereby internatio-
nal trade — was carried out between local affiliates of multinationals and their
headquarters in the form of intra-firm trade. This model persists to date.

German investments have from the outset dominated the manufacturing sector wit-
hin the Hungarian economy and as a result the country has become its most import-
ant trading partner, as well as source of capital investment within the country.
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Hungary and trade: The first two decades

Hungary's transformation from a socialist state-run
economy to one based on market principles did not
go smoothly in the early 1990s. Following the fall of
the Berlin Wall and the liberation of the country from
Soviet rule, it immediately went into a recession
with unemployment and inflation rates reaching
double digits between 1991 and 1993, while GDP
fell by 20% between 1989 and 1992 (KSH 1993).
The reasons for this massive downturn in econom-
ic activity were numerous. It was in no small part
caused by the sudden disappearance of the estab-
lished export markets in the rest of the Eastern bloc,
especially Russia (Kornai 1994).

Since then, it has been a common saying among
many Hungarian economists that “a small, open
economy with no capital and know-how” has no
other options but to break down its barriers to

Table 1: Foreign direct investment to Hungary,
1990, 1992 - 2003 (million US dollar)

able from 1998 onwards only. According to these,
the greatest part of incoming FDI went into man-
ufacturing, which acquired around 40% of all for-
eign investments between 1998 and 2005. Within
the manufacturing sectors the automotive indus-
try was the most favoured destination, reaching
an investment value of €4.9 billion by 2005, while
electrical machinery and equipment production
also seized a sizeable part of the investments.

Furthermore, the strong dominance of West-
ern capital within the Hungarian economy also
stimulated structural change, heading from
semi-self-sufficiency to a model dependent on
FDI (Nolke & Fliegenthart 2009). This had parallel
consequences on Hungary's export structure, to a
large extent mirrored, the sectoral distribution of
the FDI that came to Hungary. More than 60%1 of
the country’s exports came from manufacturing
by 2000, yet most of this was re-exported prod-

1990 1992 1993 1994 1995 1996
311 1471 2339 1146 4741 3291

1998 1999 2000 2001 2002 2003
3344 3311 2771 3949 2869 2519

Source: UN ECE Survey, no.2/2004

trade and invite in as much foreign direct invest-
ment (FDI) into the country as it possibly can. In no
small part, this approach has led to a dominance
of Western capital, especially multinational capital,
within the country’s investments and economic
structure in the decades that followed.

A large part of this foreign capital found its way to
Hungary through privatization. According to a study
by the Hungarian National Bank (MNB), between
1991 and 1997 some €4.6 billion of investment
took place in the country within the framework of
privatization. Half of that amount arrived in 1995
alone. The largest of these were the takeovers of
gas and other energy suppliers, as well as the sale
of the Hungarian Telecommunications Company
(MATAV) to the German multinational, Deutsche
Telekom (MNB 2007).

Numbers with regard to the inflow of FDI into the
Hungarian economy on a sectoral level are avail-

ucts of Western multinationals which had set up
their assembly platforms in Hungary.

In 2000, of the exported manufactured goods with
the largest shares, 12% were computers, 6.3%
spark ignition engines and 5.9% cars, as well as
office machine parts and vehicle parts, each rep-
resenting about 2.9%.

1 Depending on how one categorizes certain metal, plastic and rubber
products, the number is even higher.
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Figure 1: Export structure of Hungary to the global
economy 2000?

TOTAL: $87.6B

Source: MIT/Harvard Observatory of Economic Complexity (2015)

Figure 2: Export structure of Hungary to the World 2010
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Source: MIT/Harvard Observatory of Economic Complexity (2015)

There was little change in the structural makeup of
the Hungarian exports by the end of the decade.
Manufactured products still accounted for more
than 60% of all exports. Given the sector’s high
propensity to trade, this is of little surprise. How-

2 Numbers from the period of 1990 are hard to come by in official Hun-
garian databases, and they carry a large degree of inconsistency, thus
comparison with the likes of Harvard's database is impossible. Hence
the focus on the 2000s and beyond in the research.

Meta lS Instruments

Foodstll'ﬁs Miscellaneous Textiles

2.9%

Mineral Products

ever, the export of broadcasting equipment took
the largest share with 11% this time; followed by
video displays at 6.6%; while cars and car parts
came in third and fourth at 4.5% and 3.9% respec-
tively. The share of spark-ignition engines declined
to 3.3% from its level a decade earlier.

While the export oriented parts of the manufac-
turing sector were dominated by foreign corpora-
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Figure 3: Hungarian Agricultural Trade 2001 — 2009,
(million EUR, current prices)
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tions, local producers had a much greater stake
in agricultural production. This was to a large
extent due to a land moratorium that prohibited
foreign ownership of agricultural land in Hungary.®
According to the earliest available data, Hungary
has enjoyed a positive balance in its agricultural
trade with simultaneously increasing imports and
exports during the period all through the 2000s.
Although starting at a relatively high level of €1.4
billion in 2001, the surplus saw a decline over the
subsequent six years, reaching its 20071 level only
by 2007 again. Nevertheless, the sector’s share in
the country’s exports remained between 7-9% in
the entire period.

In spite of the strong interlink between the heavy
inflow of FDI and Hungary's exports figure 4
shows that the country’s balance of trade* was
negative for most of the 1990s and 2000s. In ad-

3 The practice was carried on even after the country joined the EU. In
fact, it made a special pact about it with the organization that came
to an end in 2014. Yet to date most Hungarian agricultural lands are
domestically owned.

4 The balance of trade (BOT) is the difference between a country’s im-
ports and its exports for a given time period. The balance of trade is the
largest component of the country>s balance of payments (BOP).

2006 2007 2008 2009

dition, prior to the 2008 financial crisis in 2006, the
government had to introduce austerity measures
to balance its ever growing budget deficit. Local
producers were also forced to make cutbacks on
their expenditures, hence investments fell sharply,
which negatively impacted the volume of Hungari-
an foreign trade, leading to a decline at both ends:
imports and exports. In spite of this, the country’s
trade balance soon began to turn positive and,
prior to the 2010 takeover of the second Orban
government, it was at an all-time high. There were
several interlinking factors at play that should help
explain the reasons behind this. One was the drop
in international energy prices, especially crude oil.
The second was the significantly larger drop in the
country’s import figures than its exports: in value
terms Hungarian exports were in fact lower at €70
billion in 2009, than at €85.7 billion in 2008, how-
ever the corresponding import figures, €85.4 bil-
lion for 2008, and €66 billion for 2009 allowed for
a substantial increase in the trade balance. Finally,
closely connected to the second reason, it was in
2009 when Audi began to produce and export its
cars in Gydr, a Hungarian city close to the border
of Austria.
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Figure 4: Balance of Trade for Hungary
1990 - 2009 (million EUR)
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Hungarian Trade 1990 — 2010:
The German Tie

No analysis of Hungary’s trade relations any time
since the end of the Soviet Union would be com-
plete without paying special attention to Germany.
As we shall see in the paragraphs and chapters to
follow, Germany has played a dominant role on all
fronts of the country's economy.

Starting with FDI, when breaking down to the
country level, FDI originating from Germany rep-
resented by far the largest share of the FDI in-
flow from the outset. The earliest country-level
breakdown is only provided from 1998 by the
Hungarian Statistical Office (KSH). According to
that, German companies were responsible for a
staggering 41% of all FDI that came into Hungary.
The second most significant country of origin, the
Netherlands, only took up 14% of the same pie.

As evidenced by Figure 6, the size of German in-
vestments in the incoming FDI grew every year
from 1990 onwards. During the first decade (1997

1995 1996 1997 1998 1999 2000 2001

o_-ll l H =
-1000,0 II IIIII

2002 2003 2004 2005 2006 2007 2008 2009

Figure 5: Top 5 countries with largest
share of FDI to Hungary in 1998

France
6%

Source: KSH (2017a)

- 2002), Germany’s end of the year stock of FDI
to Hungary increased more than 30 fold, while
during the decade that followed (2002 — 2012) it
almost doubled once again, reaching €16.2 billion
by 2012.
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Figure 6: FDI from Germany to Hungary
1991 - 2012
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Source: Deutsche Bundesbank (2017)

Hungarian exports soon reoriented from the East
to the West. The reasons behind this were nu-
merous. Markets in the territories of the former
Soviet empire collapsed after 1990, and formerly
established economic ties within Eastern Europe
fell prey to that. This also meant that freely avail-
able capital, both for imports and foreign invest-
ments, was largely missing in the East, thus Hun-
garian exporters had to find new markets to sell
their products which capital-rich Western markets
were ready to absorb. In the meantime, there was
an ever increasing inflow of foreign investments
to the Hungarian market from the West. However,
the ones directed into the manufacturing sector —
that received the largest share — were utilized for
the construction of production sites, where pre-
made parts of machines and vehicles were as-
sembled and then exported back to their countries
of origin. It is by no means a surprise then that
Germany, with the largest share of investments,
was also the largest absorber of exports originat-
ing from Hungary. In sum, while due to somewhat
different motivations that are listed here, export
producers within the Hungarian market — whether
they be domestic or foreign — targeted the West
with their products first and foremost.

The most exported manufactured good mirrored
the trade model outlined above. Of the manufac-
tured goods spark-ignition engines (14%) and car
(10%) exports were alone responsible for one
third of the items exported within the sector's
share. Other notable mentions are office ma-
chine parts (5.9%), computers (4.8%), and vehicle
parts (3.9%).
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Figure 7: Export structure of Hungary
to Germany 2000

TOTAL: $9.9B

Source: MIT/Harvard Observatory of Economic Complexity (2015)

Figure 8: Export structure of Hungary
to Germany 2010
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During the ten years between 2000 and 2010 and
primarily under the leadership of two liberal/social-
ist coalition governments of the era that followed,
no significant changes had taken place in the coun-
try's export structure as evidenced by Figure 8. In
2010, still more than half of all exports came from
manufacturing (67%) with most of it produced by
subsidiaries of foreign multinationals.

- - o ~] Miscellaneous

Instruments

o Mineral
TEXtI les [)vigd L,AZ(S

Metals

Vehicle production related goods continued to
dominate Hungarian exports to Germany at the
end of the decade as well. Vehicle parts alone
covered 7.3%, followed by spark-ignition engines
at 6.8%, combustion engines at 6.6% and cars at
6.2% (with a strong link between the two).
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Table 2: Foreign Direct Investment to Hungary
2010 — 2016 (million EUR)

2008 2009 2010 2011

2012 2013 2014 2015

3,087 1,289 1,232 1,657

3,942 1,926 4,989 2,058

Source: MNB (2017)

Trade under the Second and Third Orban
governments

Hungary and Trade: Since 2010

When the second Orban government took over in
2010, the Hungarian economy just came out from its
worst crisis since beginning of the 1990s. Hit hard by
the international financial crisis, the economy went
into recession in 2009 with real GDP contracting by
more than 6% compared to the previous year. As it
was shown in the previous section trade had also
contracted both in volume and value terms, however
at least in combination, due to some favourable cir-
cumstances (energy prices and Audi's exports), the
country was able to achieve positive trade balance
after two decades of continued deficits.

Seemingly, FDI inflow was constant under the new
government, although at a relatively low level in a
historic perspective on average when compared
against the average of the five years before the
takeover of the new government in 2010. Howev-
er, net FDI converged closer to zero. This fact was
highlighted by GKl's calculations. According to
them, the country’s capital stock only increased
due to government requirements from the bank-
ing industry to recapitalize their subsidiaries in the
country from 2009 onwards. To this end, the hold-
ing banks transferred large sums of money to their
domestic banks, yet they were kept in the vault and
not lent out. Should we subtract these from the
positive balance of inward FDI, the difference be-
tween incoming and outgoing FDI would be closer
to zero (GKI 2015: 26). However, an increase is like-
ly to take place in the near future due to the opening
of Apollo Tyres' Factory and the additional €1 billion
that Mercedes will invest in Hungary.

In spite of the availability of more recent data on the
levels of FDI to Hungary, it is important to use the
2014 figures due to an important analysis the Hun-
garian National Bank carried out for that year (MNB

2016). The bank compared the country of origin and
the “ultimate controlling parents” (UCP) for the same
inward FDI to Hungary. In the former's case we con-
sider only the last country where the investment (or
other forms of capital injection) came from, however
when the UCP is applied to the same data the real
owner (controller) of a given company is considered
to be the source of the investment. Thus, for exam-
ple when a subsidiary of a German owned compa-
ny in the Netherlands decided to invest in Hungary,
it would be considered as German investment in
the data. This is a useful tool to weed out countries
that are primarily used by foreign investors for tax
purposes instead of commercial reasons. This is
especially visible for Luxemburg that makes into
the top 5 in the classical chart, yet it gets replaced
by the likes of Israel and the USA in the chart based
on the UCP. According to the estimates by MNB for
2014, the largest contributor was Germany, whose
share was even higher by 3% points when calculated
by using the UCP numbers. In value terms, this dif-
ference is rather significant. This difference can be
seen in Figure 9, with shares based on the classical
calculations on the left, while the updated method in
the right pie chart.

When FDI is measured in the classical manner,
German investments for example totalled at €18.7
billion for 2014, whereas it reached €21.5 billion
when its calculations were based on the UCP, with
the gross total from all countries standing at €81.7
billion. What becomes evident is that while other
countries may lose significance if we change the
way we measure the origin of foreign investments,
Germany always comes out on top, and by some
distance proving its continuing dominance in the
Hungarian economy in this regard as well.

5 We consider the ultimate controlling parent to be the firm at the top of
the ownership chain, i.e. one that is not controlled by any other entity. It
is important to highlight this distinction because as a 2008 OECD report
claims the “direct investor could be a parent of a non-resident enterprise
and, at the same time, it could be a direct investment enterprise or a
fellow enterprise of another non-resident enterprise. This implies that
a direct investment enterprise may itself be a direct investor, and vice
versa”. (OECD, 2008:23)
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Figure 9: Top 5 countries with largest share of
gross FDI to Hungary vs largest share of FDI
based on UCP to Hungary 2014

@ Austria @ United Kingdom
Netherlands @ Luxemburg
@ Germany @ Other

@ Austria @ France @ USA

@ Israel @ Other

Source: MNB (2014)

@ Germany

Figure 10: Share of foreign controlled subsidiaries in
domestic business performance in Hungary 2014
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The Hungarian economy’s continued reliance on
FDI is made perfectly visible if we consider the
data provided by the Eurostat, known as Foreign
Affiliates Statistics (FATS). In short, FATS helps
us determine the extent to which foreign-con-
trolled enterprises penetrate a given economy
within the EU beyond the levels FDI can. Figure 10
clearly shows that in the case of Hungary, foreign
owned companies play a major role in the domes-
tic economy. In spite of covering only 3.6% of the
more than 500 000 businesses in the country, they
were responsible for 52.8% of all turnover, 57.4%
of production value, 52.7% of value added, 40.2%
of gross operating surplus, and 26.4% of employ-
ment.

In addition, it should be highlighted that in the en-
tirety of the EU, around a quarter (23-24%) of the
value added was produced by foreign owned com-
panies between 2010 and 2013. In Hungary, this
ratio was between 49-52%, the second highest
value in the EU after Ireland.

According to a study conducted by the National
Statistical Office of Hungary (KSH, 2016b), the
size of the value added reached €2.7 million in
2014. Measured in current prices, the subsidiaries
of foreign companies’ combined growth (11%) in
this regard exceeded that of the domestic busi-
nesses by 0.9%. Foreign owned subsidiaries were
responsible for more than two thirds of the value
added in three main sectors: manufacturing (pro-
cessing), trade and information, and telecommu-

7.4%

0.0%

10.0%

20.0%
Source: Eurostat (FATS 2017)
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Figure 11: Export structure of Hungary to the
world 2015

TOTAL: $98.1B

Transportation

Source: MIT/Harvard Observatory of Economic Complexity (2015)

nications technology. From this study's perspec-
tive manufacturing is the most relevant since it
possesses the highest propensity to trade. For-
eign owned subsidiaries created more than 70%
of the value added in the sector in 2014. In this re-
gard, similarities from the perspective of trade be-
tween previous years/decades and the time under
the second and third Orban governments become
even more prominent, given the structure of the
products that Hungary exports to the world. When
we consider the two largest product categories,
the overlap is almost complete: in 2000 (mid-way
through the first Orban government) and in 2010
more than 60% Hungary’s all export to the world
came from manufacturing, while in 2015 the sec-
tors share stood at 58%.° The overlap between
the products of foreign multinationals and types
exported goods suggests that there is a large de-
gree of commonality between the two.

This paper has already established why there is lit-
tle to be surprised about the dominance of manu-
facturing in trade. However, its main components
for the Hungarian export shares shifted once again
by the end of 2015. The vehicle producing sector
not only remained prominent, but this time car ex-
ports took up the largest share of all exports with

6 Once again excluding the likes of plastics and rubber production,
transportation and even chemical products. Even though many of the
sector’s produce should belong to manufacturing.

11
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12%, they were followed by vehicle parts at 5.2%,
and spark-ignition engines with 3.3%. Although
the chemical industry was not calculated in this
paper within the manufacturing sector, pharma-
ceuticals that took the fourth place with 3.2% are
certainly part of it and relatively newcomers of an
increasingly significant export sector, with the en-
tire industry having been responsible for almost
8% of all exports in 2015.

Closely connected to those above is the relation-
ship of the EU structural funds and their impact
on the country’s trade. The GKI study goes on to
explain that the absence of capital in the first five
years of the second and third Orban government
was entirely substituted from the money that the
country received from the EU'’s structural funds.

According to estimates by KPMG-GKI the first
round of EU funds that the country received be-
tween 2007 and 2015 also had an important role
to play in the country’s real trade. Without them in
2015 import and export would have been small-
er by 8.2% and 7.8% respectively. The Hungarian
trade balance would have been approximately
€320 billion higher without the funds, due to im-
port intensive investments that domestic busi-
nesses made from the money that came from the
EU (KPMG & GKI 2016).
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Figure 12: Balance of Trade for Hungary
2010 = 2015 (million EUR)
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Hungary's trade balance not only remained pos-
itive all through the years after 2010 but also in-
creased year by year. The country’s surplus against
the EU-15 was at €5.9 billion, whereas against the
V3 countries at €4.7 billion.

Measured from the start of the inflow of the EU
funds the country’s export rose from €68.9 billion
in 2006 to €91.3 billion in 2015. Thisa 4.2% rise on
a yearly average.

Imports in 2006 were at €68.9 billion, yet by 2015
they rose by 40.6% to €82.6 billion. This corre-
sponds to a 3.1% rise on a yearly average.

Agricultural trade continued to produce an ev-
er-greater trade surplus until 2012, however it
has been diminishing somewhat since. Imports
and exports in the sector rose simultaneously,
contributing to the trade surplus significantly.
On average, the sector has contributed 8.7% to
the Hungarian exports since 2010, and 5.9% to
its imports. The main export partners in 2015 in
order were: Germany (14.8%), Romania (12.3%),
and Austria (9.1%). While Hungary imported the
greatest parts of its agricultural produce from:
Germany (20%), Poland (10.9%), and Slovakia
(9.9%) (KSH 2016a).

2012

12

2013 2014 2015

Figure 13: Hungarian Agricultural Trade 2001 -
2009 (million EUR, current prices)
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Trade relations between Hungary and Germany
under the second and third Orban governments
(2010 = 2016)

As it was highlighted in the previous chapter, Ger-
many became the most important trade partner
of Hungary early on after the change of regimes in
1990. The country’'s prominence in the Hungarian
economy has diminished somewhat since then
but remains to be the primary external market for
Hungary for both imported and exported prod-
ucts. Highlighted in the two pie charts of Figure
14, Hungary has certainly increased its economic
activity with its immediate neighbours at the ex-
pense of some of the Western nations, yet Ger-
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many continues to absorb more than a quarter of
the country’s exports (the next four largest export
markets of the country can only boast with such
large share when combined), and equally a quar-
ter of Hungary’'s imports were from Germany in
2015. Translated into Euros, the value of Hungar-
ian export to Germany was €24.6 billion, while its
imports reached €21.4 billion. This represented an
overall positive trade balance from the perspec-
tive of Hungary with a surplus of €3.2 billion.

Figure 14: Top 5 export partners of Hungary
(above) and Top 5 import partners of Hungary
(below) 20157

taly

I
Austri
ustria .,

Slovakia 3%

. China
Slovakia 5%

5%
Poland ~ -

Austira

Source: KSH (2017b)

7 While there is lack of data available the fact that 53% of total exports
to Slovakia and 58% to Poland included machines (primarily engines
and engine parts) and transportation goods (cars and vehicle parts) in
2015 (MIT Observatory of Economic Complexity 2015), in the absen-
ce of domestically owned car manufacturing conglomerates in either
countries it is understood that a large share of Hungary's export to its
neighbours to the North (Slovakia and Poland) are ultimately directed
to German subsidiaries as well. German owned companies have been
active importers of the products of Hungarian suppliers due to their si-
milar needs.

13

In addition, it should be noted that while, there
was a general decline taking place in the overall
share of goods and services exported to Germany
— partly explained by the 2008 crisis — under the
governments preceding the second Orban regime
between 2011 — 2016, the latest data suggests,
however, that it has been slowly but progressively
climbing back to its pre-crisis levels. The same is
true for imports as evidenced by Figures 15 and
16. However, in volume there was a constant in-
crease taking place from the early 2000s onwards.
In 2001 exports to Germany totalled at €9.4 mil-
lion, while they grew to €18.7 million by 2008. The
crisis took its toll on this continued increase with
Hungary's exports to Germany dropping to €13.7
million in value in 2009, and only in 2013 did it
climb back to its pre-crisis level with €18.6 million,
however by 2015 it reached a record high of €21.4
million.
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Figure 15: Percentage of the Hungarian export to
Germany (2006 — 2016)
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Figure 16: Percentage of the Hungarian import
from Germany (2006 - 2016)
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Source: Destatis (2017)

Structural similarities between a decade (and
more) earlier and current data are there not only in
the fields of exports and imports but other trade
related aspects of the economy as well. This is
especially cogent for Germany's share of gross
FDI coming to Hungary. Just like in 1998, Germa-
ny continues to be the most important source of
foreign investment in Hungary to date with 24% of
all FDI coming from the country.

In 2014 of the subsidiaries of foreign companies

14

31% of the revenues, 29% of value added and also
29% of the employment was provided by business-
es with German ownership — the highest in each
category, not counting domestic businesses. Ger-
man subsidiaries were most prominently repre-
sented in automobile production, energy, telecom-
munications and machinery production sectors
of the Hungarian economy. Combined, these four
sectors covered 77% of their revenues and two
thirds of their value added (KSH 2016). It is there-
fore of little surprise that on the level of tradeables,
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Figure 17: Export structure of Hungary
to Germany 2015

TOTAL: $25.8B
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Source: MIT/Harvard Observatory of Economic Complexity (2015)

exports from Hungary to Germany also resembled
thistrend. As Figure 17 illustrates, 71% of Hungary's
exports to Germany also consisted of machines
and items of transportation — which represents an
almost identical overall structure to the one fifteen
years earlier, when the two sectors were responsi-
ble for 72% of Hungarian exports to Germany.

On a regional level, Germany's western regions
far outweighed its eastern parts. In fact, im-
ports from East Germany only fell in the decade
and half between 2000 and 2016 going from €1
269 to €1 188 million. In the meantime, imports
from Western Germany more than doubled from
€9 880 in 2010 to €23 289 million by 2016. The
most important German regions from the per-
spective of both imports and exports for Hungary
remained the same over the 16 years under inves-
tigation: Baden-Wuerttemberg, Bavaria and North
Rhine-Westphalia.8®

The Orban government maintained a practice that
by and large contributed to this structural consist-
ency in the Hungarian economy’s output. Govern-
ments before and especially under the second
and third Orban governments have signed con-
tracts with — primarily — foreign multinationals

8 For further details see appendix, Table 3.

9 Unfortunately, the Hungarian statistical office or Central Bank leads
no such record about the Hungarian regions or counties and its trade
partners.
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that have been labelled as “strategic agreements”.
In them, the government guaranteed special treat-
ment, tax breaks and funding for these corpora-
tions in exchange for them setting up businesses
and creating workplaces in Hungary. Strategic
agreements have thus been primarily applied as a
measure to attract large scale foreign investment
into the country. However, their quality is highly
questionable since the majority of these agree-
ments’ (123) funding was provided to low value
added production sites where foreign companies
primarily constructed factories that have served
as assembly lines for their products. On the oth-
er hand, in the 23 cases where funding was pro-
vided for multinationals to either install or extend
their service centres did not represent a significant
step forward either, considering the relatively low
(medium) skillsets most of these workplaces re-
quire. Only in the remaining 12 cases (+1 was in
energy) were funds provided for R&D purposes
with the potential of long-term development, and
workplaces with globally competitive salaries. Of
course, nothing is black and white, since both
the factories and the service centres also employ
managers that receive substantial wages as well
as product developers that play important parts in
the companies’ research and development work.
However, it is common that above certain posi-
tions nationals of the West tend to be preferred
within the hierarchy over locals, irrespective of
their experience or qualifications.
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Figure 18: Breakdown of strategic agreements
based on activity of recipient

Energy
1%

Source: GKI (2017a)

Figure 19: Origin of companies with strategic
agreements 2004 - 2017 (June)
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Of the known cases that GKI complied into one
database for the period between 2004 and 2017
(June), approximately €1.04 billion were distrib-
uted from the Hungarian budget among (around)
150 companies within the framework of the strate-
gic agreements.’® As Figure 19 highlights, Germa-
ny once again takes the largest slice from the pie
with 27%, followed by the USA (19%) and Hungary
itself in the third place (12%). In numerical terms,
German companies were on the receiving end of
these agreements 41 times, the American ones

10 Additionally, according to recent revelation by Politics Can Be Diffe-
rent (LMP) many of the same companies have also received substan-
tial tax breaks in the excess of €25 million between 2012-2014 (Index
2017). According to the party, the greatest winner of these deals was
Audi that benefited in the region of €12.5 million of those deals.
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30, while Hungarians 19.

When the above numbers are converted into val-
ues with a special focus on the second and third
Orban government, it becomes evident that Hun-
gary has been more than generous with German
companies since 2010. In their six years, the Orban
governments have provided 65% (€241 million) of
the overall funds that German companies have re-
ceived in the 12-years period for which there is data
available. In the meantime, Hungarian companies
have also benefited under the post-2010 govern-
ment from strategic agreements far more than dur-
ing the period preceding it. Nevertheless, compa-
nies from both the USA and Germany continued to
outweigh their domestic competitors in this regard.

Figure 20: Overall value of state support to Ger-
man & Hungarian companies (million EUR) 2004
- 2017 (June)
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Source: GKI (2017a)

It is evident then that Germany’s prominence with-
in the Hungarian economy is to a large extent
down to conscious governmental policy. The top
10 German companies (according to their export
revenues) have all received substantial state sup-
port through strategic agreements between 2004
and 2016. The most sizeable package was given
to Mercedes in 2008, a staggering €88.3 million.
However, the second, the third and the fourth larg-
est funding packages to a German company were
all allocated under the second and third Orban gov-
ernments. In fact, as Figure 19 portrays it, of the
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Figure 21: Top 10 German companies based on
size of state funding received between 2004 — 2016
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ten largest deals only two were made during the
pre-2010 era. It should also be highlighted that all
of them were provided for either the construction or
the extension of factories, and eight out of the ten
deals were made with automobile producers.

The fact that German companies are not too con-
cerned about Hungary as a consumer market is
evidenced by the fact that there is an almost per-
fect overlap between their net revenues and their
export revenues. This is of course primarily true
for the ones with a stake in manufacturing, as
evidenced by Figure 22: The 10 German subsid-
jiaries with the highest revenues in Hungary are
all involved in manufacturing and all make above
90% of their income from exports. Should one
go further down the list, the picture would be the
same. The close resemblance of the export and
import structures between Hungary and Germany,
together with the similarity in their net and export
revenues, suggests that German subsidiaries that
are involved in manufacturing production allow
for Hungary’s trade balance with the country to be
neutral due to very high (above 95%) intra-compa-
ny trade. In addition, goods that are produced for
export by Hungarian businesses — mostly agricul-
tural — allow for the trade balance to be positive.
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The products of German multinationals assem-
bled in Hungary have primarily been destined
for foreign markets ever since the 1990s, and
therefore the development of domestic markets
is secondary in nature for them. With headquar-
ters in Germany, the occupations with the highest
value-added like R&D, strategic decisions (inter-
national marketing and investment decisions) or
design are mostly situated there as well, while
spill-overs are only allowed to the foreign mar-
kets in so far as they are needed to achieve the
most efficient production possible in their subsid-
iaries. This means that even if there is R&D and
other higher value-added processes installed in
their Hungarian subsidiaries, those are not at the
technological frontier of production but only sub-
par processes that are relevant for their assem-
bly lines. The latter limits the chances of any FDI
dependent countries catching up in technological
terms to their Western counterparts. Finally, they
have little incentive in lobbying for investment into
the development of human capital beyond the
relatively low skill requirements of the assembly
sites and service centres. In the absence of ac-
tivities that are determinant in the multinationals’
international competitiveness in qualitative terms,
there is little need for them other than the develop-
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Figure 22: Domestic value added in gross exports in
2014 (%)
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ment of relatively well trained vocational labourers
for assembly work and white-collar workers with
tasks directly related to their management. This
is highlighted in Figure 22, which shows that the
domestic value added to the country's exports is
one of the lowest among the OECD countries, as
only the similarly FDI dependent Slovakia and the
microstate of Luxemburg leg behind Hungary in
this regard. In addition, lax labour regulations have
served the interests of foreign investors, and the
Orban government has been more than willing to
provide them with these. (Policy Solutions 2012:
25-28) Even though it has been shown already
multiple times that it is only through dense unions
and strong labour rights that wages and produc-
tivity can converge with the West. (Pogatsa 2015;
ETUI 2016)

In light of the substantial funds made available
and tax breaks provided to foreign multinationals
by the ensuing governments, the combination of
the factors listed above raises serious questions
regarding the viability of any governmental strate-
gy that first and foremost wishes to rely on foreign
capital for economic development in 2017 still.

Netherlands
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Altogether German companies had 3,246 sub-
sidiaries and employed close to 190,000 people in
Hungary in 2014 (the latest data available), more
than any other nationality in both categories. Their
combined revenue was €42.7 million, almost twice
the size of the second largest total of American
subsidiaries, while their value-added production
was also the largest of all the foreign affiliates in
the country at €7.8 million (KSH 2017c). Looking
at all the data above it is safe to conclude that Ger-
many’s relevance in Hungary's economic life, both
when compared to other countries’ local affiliates
and to domestic producers, is not only extraordi-
nary but dominant with very important structural
implications.

Assessment

German capital has played an integral role in the
Hungarian economy ever since the early 1990s.
German companies have been the largest inves-
tors and the largest exporters, while they also
have the greatest share of all foreign owned sub-

11 Between 2010 — 2014 their number grew by almost 400.
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Figure 23: Top 10 German companies based on
export/net revenues (million HUF)
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sidiaries within the Hungarian market. At the other
end of the spectrum, German multinationals have
enjoyed the largest share of state support from
the ensuing Hungarian governments of all the
large investors since the early 2000s to date, top-
ping even their Hungarian counterparts. This was
especially true under the second and third Orban
governments that have provided German multina-
tionals with close to twice as much state support
as the socialist/liberal governments before them.

In spite of current rhetoric, there is thus no sign
of any shift taking place in the country’s trade re-
lations. Instead of an “Eastern opening” that the
second Orban government emphasized when
opening alternative trade routes between Hunga-
ry and China, Azerbaijan, Turkey and other rapidly
developing nations of the East, a continuation is
visible along the pre-established trade routes, with
Germany at their centre. This is also true in the
other direction, western FDI continues to be the
dominant source of foreign investment into the
country — only Israel has substantially increased
its share in the last years, at least when we con-
sider the investor by its UCP.

In parallel with the lack of change in Hungary’'s
trade relations, no major transformation has tak-
en place in the economy’s productive structural
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make-up either, at least certainly not on the inter-
national level. Most of the exportable manufac-
tured goods continue to be produced by subsidi-
aries of foreign businesses, with the largest share
once again assumed by German producers. More-
over, since investments from abroad in the man-
ufacturing sector were primarily made into con-
structing assembly sites for pre-produced goods,
the lion-share of Hungary's exports is in fact in-
tra-company trade, whereby goods imported in
separate pieces are assembled and sent back to
their country of origin.

Unfortunately, the economic model outlined above
that was built around the service of multinationals
has not only halted the chances of convergence
for Hungary to its western counterparts in the past
quarter of a century, but it even threatens with a
complete meltdown today, should the foresight
of experts become true and robots take most of
the low/medium skilled jobs that assembly lines
required over in the decade to come. Thus, Hun-
gary's current developmental path is likely to be
unsustainable and detrimental for its chances
of catching up. However, this should not entail a
complete U-turn and the introduction of all round
protectionism. Keeping the country attractive to
foreign investors should remain a vital concern
for policy makers, however the primary emphasis
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should be on its quality rather than its quantity. In
other words, Hungary's appeal to foreign inves-
tors should not come from its relatively large (yet
increasingly shrinking) number of medium skilled
workers, low taxes and state funds provided to
large investors but high-quality infrastructure,
highly skilled workforce and a dependable legal
(and political) environment. This could ensure
that Hungary could compete for investors (wheth-
er they were from the manufacturing or service
sectors) that require skills that produce goods
with much higher added value and consequently
pay internationally competitive wages.'> Most of
these jobs are beyond the capacity of today’s ro-
bots since they require human genuineness and a
sense of innovation that are yet to be “invented” for
robots, thus it would represent a long-term invest-
ment both for the people of the country and the
sustainability of its economic model. Moreover,
since the “West” continues to be the technologi-
cal/know-how leader in almost every high-tech
sector of the world, Hungary could spare itself
from having to “orient” its economy to the East at
least from the perspective of FDI (they would how-
ever represent important export markets).

Investment in the development of human capital
and infrastructure however is only one side of the
coin. Should Hungary follow the above path with
no additional steps, it would still remain highly
dependent on FDI, leaving the country to be con-
trolled by the whims of international investors.
One of the reasons behind the introduction of
the current FDI dependent model twenty some-
thing years ago was the promise of technological/
know-how spill-overs into the domestic economy,
and that domestic producers could benefit from,
and eventually produce at the level of, their west-
ern counterparts. This promise was not fulfilled,
most of Hungary's producers of manufactured
goods are at best suppliers of spare parts for
western manufacturers. The Hungarian econo-
my became dual in nature, a strong and compet-
itive one led by foreign multinationals; and weak
domestic one based on producers with focus on

12 This was evidenced by the latest publication of the Hungarian Nati-
onal Employment Service that showed that the highest average wages
are paid out for researchers, managers and IT professionals (also in the
top 10 are the politicians) (NES 2017).
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the local markets. Governmental policy thus must
address this issue by investing in cutting-edge
research and development to be shared with do-
mestic producers, so that they can produce inter-
nationally competitive goods (and services) allow-
ing the build-up of a domestically owned export
sector that the country could fall back on should
certain investors decide to take their investments
elsewhere. As a member of the European Union
returns to scale should not be a problem with a
market of 500 million customers at our borders
(and more beyond). Traditionally, the combination
of the above outlined policy directives were called
an “industrial policy”, and as Mariana Mazzuca-
to (2013) showed in her recent book successful
economies of the West continue to employ it. So
should Hungary, or risk being on the losing end of
the latest global economic transformation.
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Appendix

Table 3: German regions and trade with Hungary

2010 2015 2016 2010 2015 2016
Million € Million € Million € Change from prev. Year (%) Share (%) [Million € Million € Million € Change from prev. Year (%) Share (%)

Baden-Wiirttemberg 3736 6145 6414 4,4 25,7 2538 4368 4558 4,3 20,0
Bayern 4797 8479 8551 0,8 34,3 2362 3156 3328 5,5 14,6
Berlin 158 150 159 6,2 0,6 104 124 121 22,2 0,5
Brandenburg 101 144 158 9,9 0,6 126 150 142 -4,8 0,6
Bremen 85 211 325 54,0 1,3 60 71 88 22,9 0,4
Hamburg 527 458 486 6,0 1,9 149 399 870 118,1 3,8
Hessen 1848 1975 2095 6,0 8,4 855 1230 1210 -1,6 53
Mecklenburg-Vorp 29 49 42 -14,1 0,2 26 a5 49 78 0,2
Niedersachsen 1319 1811 2114 16,7 8,5 789 1652 1498 -9,3 6,6
Nordhein-Westf. 2144 2156 2258 4,7 9,0 2265 3291 3283 -0,2 14,4
Rheinland-Pfalz 349 433 471 8,6 1,9 492 354 738 12,8 3,2
Saarland 242 272 350 28,7 1,4 218 365 320 -12,4 1,4
Sachsen 330 535 602 12,5 24 428 627 642 24 2,8
Sachsen-Anhalt 76 145 162 11,4 0,6 234 339 332 -2,2 1,5
Schleswig-Holstein 225 274 227 -17,0 0,9 152 267 282 5,5 1,2
Thiirigen 126 165 152 -7,6 0,6 341 1020 1000 -2,0 44
Not classified 293 357 401 12,1 1,6 2995 4063 4303 5,9 18,9
Germany all

East Germany+Berlin 820 1188 1275 74 51 1259 2305 2286 -0,8 10,0
West Germany 15272 22216 23289 4,8 93,3 9880 15454 16175 4,7 71,1

Source: Statistisches Bundesamt (2016)
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