Miklós Somai:

The Hungarian automotive industry

1. Car-making multinationals in Hungary

Several major investments occurred in Hungarian automotive industry during the first half of the 1990s. Partly in the previously for decades absent car industry, partly in the car-component industry. The magnitude of investments is best characterized by the fact that until late 2001 Opel invested over DEM 1 bn, Audi over DEM 2 bn in Hungarian facilities. The Suzuki investment figure is confidential, but most probably it is between USD 350-400 mn.

Several factors explain the move of major car-makers to Hungary. Hungary had no competitor in the region at the time of decision making concerning economic openness, legal infrastructure and in general political transition. Also, due to it’s favorable location, relatively well developed travel infrastructure and close ties with the EU, many constructors regarded Hungary a desirable production location in Central Europe. Thirdly, Hungary had numerous cooperation links with Western firms. It was regarded as a country with high level of technical skills and competitive education, where labor force is creative, able for independent work, open to new achievements, innovative and is willing to learn. Consequently, it is able to perform at the level of Western labor force under adequate guidance and control, but at a cost far below Western standards. Cheap labor alone was not enough incentive to delocate production since automotive industry is very much technology intensive today. Finally, one should not forget about the generous tax incentives that the Hungarian government provided to firms investing in the sector. 10 years tax relief was provided: 100 % in the first 5 years and 60 % in the second, but the 100 relief was extended to the second 5 years for firms reinvesting their profits in Hungary. This was especially beneficial for component producers with quick returns on investments. Other incentives were provided on a piecemeal basis: 

· several hundred million HUF state subvention to infrastructure development, 

· state guarantee for syndicated loans, 

· support of training,

· in-kind contribution with cheap workshops, 

· permission for customs free imports, 

· advantages related to industrial free trade zones,

· cheap public utilities, 

· and in some cases (e.g. AUDI) consent to continuous work. 

Due to all these advantages foreign car manufacturers could count that they can produce adequate quality at very low cost. Further investments after settling down in Hungary usually followed, since investors purchased sites of considerable size or had purchase option on neighboring real estates. Cost-benefit analysis clearly showed that it was not economical to leave these sites unused (Tables 1 and 2).

Over 750 thousand cars and nearly 8.2 million engines were built since the dawn of Hungary’s new automotive industry in 1992 until late 2001. The importance of the branch is best illustrated by the fact that every 4th or 5th car sold in Hungary is manufactured locally, and in every 25-27th car sold worldwide has a Hungarian engine.

The AUDI investment is considered to be the largest project in Hungary. The invested until late 2001 capital was over DEM 2 bn. The German investors chose the Hungarian location out of 180 potential in Europe for the site manufacturing the 5 valve per cylinder engines in November 1992. Audi Hungaria Motor Kft (AHM) was founded on 18 February 1993 with base capital of DEM 2 mn as a 100 % subsidiary of Audi AG, Germany. Daily engine output is 3000 pieces of 4 cylinder engines, and 1400 pieces of 6 and 8 cylinder engines. There is a local assembly-capacity of  the TT Coupé and TT Roadster cars, 55.000 pieces per year. Recently, A3 and S3 cars have also been assembled. 

The Hungarian megaproject occupies an area of 68 ha employs directly over 4.800 people. Its activity, as well as the continuous expansion provides large amount of orders for local basic material suppliers, energy and other service companies, construction firms (further 4-5000 jobs). AHM skilled labor supply is provided by the local high school. A further positive feature is that after the good experiences of the first years Audi relocated some of its R and D activity to Győr too. A neighboring to the site 5000 sqm facility was equipped for the use of the 80 employees big engine R and D department. They work on production technology and product development as well as on adjustments to local market specifications. The new R and D lab develops research cooperation links to Hungarian universities.

One has to see, however, that AHM’s social and economic importance is only local. The Hungarian contribution to the products is also very low. Measured in the value of products it is 3 % in case of the engines, 5 % for the finished cars. The 16 local suppliers contributed to less than 0.5 of AHM’s purchases in 1999. All the 16 were foreign owned firms like the Lear Corporation in Győr or LUK Savaria. 

The company operates in an industrial free trade zone. The packaged in Ingolstadt subassemblies arrive in Győr via rail transport, and the assembled engines and cars return to Germany the next night. AHM received the 10 year tax relief, and channeled conglomerate profits to Hungary to spare on tax worldwide. For example, in FY 2001 AHM registered net profits of DEM 544 mn at a total turnover of DEM 6.8 bn: an extraordinarily high profit rate in the automotive business. Since tax relief is enjoyed in the first 10 years after initial investment, a major repatriation of profits from Hungary is expected afterwards. We may hope that the impact of the Audi project will affect substantially the wider population of the local industry, and increasing orders will compensate for capital repatriation.

In January 1990 General Motors and the Hungarian government signed an agreement to establish a joint venture for car and subassembly production in Hungary. Later, GM’s German subsidiary Opel Eisenach GmbH became the ultimate owner of the facility. The original project planned an investment worth of DEM 250 mn, and an assembly batch of  40.000 pieces, as well as a production facility of 200.000 1.6 liter 8 valve engines in Szentgotthárd. Favorable experiences in Hungary, as well as available further real estates together with changing market demand induced Opel to pursue further investments. The engine factory was further expanded (1.4 liter 8 valve engines, 1.4, 1.6, 1.8 liter 16 valve engines, engine subassemblies, and gear shafts), and engine production batches were doubled to 460.000 pieces. 

Contrary to engine production car assembly did not meet expectations. During the years following the launch of the Astra assembly, local demand for new cars remained below the level of the late 1980s. On top of this liberalized trade with EU imported cars proved to be tough competitors on the market. The Astra assembly was based on the rather costly CKD method, using packaged subassemblies and materials shipped by train.  Due to these factors, Astra production never exceeded 30 capacity utilization rate. Consequently, Astra assembly was stopped in 1998, and instead a new CVT gear production plant was installed. Due to Opel’s human resources policy, employees with timely unlimited contract did not lose their jobs. 140 workers were directed to the engine assembly facility to start a fourth production shift, unprecedented in GM world. Due to this, output exceeded the nominal maximum capacity and reached 510.000 pieces in 1999. Another 160 workers were employed in the assembly of  the Vectras aimed for Hungary and China (a total of 3000 cars). Reserving experienced and reliable workers in house was a well understood interest of GM. 

Though this company is counted among the biggest Hungarian firms (based on turnover it is within the first five), its size is only one third of AHM measured by employment or sales revenue. Concerning profits GM is on the lead. Though Opel settled in Hungary two years earlier than Audi, it realized strikingly higher profits and profit rates. Comparing net profits to net sales revenue, Opel achieved 14.2 % profit rate already in its second year of full size operation, 18.3 % in the fifth (in 1997 even 22.7 %!). Cumulative profits of the years 1994-8 were DEM 974 mn, DEM 240 mn more than total investments since 1991. 

Question: how about this difference between Audi and Opel? Apparently, the two years difference of running full scale production matters. Both firms received the 5+5 years tax relief from the Hungarian government. Opel started in 1991, and new investments were mainly financed from reinvested profits. Profits of FY 1996 and 1997 were paid out (DEM 483 mn as compared to DEM 678 mn investments). 1998 profits were reserved for further investments again (DEM 255 mn). Two remarks: firstly, the profit transfer was in reality significantly lower than what is registered in the books. Opel (and GM behind it) channeled profits from elsewhere to Hungary to utilize Hungarian tax advantages. Secondly, there should be significant difference between German and American business strategies. Overseas firms pay out a larger share of profits as dividends.

More important though than accounted and real profits is the impact of Opel on the economy, on background industry suppliers. Like in the case of Audi, we can also see in this case, that the local importance of Opel in Szentgotthárd is outstanding. Another similarity is that in Hungary assembled cars and engines, there is very little locally added value. The last, in 1998 assembled Astras Hungarian local content was 10 %, in engines 5 %. The CVT gears’ planned Hungarian contribution is 16 %. But this does not mean that GM has no substantial Hungarian supplier network. General Motors Europe’s total Hungarian purchases exceeded DEM 300 mn in 1998. Added to this the Szentgotthárd works’ DEM 50 mn orders, we may conclude that just like Auidi, Opel also keeps afloat more than 5000 jobs directly or indirectly in Hungary. 

Third in both alphabetic order and in size of investment is Magyar Suzuki Rt (MSC). The traditional, classical workphases of car-making are performed in Esztergom (metal forming, welding, painting and final assembly). Because of small batches robots were only used in the first years in the from quality viewpoint most crucial phases (in the press- and paintshops), while welding and assembly was carried out with manual support. Parallel with increasing output volume also the degree of automation increased. Local employment is 1600 jobs, and an additional 2-3000 jobs are secured through orders to Hungarian suppliers.

The Esztergom Suzuki plant was established to serve partly the Hungarian, partly the EU markets. The Japanese investors met serious difficulties during the first few years immediately after opening the plant in 1992:

· Domestic demand was at its lowest, thus until 1998 it was hardly possible to sell more than 1000-1300 cars a month.

· In order to export at preferential customs rates to the EU, local (European) content of the cars had to be at least 60 %. This was achieved only in 1994. 

· Because of the recession in Hungary it was difficult to increase Hungarian value added in the cars. Most Hungarian suppliers were unable to carry out the smallest necessary investments, and the rather low batch sizes of the first years did not promise large profits.

· On top of all, the yen loans taken to finance the first USD 200 mn investment in Hungary became rather expensive due to exchange rate movements.

MSC tried to master the difficulties using the strategy of escaping forward. The three major elements of the strategy were capacity expansion, diversified production and supply, as well as efforts to increase exports.

Though the factory reached the planned level of output one year behind schedule in 1996, capacities were developed to potentially 100.000 pieces by 1999. New investments were based on the from 1996 improving conjuncture in Europe, and increasing sales in Hungary from 1998 (See Table 3.)

The originally only five-door design of the Suzuki Swift was followed by the more usual in Hungary four-door sedan in 1993. Using the Swift chassis four-wheel driven Subaru Justies were also produced in Esztergom, up to 10,000 cars a year. By February 1996 the full range of the Swift brand was produced (3-, 4-, and 5-door versions, as well as the small van). The Swift design was also substantially developed and in 1996 the usual European standards were achieved as regards comfort and security. The newly developed Wagon R+ further improved the supply in 2000.

With the development of the domestic supplier network, West European exports were started in 1994 (Table 4.). MSC exports to 30 countries worldwide. Most important markets are Germany, Holland, Austria and the UK. Overseas sales represent 10 % of the output. Exports in 1997 reached USD 300 mn. 

According to general Japanese practice Suzuki tried to find a reliable long-term supplier for each delivered item. First they ordered simple parts, and then they gradually moved towards more sophisticated subassemblies. 

The stable local supplier network was not built easily. Suzuki’s high quality requirements caused a problem, the small size of batches made Suzuki supplies less desirable, under-capitalization and lack of risk-taking ability also reduced the number of potential Suzuki suppliers. The further development of the supplier network decelerated today again, because the most simple items that did not require expensive investments and sophisticated technology have already been „sold out”, and for more complicated parts it is more difficult to find a Hungarian supplier.

European content of the Swifts produced in Esztergom was 70 % in mid 1998. Out of this 15 % was imported from the EU countries, 26 % was manufactured locally, and 29 % was the share of local suppliers. The remaining 30 % was delivered from Japan. This level is not much behind the frequently stated target of 20 %, which is basically the engine and the gear, that should continue to be imported from Japan. 

Suzuki has 60 suppliers now delivering parts for USD 100 mn. There is an important difference between Suzuki (Japanese) and other carmakers’ strategy towards suppliers, though there was some convergence during the past 15 years. MSC develops long-term cooperation links, establishes a more „family-like” atmosphere. Suppliers may rely on Suzuki’s support whenever they feel confronted with problems, need help in the introduction of new material- and energy-saving production technologies. MSC is a long-term secured market for suppliers, a valuable source of technology and know-how transfer, and provides also financial support for investments. 

On the other hand, unlike Opel, Suzuki does not provide market for local background industries. There is no data registered by MSC if and to what tune their suppliers deliver the global Suzuki network. Japanese philosophy states that though they provide support suppliers to achieve adequate quality standards, the sale of products is not their duty. They mean that whenever a product reached Suzuki quality, it must be competitive in other markets too. 

2. Background industry

The background industry is the part of the automotive sector the output of which is not final assembled cars. From major component subassemblies to the production of classical background industries everything belongs here. Production structure changed much during the past 10 years. During the COMECON-era, the personal car industry with its 20 domestic companies was very much inferior both in size and importance to the bus and truck industry of Hungary. After the transition, however, bus and truck production declined quickly, and the reviving Hungarian car industry, as well as many supplier firms’ evolving Western cooperation (including subcontracting) caused a marked shift in the structure of the background industry towards car-making. 

Firms of the background industry usually have several production profiles, car industry delivery is just one of them. This is largely due to many engineering firms losing markets during the transition process and picking up opportunities in car industry. Producing large batches for car assemblers was regarded as a potential or even the ultimate opportunity of survival. The industrial structure did not evolve in an organic way. Thanks to the favorable conditions of the early 1990s, a number of multinational automotive firms established affiliates in Hungary, mainly in Transdanubia. The workshops usually perform classical subcontracting importing all the necessary materials and subassemblies. Bulk of the end-production is exported. Due to heavy concentration of production and to the large profits allocated to Hungarian affiliates, this handful of firms’ share is much larger in industry total turnover than in employment or value added.

Many Hungarians expected a quick strengthening of small and medium sized firms in the background industry as a result of settling of EU and overseas automotive industry to Hungary. Most of the expectations did not come true. Most Hungarian firms struggled for survival and the undercapitalized Hungarian firms could join the multinational networks only at the least profitable, lowest level if anywhere. System suppliers, or first tire suppliers are very rare, and most firms had to accept second tire supplier positions. Due to the loss of truck and bus markets, possibilities for R and D of Hungary based component manufacturers declined. R and D activity ceased to exist in a large number of firms, or at least it was scaled back substantially. More typical was the application of foreign technologies and techniques. Indirect delivery increased which then increased dependence and subcontracting ties. The meager profits that can be realized on this low level of the automotive pyramid, does not provide means for major modernization of technology. The expected by politicians climbing on the pyramid may begin only very slowly. Hungarian firms’ investment rate is 5-10 % of turnover meanwhile the same figure is 20-25 % in Western Europe. 

Concerning the geographically closest competitive markets of Central Europe, Hungarian background industry still lags behind the performance of Czech and Polish counterparts, though its position improves. Major reasons are the lack of capital, narrow domestic market (which blocks start-up new ventures) and most importantly, the 40 years break with domestic automotive development, due to which Hungarian suppliers lost their market shares. 

2.1. Viewpoints of the constructors

Car makers of developed countries chose first tier suppliers among firms capable to achieve continuously high techno-economic performance. This statement is especially true today, when due to the high concentration worldwide and to the generally used in automotive industry lean production systems the number of firms, carmakers develop direct cooperation links with is reduced. Big carmakers’ affiliates usually do not rely on local background industry potential. They continue cooperating with traditional suppliers. Replacing traditional suppliers by local companies is a slow and burdensome process.

Any of the components of a currently marketed car is the result of long cooperation of car- maker and system suppliers (joint development effort). Long term contracts regulate which firms deliver the different parts. Since new models are produced in several hundred thousand a year, a new Third World assembly plant can easily be delivered in the first years of operation (when batches are smaller) by traditional suppliers. 

Big carmakers have centralized purchasing system. This means that affiliates may only employ new local suppliers with the permission of the mother company. The headquarters evaluate applications of would-be suppliers after a long examination process of both product and producer. Central purchasing can be best illustrated by a matrix recorded by the mother company. Columns of the matrix represent individual production sites’ demand of the various components placed in the matrix rows. Costs of supplier offers are then calculated separately for the various sites. It is of course not only the price what decides who may deliver a component. 

Would-be partners are examined from various aspects. The following questions need to be answered:

· which technology is used by the firm

· how is the quality of the offered product, and its materials

· how is management

· how is corporate finance

· how much free capacity is available

· whether the company is able to produce in large batches

· whether there is R and D staff available necessary for quick adjustments, retooling

· whether there is tool production

· where is the plant located

· if the offered price is competitive, etc.

It is also important what kind of other production is carried out by the firm. A risky side product may for example cause financial distress threatening cooperation with the carmaker multinational company too. The high level quality control and insurance is also very important. Many Hungarian firms acquired VDA or ISO certificates during the past few years, but German and American carmakers tightened their quality requirements and contract today only firms with QS-9000 certificate. Last but not least, it is necessary to possess adequate references. Constructors usually prefer partners with experience and tradition in the automotive industry. 

Though the most important part of the above qualifications is the triangle of price-quality-production capacity, practically everything must be adequate to have a chance of achieving the desired supplier status. Years may pass after an eventually positive decision spent on various tests, obtaining of licenses and permissions, until the applicant may start effective delivery. Experiences of multinationals investing in Hungary are interesting from this viewpoint. 

Constructors hold time to time supplier conferences (Audi for example in every second year). Interested firms are introduced the requirements and qualifications necessary to become a supplier. Hungarian background industry representatives face their burdens on these occasions. According to Opel 90 % of them is not acquainted with the required production technology, the overwhelming majority is not able to produce the introduced material or product quality (opinion of Audi). A further problem is size and the related lack of capital. Big carmakers reduce the number of suppliers worldwide. They contract therefore large and properly capitalized firms in Central Europe. Very few firms qualify this requirement in Hungary. Also, a first tier supplier must be capable to develop a subassembly according to the required parameters of the final product. Firms with adequate R and D capacities are very rare in Hungary. In other cases the lack of suitable hardware, technology knowledge and language skills is the cause of failure.

After all these, it was obvious that constructors investing in Hungary tried to convince their traditional suppliers to follow them and invest in Hungary. VAW for example serves with aluminum casts both Audi and Opel. Loranger produces plastic parts of AC pumps and other parts and settled to Székesfehérvár next to the local Ford affiliate. The examples can be continued long and the result is also clear. Among the first tier Hungarian suppliers of constructors there is only a handful of domestically owned company (Mol, Bakony, Berva, Kaloplasztik, Perion). This means, that when talking about the 3-4 % by Audi, 5 % by Opel, 20 % by Ford local added value, this is mainly the contribution of  other foreign owned companies. In the case of inputs not directly serving assembly, domestic shares are much higher, though. All constructors emphasize the intent of increasing local value added (in case of Opel’s new CVT gear switch 16 % is planned), but this means mainly contributions of other 100 % foreign owned affiliates. This is true even for the initiatives of foreign investors to map and utilize Hungarian background industry potentials.

One of these undertakings was the establishment of high level working committees of GM and the Hungarian government in 1996. The Background Industry and R and D Working Group continuously monitors possibilities of moving various GM activities to Hungary. Work is not limited to automotive industry, for GM promised to consider investments and cooperation possibilities in electronics, computer, telecommunication and other industries as well. Report on the results of the undertaking are slow to be issued, and the initiative is hardly in spotlight now. It is obvious though, that it is the Hungarian partners who should make good use of the exceptional opportunity. 

The other undertaking was more successful. Independent from Ford Alba production company, Ford Hungária was established in 1997 with the purpose of looking for potential background industry supplier firms in Hungary, Rumania and former Yugoslavia for deliveries to European Ford factories. The Budapest office has three tasks. First is communication and coordination to traditional Western suppliers. The office tries to convince them to invest into the region and also controls the activity of those already present. The second task consists of searching for new suppliers mainly among firms already having experience with automotive industry. Thirdly, it also cares for the already established cooperation links. Ford Hungária makes only suggestions, final decisions are taken at Ford’s headquarters in Germany and Britain. They can suggest a new supplier if there is proof of cost saving when compared with previous suppliers, taking the same supplier performances and low rate of substandards (waste products) into account. Only 10 firms were spotted until late 1999. One of them was Slovene, 9 were Hungarian, but all were majority foreign owned companies. 

There is, of course, nothing wrong with that many FDI projects occurred in the Hungarian automotive industry. They are from employment point of view especially welcomed. These investments of component suppliers were usually labor intensive (for example the production of cables). Some of them escaped the tightened Western environmental protection regulation in Hungary (for example poliurethan production, aluminum casting, etc.). The skill and knowledge intensive parts stayed in the West. There are only few exceptions of moving R and D to Hungary, and what they perform are mostly labor-intensive development tasks. In fact, one should not have expected more, since historic traditions did not predestinate Hungary for more. High tech products of Hungarian firms were almost exclusively licensed products, or ones produced in tight cooperation. Only few locally developed products were produced (for example by Rába). Hungary represents only a small piece of the value chain of global industries, and its entry and contribution was only possible in the lowest section of the hierarchy. Nevertheless, there is hope that Hungarian background industry may move upstream. 

· Firstly, because wherever there is production, sooner or later need for developments also emerges.

· Secondly, because it is almost as difficult to get out of the chain, as it is to get in. A model is usually produced for 8-10 years, meaning that long there is need for supplies. Even more importantly, the smooth cooperation serves as the best reference for obtaining new orders, or getting involved in new product development.

It is also obvious, that it is much easier to join a completely project new as a supplier, than to replace a supplier of an already running project. The best Hungarian example of this is the joint GM-Suzuki project (SUB-S-program), a development effort to develop cooperation links on the base of the Wagon R+ program. Several Hungarian partners could join the program, firms which were unable to enter the Swift production project before.

The Suzuki experience was left to the end deliberately, since this project can not be regarded as typical, at least from the viewpoint of supplier network creation. Suzuki started production at a time of deepest recession of the Hungarian car market. Due to customs and other measures in neighboring countries with own car production Suzuki was not competitive. In order to reduce losses, a forced effort was taken to accelerate preparations for EU exports. According to Hungary’s association agreement with the EU, reduced customs and from 1995 on customs free deliveries were allowed if the European content of the cars exceeded 60 %. Relying on imports from the EU would have pushed up prices too much, thus, Suzuki made efforts to source rather in Hungary. The accelerated creation of the Hungarian supplier network was only possible with compromises taken at the expense of economic rationale. Tooling for small batches for example increased the unit fixed costs, but in the first half of the 1990s many Hungarian firms were willing to join Suzuki at zero or even negative profits. Many firms saw a last chance of survival in the project, or at least an important source of reference.  

2.2. Viewpoints of suppliers

2.2.1. Corporate background, transition, privatization

Like Hungarian manufacturing firms in general, automotive companies started managing the challenges of the late 1980s and early 1990s in very different starting positions. Many of them specialized in the outdated demand structure of the CMEA and possessed oversized outdated and least efficient capacities. They also employed an oversized staff meaning substantial in-door unemployment (low efficiency of employment, low level of productivity). These firms faced extreme difficulties after the 1991 collapse of the CMEA. Either because their activity was based on CMEA exports, or because they were suppliers of firms selling mainly on CMEA markets, especially the Soviet Union (e.g. the bus maker giant Ikarus). The situation was further aggravated by the coincidence of market collapse and import liberalization, the introduction of the new very radical bankruptcy regulation, and the overall increase of interest rates (that followed inflation).

Due to these reasons many automotive suppliers went bankrupt during the early 1990s. During the liquidation procedures, the assets were sold at low prices to foreign or Hungarian investors. Adjustment to market changes was usually started earlier, and the companies without previous debts could properly prosper after the procedures. With some patience and care state owners also could have enjoyed the financial results of this prosperity. Contradictions of privatization also thwarted adjustment of distressed firms. Privatization was usually a long procedure until the companies could find their long-term strategic owners being able to provide capital and markets necessary for long-term survival of firms. 

Some of the typical privatization practices used in Hungary were also less advantageous for the long-term survival of troubled automotive companies. Thus, for example leveraged buy-outs (MBO or ESOP schemes) or privatization based on emotional background proved to be mostly a failure. “Emotional privatization” meant the preference of aspects other than pure business in the privatization process. For example preference of saving employment and activities, preference of national over foreign bids, etc. always meant choosing an inferior from business point of view alternative of necessary adjustment efforts. “New owners” like the State Asset Holding Company, or major commercial banks acquiring assets in the liquidation procedures were not able and willing to act as real owners. They did not make the necessary in this situation adjustment steps of reorganization, did not invest, did not go for new sales markets. 

Delay or drop of modernization and the consequently following loss of production capacities and competencies thwarted Hungarian firms that were already at considerable disadvantage in international competition. Financial investors as new owners after liquidation performed usually better, but in many cases this was still not sufficient. Financial investors usually made efforts to improve corporate performance in order to sell the firm afterwards to strategic investors, or introduce shares at the stock exchange. Since this goal can only be achieved with increasing sales and profitability investors were under continuous growth pressure. In case they obtained capacities at very low prices in liquidation procedure they were unable to accumulate adequate capital from amortization to be used for modernization investments or capacity development. Profits were usually also low. Thus, these firms had little chance to become desirable investment target for strategic investors.

Some firms could remain afloat despite of hardships of bankruptcy and privatization if they could avoid direct confrontation with the interests of large multinationals through serving small market niches in small quantities, e.g. demand of Magyar Suzuki. Many firms remained lost their raw material base after privatization. They were especially bad position. Instead of growth they usually have to face elimination in the medium run, or in a better case they become dependent from a large multinational firm.

Besides of these negative patterns, we may also mention numerous cases of successful adjustment efforts. In these cases Hungarian automotive suppliers deliberately prepared themselves for the coming market changes and acted quickly and firmly. During the mid 1980s, many company managers were aware of the ailing COMECON cooperation and thought it was wise to develop cooperation links to Western companies too. At the beginning of the cooperation, partners usually used subcontracting. Hungarian partners could learn how to produce automotive parts in the requested quality, how to deliver precisely and timely. Later on, further development was enhanced both by the accumulated cooperation experience and the economic and legal changes of transition. Joint ventures were established, and traditional cooperation Western partners participated in the privatization process. Subcontracting links were replaced by longer term cooperation agreements, supplier contracts containing also licence and know-how transfers. A further step was in most cases the increasing share of local added value in the subassemblies, and in the end, the complete assembly, in some cases even R and D, was moved to Hungary. 

The realization of the necessity of developing Western cooperation legs did not automatically mean the survival of firms. Hardships of Hungarian transition (corporate payment arrears, poor quality of basic materials, lack of suppliers’ discipline, etc) could hardly be influenced by farther looking able managers of some companies. Still, survival and quick adjustment were crucially determined by the activity of corporate management. A surprisingly large part of Hungarian corporate managers was able to quick reorientation of business strategies. The most important elements of the adjustment requirements were the following:

· change of corporate organization structure according to Western standards of automotive industry

· rationalization and cleaning of corporate profiles: firms had to give up a large number of activities, institutions and facilities that were only loosely related to their core competences (e.g. social infrastructure, own electricity or water supply works, etc). They also had to get rid of unreliable suppliers, but also they outsourced many activities like cleaning, warehousing, transport, etc.

· new promising business links may be started with zero profit: potential future sources of profits may be developed or discovered by engineers later on,

· the efficiency reserves main source can be found in improving the loose cost calculations of participating departments; they have to plan cost efficiently, which was not the case in the previous regime

· partners’ requests may be rejected only by the director

· in order to get acknowledged internationally, Hungarian firms have to be better than major Western competitors in quality, delivery potentials, generally speaking in all aspects

· firms have to strive for localization as large part of the production as they only can in order to increase profitability of operations

· on the other hand, it is useless to establish joint ventures for every single activity and product of the branch where profits are rather low and in certain products there is substantial overcapacities even within Hungary pushing profits even lower

· the strategic goal should be to increase the production of own designs and most of all to grow; only a firm with a yearly turnover of USD 100 mn is large enough to be considered by Western firms as equal partner.

2.2.2. Corporate structure, experiences of foreign firms in Hungary, criticism of Hungarian managers

The largest foreign firms’ stories were already introduced. Those of smaller ones, which are active in the production of automotive subassemblies, share many of the features introduced there. We may sum up the features as follows:

· At the beginning, foreign investors moved to Hungary mainly in labor intensive activities or technology intensive but environmentally sensitive activities. Spatial closeness, adequate level of infrastructure and legal stability were important incentives, as well as the very low Hungarian wages that were a fraction (10-15 %) of the German levels. Later on, producers of basic materials for labor intensive automotive products followed their partners to Hungary. 

· These firms employed in Germany workers who had rights to 35 hours weekly work time, six weeks paid holidays, and several state and religious holidays. In Hungary they are able to run facilities in 4 shifts that is round the clock. This means that the same equipment can produce significantly more output, than in Germany. Capital productivity is much higher in Hungary, there is practically no trade union influence, since most employees are happy to get a well paid job. 

· Most factories in Hungary were relocated from Western Europe and bringing their previous stocks of delivery order. They were not established as part of the reviving Hungarian automotive industry, but rather as an export platform.

· The mother company provides technology and orders, only labor is local contribution. Later some kind of local subassembly production is launched, but local value added rarely exceeds 10 %.

· Hungarian affiliates have little room for manoeuvre. Business links are decided in the headquarters, and so are prices and profits. The mother company chooses and tests suppliers, there is no need for marketing, own purchase or development. Cost calculations are only made for the affiliate’s “own businesses” (like in the case of Suzuki’s local suppliers). 

Some Hungarian managers mean that multinational companies generally use their Hungarian affiliates in the above manner, because the 100 % own affiliates, which are better inserted in the global network, are easier to be handled and influenced than independent Hungarian suppliers. Also, they spare a significant amount of tax.

At the beginning, foreign investors were not very enthusiastic about Hungarian industry. They regarded Hungarians as “white Negroes” and moved only simple final assembly to the country. They did not utilize local supplier capacities. But it is also true that a firm engaged in the process of investments and starting production rarely substitutes its traditional suppliers for new local ones. The success of the Suzuki project influenced, however, other companies as well. Potential foreign investors’ interest in Hungary  increased. There is a major difference between European and overseas investors. Large overseas firms usually quickly establish their local supplier network, meanwhile, European mainly smaller suppliers hang more on their mother companies and are slower in this respect. 

Foreigners’ experience is not always positive. Managers usually appreciate qualities of local labor (mainly engineers and skilled workers), but they also often add that labor need further training and managers have to have an eye on them. This partly means that they need a stick to perform properly, and control otherwise “they steal”.

There are negative examples also with local suppliers. Firms investing in Hungary usually hardly find any suitable partner for delivery.  Hungarian firms often did not understand what they were expected to produce, let alone securing quality and reliability requirements necessary to become a supplier. For foreign investors (and also for Hungary) it was the best if firms could move their traditional partners to follow them to Hungary. Hungarian managers themselves admit that the mere multinationals’ requirements for offering a bid is very complicated for them. Entry into the network is efficiently blocked already at this very first stage. 

But the negative picture can be improved again by good examples. Due to favorable experiences in Hungary, some of the multinationals moved even their R and D facility to Hungary (Knorr-Bremse, Audi). 

The next category of background industry is Hungarian owned medium-sized firms. Their number was decimated during the years of transition, and they usually continue to be in much worse position than foreign owned supplier companies. Most of these firms lost bulk of their markets because of the collapse of COMECON. They could relatively quickly reduce employment, but were hardly able to sell their outdated and oversized production capacities. These firms had a troublesome past (emotional privatization with substantial capital preemption (reduction) and delayed restructuring), many of them have a troublesome present too (being part of a Hungarian conglomerate and having to cross-finance loss making activities of other workshops). Despite of these, they are still serious players of the Hungarian industrial potential:

· They possess own research and development facilities and own products,

· they possess investment project management,

· they carry out marketing activity,

· they maintain own maintenance brigade,

· they provide job (and know-how) for a number of domestic SMEs

· they possess valuable and in future accessible links to the CIS countries

· they are able to deliver complete automotive subassembly systems in large quantity and at standard quality.

According to the opinion of the managers, these firms are too small and too big at the same time. Too small, because they are not able to carry out the same magnitude of investment that multinationals can. Consequently, they are not able to utilize the generous tax and other incentives of the government that are bound to investment size threshold levels. Further disadvantages compared to multinationals are that they do not enjoy support to solve their environmental problems (cleanup of past pollutions). They do not receive state guarantees for investment credits. They are usually not located in industrial free trade zones and therefore they are not exempt of tax and VAT. But they are also too big to enjoy state support aimed for SME development, where the employment threshold level is usually 250 employees, turnover should not exceed USD 8 mn. These firms would also require special attention of industrial policy (increased customs protection and cheap development credits, as managers say…). 

Last but not least, we should mention SMEs. Their role in Hungarian automotive industry is on increase. They can be regarded as winners of transition process, and foreign investments. Especially those partly foreign, partly Hungarian firms, which successfully joined the Suzuki cooperation network, gained much because the Japanese investor provided substantial support for technology development, improvement of the machinery and also solutions for financial problems.

Legal regulation allowed the funding of private companies already prior to the transition process. Many of the engineers and managers previously in SOE employment changed to private business. They usually utilized skills and connections gathered during the many years in the previous employment. Good quality and relatively low prices now characterize these firms, and they grow extremely quickly. Growth may encounter, however, after a certain size two barriers:

· Increasing demand can be satisfied only by radical technology change (new equipment for mass production – expensive investments). In most cases firms do not generate adequate profits to finance investments. Many managers also think that investment in expensive machinery is not right when interest rates are as high as they are now in Hungary.

· On the other hand, many fear to grow over a fairly low level, because over 50 employees, corporate indirect costs usually jump and other smaller firms may become more competitive and penetrate the business.

Many of the smaller firms based their prosperity on the employment of technologies and on the production of goods, that are still in limited demand but are already removed from large multinationals’ catalogues. Other market niches require the manual production of small batches of  high skill intensive goods. 

Small size does not necessarily mean that there is no development activity at all. But multinationals usually do not buy inventions of small firms, however environmentally friendly and cost efficient they may be. These inventions become a lot more expensive until they go through the complete corporate hierarchy and the necessary refinements, and their benefits prove to be smaller, than their costs. 

Not all SMEs are a success story. Firms that existed prior to the transition were usually also deprived of their markets through market collapse and import liberalization. Consultations with corporate managers showed that managers of SMEs felt equally at a disadvantage as managers of other Hungarian owned suppliers. They thought that Hungarian government did not support them, on the contrary, they were at a disadvantage when compared with multinationals. But they also blamed banks that required HUF 300 mn security to cover risks of lending HUF 10 mn. 

2.2.3. New supplier links’ experiences (matchmaking, investments, development, technology, quality control)

It is not easy to become an automotive supplier. Success depends very much on the questions who and whom wants to supply. 

· After 50 years break, car assembly was started again in Hungary in 1992. The two multinational constructors, Opel and Suzuki established their production capacities with completely different goals. Opel wanted to serve only the Hungarian market. Suzuki wished to become market leader in Hungary, but also wished to use the Hungarian facility as a starting point for customs free delivery base to the European Union. Opel produced yearly only 10-15 thousand cars and possessed a widespread supplier network in Europe. Suzuki wanted to produce first 50-60 thousand, later 100 thousand cars and developed local supplier network within 2-3 years because of local content requirements of EU exports. GM did not need Hungarian suppliers, but because of the small batches it was not economical either to apply them. There were only few exceptions. Motor oil and battery were supplied by Hungarian firms to the Opel car-assembly in Szentgotthárd. Suzuki people held supplier forums in order to recruit Hungarian suppliers. These forums performed an introduction of the disassembled parts of the car. Interested Hungarian firms were usually able to copy the parts. But it was necessary to purchase the production licence of the parts from the original designer also introduced on the forums. Hungarian partners were allowed to introduce their own constructions only for “not visible parts”. But even these suggestions had to be approved after a long procedure in the Japanese headquarters. 

· In terms of who wanted to become a supplier, big differences became evident among the applicants. Most striking was the difference between foreign firms with traditions in automotive industry and inexperienced Hungarian companies. The former was ready to deliver within a few weeks, the later needed several months sometimes years to get ready. Major obstacles were inadequate levels of quality control, logistics, foreign language knowledge, and most of all the lack of capital for development. Firms with background of Ikarus supplies but also with additional experiences with other carmakers (BMW, Renault, Volvo) were still in a remarkably better position than the absolutely inexperienced ones. Previous cooperation links also served as a reference, and they also provided some existing background in production culture, quality and reliability. This enabled them a quicker adjustment to the Suzuki requirements.

As far as supplier qualities are concerned, Opel required first simple ISO qualification, but starting with 1998 they required QS-9000 quality standard from companies interested in being registered onto the Opel list of potential suppliers. Another requirement was on-line connection with Opel (use of EDI communication system). Suzuki does not require these qualifications, because the company qualifies applicants on its own according to its own standards. But Suzuki provides a lot more support for applicants to achieve the necessary qualifications than Opel does. Corporate managers found contacts with Suzuki much more “friendly and family-like”. Suzuki also provides technical assistance, contributes with developing the machinery and retooling, provides cheaper than in commercial banks credits, organizes trainings to reduce the level of substandard output. Suzuki is a much more faithful partner, than Europeans are. This does not mean Hungarians have always good opinions about Suzuki. They also blamed the clumsiness, the long communication routes, the importance of MSC good contacts with the governments.

Both Suzuki and Opel resist on signing a framework agreement with their suppliers. The framework agreements contain all the various obligations of the supplier and serve as security of the contractor against all possible risks and hazards. 

The initial investments cost from HUF 1-2 mn to several dozens of mn depending on the size and the product. Some companies already possessed the adequate technology for example because they previously delivered the Soviet military industry with its rigorous quality standards. Of course, even in these cases modeling, retooling, test producing was still necessary costing several mn HUF. Whenever technology was inadequate, investment in machinery also contributed to the costs.  As far as the transfer of licence and know-how is concerned, Suzuki provided them gratis, but wherever Suzuki’s partner was the contact, Hungarian firms had to pay a first installment and also yearly royalty fee. 

The constructor in automotive industry usually pays for first tooling. Suppliers, especially the smaller ones, however, tend to buy the tools rather quickly, because they fear their partner could easily move production elsewhere. This phenomenon also provides an explanation to the fact why it is so difficult to penetrate the supplier network of a model already in production. Since models are produced for 8-10 years, a newcomer may regard the expenses of tooling to high, when previous supplier partners have already substantially shortened the period of return. 

There are further differences in the supplier status of GM and Suzuki. Suppliers of  GM may deliver all European GM affiliates usually in batches of several hundred thousands. Suzuki suppliers usually deliver only the Esztergom facility. This does not necessarily mean that Suzuki supplies are small batches. There are components required in several hundred thousands a year in Esztergom too. Additionally, Suzuki teaches Hungarian firms how to produce the given product efficiently, and thus, they can successfully apply for job at other constructors, or even in different branches. 

The size problem (small batches) with Suzuki-cooperation surfaced again in connection with the “SUB-S program. Opel and Suzuki joined in a small car development project where product development was to be done by Suzuki and supplier recruitment belonged to GM. Results were mixed. A number of new Hungarian suppliers (not previous Suzuki partners) received orders at least as second-tier suppliers. On the other hand, several of the well performing Suzuki suppliers did not qualify in this round. GM’s sticking to its own traditional suppliers is sign of a widespread phenomenon, but many “dropouts” blamed GM for having used the tender only to screw conditions for its traditional suppliers with the threat of local competition. “Traditional” Hungarian suppliers to Suzuki suffered a severe drop in demand, since the production of the new model Wagon R+ kept busy much of the capacities in the Esztergom factory reducing the output of the Swift model. There are only a few suppliers with 40-60 % turnover coming from Suzuki deliveries. For them this change may be very painful. Most suppliers, however, developed several “legs”.

2.2.4. Price, costs, profit, competitiveness, labor

Automotive firms’ managers often state that to supply the automotive industry is not a good business. It is interesting, however, who and why says this.

· It is mainly managers with long years experience of COMECON cooperation (supplies to Ikarus, or another manufacturing firm). They can hardly digest the fact that after the demise of COMECON competition became much stronger, and they have to supply a much narrower but more demanding market. They produce a much lower level of complexity (and products contain therefore less added value and profits) in international labor division. 

· The first type of firm blaming is the one that still carries some of the burdens inherited from the past, from the collapse of COMECON. They remained in Hungarian ownership, underwent a long and troublesome privatization process (e.g. emotional privatization). In case of daughter companies, they are hurdled by the mother company’s siphoning of profits. The later hardships were usually the troubles in the Russian market. They usually possess oversized capacities, a lot of redundant infrastructure, and still a high level of debt that exacerbates business performance and competitiveness. 

· Another type of “suffering firm” is Hungarian SME with supply links only to Suzuki. They usually lack the preconditions of developing standard quality mass production capacities.

Automotive cooperation is evaluated much better by firms starting the business with no past obstacles. 100 % foreign owned green-field investments or Hungarian firms without accumulated debt or inadequate expensive capacities are able to develop and grow, to improve quality and to satisfy the needs of further automotive partners. 

True, competition is fierce in automotive industry, but the same also applies to other manufacturing branches. Product and technology development result in an increasing number of driver conveniences that were optional in the past but became standard today. Security and environmental standards also become stricter every year. All these increase costs. Meanwhile solvent demand does not increase proportionally. The whole branch is characterized therefore by rigorous cost saving price reducing wave. This affects worse those firms at the lower levels of cooperation and the least innovative ones. 

Corporate managers blaming low automotive profit rates accuse Suzuki with dictating abnormally low price level. They think the Japanese originally planned a much quicker increase in production and sales. Because of the several years in red, they continuously push suppliers to reduce prices. On the other hand, 100 % foreign affiliates, as well as firms with several automotive supplier legs think that Hungarian suppliers cover their own clumsiness with blaming low profits. This means that though profit rates are lower than in the bus business, constructors do not ask for impossible. They try to push down prices as much as possible, but they are not interested in driving suppliers into bankruptcy. In fact, Suzuki even checks the track record of applicant companies, exactly in order to avoid corporate failures among their suppliers.

The relatively low profit rates may be compensated by large batches. It is also important that contract are long-term ones. Firms may plan their incomes, and their clients are usually reliable, they pay in time. This sector provides job for several ten thousands of people. 

The fact is that constructors demand a 3-5 % price saving from their suppliers in the long-term frame-contracts. There are several reasons for this:

· First, suppliers need major investments only in the first year and after 2-3 years of operation they can amortize the costs. Later they only need minor maintenance investments with low financial burdens.

· Second, with increasing production output unit cost declines, partly because of increasing sales of the new model, partly because of the growing needs for spare parts.

· Third, constructors expect suppliers to pass burdens of price cuts partly on their own second (third) tier suppliers.

When the above mentioned reasons make possible to reduce the prices of spare parts, market competition makes it unavoidable. Every model counts as novelty only in the first 2-3 years when sales may yield some price premium. Later demand may only be maintained by offering special series at reasonable price equipped with a number of further conveniences and appliances. Since market success is in the interest of the complete cooperating supply chain, everyone must share its costs. 

But how can suppliers produce the 3-5 % price cut every year? This is a rather complicated problem, for it is important on which level of the automotive pyramid the single firm is located. Usually, the more sophisticated product they produce, the more chances they have to save on costs.  Localization is therefore extremely important: firms tend to produce in house whatever they are able to. Luckily, there is a tendency that constructors move complete vertical production structures to Hungary, from materials to final assembly. 

Further opportunity for cost saving is the competition of potential suppliers and the discovery of internal resources. In this later activity constructors may provide valuable help. Opel and Suzuki both require continuous price cuts. But the Japanese are usually willing to observe suppliers, to study the facility on spot and they also make suggestions for cost reduction. 

Cost reduction can be really successful with increasing output volume. Besides increasing sales of the given model, spare parts can also be sold to other constructors, and the demand for spare parts may also develop by time. There are some limits, however:

· It is not easy to find a new buyer for an automotive spare part. First, because many of them are brand or even model specific and they are not applicable by other constructors. Second, because frame contracts limit the sales on different markets. At the same time, there are also examples that after learning the production know how Hungarian companies were able to contract with a number of other important constructors for the supply of similar products.

· The market of spare parts became in the past few years more and more regulated. The main tendency is, that spare parts are mainly traded by the constructors themselves, suppliers being not allowed to sell them to any other firm. Prices are regulated in separate contracts. Suppliers’ positions are better on markets of the most important subassemblies (A category, highest security priority). These markets hardly allow any other product to be used, but the constructor’s original ones. Risks of trying alternative sources are very high on these markets. In less important categories supply is much wider containing many cheap suppliers producing substandard quality. 

It was already mentioned that foreign investors were usually satisfied with Hungarian engineers and skilled labor. It is a question, however, if the sample they know is representative for the whole Hungarian manufacturing industry? It is well known that multinationals offer the regionally highest wages and efficiently cream off the labor market. Many contract in the hope of future career at multinationals jobs that are below their qualifications. We may perhaps even talk about overeducated labor in case of multinationals. This improves Hungarian competitiveness. In EU countries, work contracts are in many cases occasional or temporary and the share of unskilled employment is high resulting in high fluctuations of the labor. In Hungary many educated undertake unskilled jobs in fear of unemployment. In the Győr Audi affiliate employment is 100 % skilled labor, meanwhile only 70 % is skilled in the Ingolstadt main works.

Hungarian suppliers can compete in the West but also on the East. Many of them expect that Western companies purchase Russian car production. They can then play a premium role in supplying constructors in Russia, since they are cheaper than Western firms, but still much better than Eastern ones. 

There are also some problems with labor in Hungary. As a matter of fact, in some regions qualified labor has run out. Foreign firms hire in the regions’ industrial parks each-others’ employees. Another problem is education. With some exceptions (like the link between Audi and Győr’s high school) schools have no contacts with firms, though for example in Germany they have. It is therefore almost impossible to directly influence the structure of local education for the needs of major employers. Instead, fashionable skills are preferred for industries, where due to a high share of the black economy, incomes are fairly high. 

In connection with competitiveness, one has to point out how important was the role foreign firms played in spreading out the Western industrial standards in Hungary. Though quality is not necessarily novelty in Hungary, the introduction of adequate Western corporate attitudes and philosophy served the economic integration much better than any administrative harmonization effort. The best results were achieved in product quality, where Hungarian manufacturing figures are among the best in the world. Less successful was the implantation of just-in-time systems. Despite of improvements, punctuality to the measure of minutes is not yet characteristic in Hungary, hence adequate stock levels still are in use. 

Table 1. 

The increase of Hungarian car industry between 1992 and 2001

	Pieces/year
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Opel 

-  Astra

-  Vectra
	9,401
	13,344
	12,282
	12,488
	11,255
	12,715
	9,350
	4,008
	
	

	Suzuki

-  Swift

-  Wagon R+
	3,584
	13,583
	23,600
	33,907
	43,828
	53,385
	60,805
	63,967

48
	42,137

31,843
	40,722

41,668

	Subaru

-  Justy
	
	
	
	2,144
	9,015
	10,155
	5,500
	4,090
	3,273
	2,715

	Audi

-  TT Coupe

-  TT Roadster

-  A3
	
	
	
	
	
	
	13,682
	44,022

8,557
	31,046

25,712
	22,078

17,271

15,947

	Total
	12,985
	26,927
	35,882
	48,539
	63,033
	76,255
	89,337
	124,692
	134,011
	140,401


Source: MSC, Opel Hungary, AHM

Table 2. 

	Piece/year
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Opel
	20,511
	75,741
	160,033
	266,051
	310,034
	368,048
	416,830
	511,813
	480,030
	399,945

	Audi
	
	
	18,938
	104,159
	196,352
	584,665
	986,773
	1,001,912
	1,060,828
	1,220,217

	Total
	20,511
	75,741
	178,971
	370,210
	506,386
	952,713
	1,403,603
	1,513,725
	1,540,858
	1,620,162


The increase of engine production in Hungary between 1992 and 2001

Source: Opel Hungary, AHM
 Table 3.

	Pieces per year
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	European Union + Norway and Switzerland
	12,007,662
	12,800,138
	13,408,318
	14,338,912
	15,050,980
	14,737,660
	n.a.

	Suzuki sales

market share (%)
	88,366

(0.74)
	104,579

(0.82)
	119,280

(0.89)
	138,534

(0.97)
	143,293

(0.95)
	131,180

(0,89)
	n.a.

	Hungarian market
	67,871
	74,455
	79,827
	104,000
	126,700
	133,200
	148,293

	Suzuki sales

market share (%)
	12,177

(17.94)
	13,821

(18.56)
	16,040

(20.09)
	24,834

(23.88)
	30,800

(24.31)
	27,421

(20.59)
	28,352

(19.12)


The increase of Suzuki sales from 1995 to 2000

Source: MSC, KSH (Hungarian Statistical Office), L’Argus, MGE (Hungarian Car-importers’Association)

Table 4.

The increase of Suzuki exports from 1994

	Pieces a year
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Exports
	3,290
	23,900
	37,000
	47,700
	35,000
	35,546
	49,522
	56,120

	In % of total sales
	16.97
	66.20
	72.83
	75.12
	58-60
	53.58
	64.36
	66.44



Source: MSC

The Hungarian Telecommunication Sector Study 

The Hungarian telecommunications sector has advanced rapidly since 1989. The conversion from a slow-responding state owned system with outdated technology and long waiting lists to a more modern system with relatively rapid service intervals has been accomplished with regulatory benchmarks, privatization, and an influx of foreign capital. A number of steps can continue this advance by introducing a more competitive, market oriented structure, regulation that prevents anticompetitive abuses. The most recent expiration of the exclusivity may lead to more competitive and flexible services if companies that just entered the market become potent and properly established competitors. The multi-player market also requires a balanced regulatory background, such as interconnection rules, consumer pricing and licensing.

Introduction

Since 1988, the quality and availability of telephone service in Hungary has improved dramatically, both in absolute terms and relative to the rest of Europe. In 1988, telephone penetration was only 8,1 percent. It increased to more than 36 percent in 2000. This has resulted from an increase in the number of connected main lines from 996.000 in 1990 to 3.650.000 in 2000. Part of the increase in connections was due to provisions in the concession agreements hat required local providers to achieve line growth of a least 15.5 percent per year and to meet 90 % of customer demand for telephone service within 6 months and 98 % within 12 months. Technical conditions of providing good quality service was provided by the establishment of the nation-wide fiber-optic transmission network of MATÁV, the once state-owned, later privatized service monopoly of Hungary. Part of the increase in penetration was partly also due to the thus increased quality and variety of services offered. In 2000, 81 percent of the switches were digital and a variety of previously unavailable features are now available. For example, advanced services like the Integrated Services Digital Network (ISDN) are growing rapidly. 13 per cent of the stock of main lines was an ISDN in December 2001, up from 2,3 per cent in January, 1999.  Much of the results has been due to extensive investment by foreign companies through their purchase and investment in local and long distance telephone companies. 

Establishment and privatization of MATÁV

On December 31 1989 the Hungarian Post was split into three. Separate companies were established for postal, broadcasting and telecommunications activities, launching the process of restructuring in the communication sector. On December 31 1991 MATÁV Hungarian Telecommunications Ltd. was established as the legal successor of the former state-owned enterprise. Up to the end of 1993 the company remained 100% state-owned. The Telecommunications Act effective from July 1 1993 classified telecommunications services into two categories: concession services include public telephone and mobile telephone service and public paging service. The creation of the legal background enabled the preparation of the MATÁV privatization tender, which applied to both obtaining the national telephone concession right and the purchase of the shares of MATÁV. Subject to the agreements concluded in 1993, the MagyarCom consortium - consisting of the Deutsche Telekom and Ameritech International telecommunications companies - became the owner of the national telephone concession granted to MATÁV by statute and the owner of 30.29 % of the increased share capital, in exchange for USD 875 million.

In the second round of the privatization of MATÁV MagyarCom became the majority owner; under the agreement signed in 1995 the share of the two companies constituting the consortium rose to 67.36 % for a USD 852 million capital. The privatization of MATÁV - based on the combined value of the two rounds - has been the largest privatization deal of the Central and East European region so far; it has also been the largest foreign investment in Hungary. 

November 14 1997 was the day when MATÁV shares were first traded in Budapest and New York simultaneously. As the third step of privatization, 26 % of the shares of the company were put on the market, the largest public offering in Hungary up to that time. Thus MATÁV became the first company in Central Europe to obtain a listing on the New York Stock Exchange. In the spring of 1999 the State Privatization and Asset Management Ltd sold the last, 5.75 %, share package held by the Hungarian State. The State retained its Golden Share. 

On July 3, 2000 the American 50% ownership in MagyarCom was transferred to Deutsche Telekom in a transaction with a valuation based on MATÁV's share price as of market close on June 30, 2000. The ownership change brings Deutsche Telekom's ownership in MATÁV to 59.53%, the remaining 40.47% stake is publicly traded while 1 Golden Share remains with the State.

As member of the Deutsche Telekom Group, Matáv, run by an international management, takes advantage of the cooperation and synergy of the DT Group in the company's management, marketing, procurement and information technology activities.

Matav is the biggest telecommunication server in the country, it has concession in local and international calls. It offers a wide range of voice and data transfer services (like ISDN, ADSL, IP, leased lines, cable TV, etc.) and has a leading position in mobile and internet service. Being a strong and profitable company Matáv is also a player on social field, it has its own symphony orchestra and sponsors several cultural and sport events, supports health organisations and education. Matáv is spending growing amounts each year on research and development and related investment projects. The Matáv Innovation Centre, the new base of the company's research and development, information technology opened in September 2001. The Innovation Centre operates in the Budapest Infopark, the first large scientific and high-tech industrial park of the Central and East European region. Matáv group employed 14 380 people in 2000 in Hungary. 

Market structure

The first set of concessions is to provide local, fixed telephone service.  The government divided the country into 54 separate geographic regions. Within each region the local telephone operator has the exclusive right to provide fixed telephone service. The exclusivity provisions last until end 2002, and the concession itself lasts 25 years and is extendable. Each local concession awarded was based on a tender, which involved a payment from the licensee to the government depending on the characteristics of the service area. Each local operator is also required to pay royalties to the Ministry and make social and educational contributions. These royalties are based on a percentage of net revenues and differ by region.

In August 1993, the Ministry issued an international tender for the right to provide both international and domestic long distance telephone services in Hungary and local public fixed line telephone services in 29 of the 54 local areas (including Budapest). The winning bidder was also entitled to purchase a minority interest in MATÁV from the Hungarian Privatization Agency. This was thus in fact a privatization tender, where the highest bidder for MATÁV also received advantageous concessions for the high end of the market, as well as for the better paying local areas. The joint Deutsche Telecom – Ameritech consortium (MagyarCom) won the tender.

The second set of concessions related to servicing the remaining 25 local areas. As a result of these tenders MATÁV won in further 5 areas, thus increasing the number of local areas served by MATÁV to 34 out of the total of 54. The remaining 20 areas were operated by various service providers, but many of them were owned by the same international interest groups, thus, in fact there were 3-4 important companies that operated 3-5 areas. Further mergers and acquisitions led to the current market structure of local service providers. MATÁV served in 2001 78,1 % of all wireline service subscribers, The Vivendi Group 12,3 per cent, HTCC 5,4 per cent. The last two single concession areas 2,2 (Emitel) and 2,0 per cent (Monortel). Emitel was since purchased by MATÁV. HTCC is a joint Venture of Tele Danmark International and of Citizens Utilities Co. Monortel is indirectly owned by the large cable television service provider UPC. 

The Ministry also issued four concessions for public mobile wireless service to date. The first is a 15-year license for analog technology, using approximately 9 MHz in the 450 MHz band. The licensee is Westel 450, 51-49 percent joint venture of MATÁV and US West. The license was granted in 1990. Currently it has 60-70.000 subscribers, with declining trend, since new subscribers are oriented to the better quality 900 MHz band. The second set of licenses was awarded in 1993. There are two licenses each with 16 MHz on 900 MHz band. One of the licenses was awarded to Westel 900, also jointly owned by MATÁV and US West. The second license was provided to Pannon GSM, owned by various Scandinavian telecommunications companies. Both 1993 licenses were required to use Global System for Mobile Cmmunications (GSM) technology to provide mobile services. The concessions are for a period of 15 years from 1993 and may be extended 7.5 years. 

According to the concession agreements, the GSM 900 licensees are required to pay a frequency reservation fee of HUF 256 mn per year (which decreases in proportion to the percentage of nationwide geographic coverage). They also pay a frequency usage fee of HUF 200,000 per year for each GSM duplex channel and base station having a radio permit. Westel 450 is also equired o pay frequency reservation and usage fees. 

These concessions give each operator the right to use the spectrum. They do not give the exclusive right to provide public wireless service so that the Mnistry can grant additional licenses to increase competition. When concessions expire, the licensees have the right of first refusal to match bids by other parties.

The Communications Authority decided the release and award additional spectrum in the 1710-1785 MHz and 1805-1880 MHz bands in 2000. The government decided to allocate this band to three licences because it wanted to increase competition in mobile service: a new entrant, Vodafone was allowed to get one of the licenses. The other two licenses went to Pannon and Westel, the two incumbent 900 MHz service providers. 

Telecommunication sector has developed rapidly in the second half of the nineties in Hungary. In 1996 companies in the sector generated 5,6% of value added among all corporations and in 1999 this share was 6,7%. Supply of fixed lines and mobile phones increased, new services and new companies appeared. In 1990 the number of main lines per hundred inhabitants were 10 and in 2000 it was 35. Hungary's telecommunications market is boasting over 30% annual revenue growth in the already liberalised mobile, Internet and data communication services. The development and penetration of mobile telephony has been really spectacular in the late nineties. For 2001 the number of mobile subscribers (5 million) exceeded the number of fix line subscribers (4,5 million). Market is nearly saturated, so development will be less rapid in the future. Concerning the wired service, as it can be seen from the number of phone calls, the market has been stagnating since 1998 (see figure 1).

Figure 1.: Number of telephone calls in Hungary
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Source: Central Statistical Office

The major player of Hungarian telecommunication sector is certainly Matáv, which was so far in several fields protected from competition. The Unified Telecom Act on liberalization of the telecommunication market entered into force on 23 December 2001. Since years Matáv prepares for this liberalization of the market of fixed line voice telephone services. Matáv is spending about HUF 340 billion on development and modernization between 2001 and 2003. The new economy and the fast development of the Internet have substantially boosted demand for larger bandwidth in the fixed line business segment. Matáv's answer to this strong demand was the ISDN which became popular since 2000 in the business, residential and small office markets alike.

Other service providers are also preparing for competition by introducing new technologies and making large investments. Among the players on the Hungarian telecom market the most important competitors of Matáv are Vivendi Telecom Hungary (11% fixed line  market share) and the PanTel Telecommunication and Communication Company. According to Matáv’s management despite the liberalization drastic decrease of Matáv’s market share (presently 83% in fixed lines) is not expected in the next 1-2 years. But competitors hope, the market share of Matáv may be forced below 60% or even below 50% in business communication. Matáv made modernization efforts and dynamically expanded discount tariff packages Concerning one main competitor, Vivendi (owned by the French Vivendi Universal) is present since 1994, it has 1250 employees it supplies one and a half million inhabitants. In December 2001 Matáv and Vivendi signed a contract of interconnection to allow customers to choose between the two providers for international and long-distance voice traffic using a prefix. Vivendi promised 10 percent saving for the customers in this way. 

The other competitor, PanTel has also an agreement of interconnection and has been given a prefix but he has to wait until it can launch its services as there is in a legal debate with Matáv. The two parties maintain different interpretations of the Act on Communications. PanTel wants to compete not only in the international and domestic field, but also in local telephony. The company is present in Hungary since 1998, it is owned by Dutch KPN at 75.2%, it has 180 employees. PanTel has set up a 3,700-kilometer-long optical fiber network in the country, it provides digital voice, picture, and data transmission services on this backbone network. 

PanTel intends to increase its presence in the region, where they are already present and are about to enter new markets. The Bratislava-Vienna-Maribor ring construction is going on, which will open further opportunities for penetrating Central-Eastern Europe. The company now intends to open new cross-border connections to Slovakia, Slovenia, Yugoslavia and Croatia. PanTel wants to become an alternative telecommunication company operating not only in Hungary but also in the Central-Eastern European region. „Market opportunities in Hungary are limited, therefore regional expansion is the only successful strategy for PanTel. Approximately 10% of the company's revenue already comes from abroad. Matáv has to face competition in public procurement also, in the autumn of 2001 PanTel and Vivendi won (against Matáv) the public procurement tender invited by the Prime Minister's Office (PMO) on the provision of a national network infrastructure. The companies will lease to the government free capacities over 2500 kilometer of network, which will form the basis for the e-government infrastructure. 

Preparing for the competition, Matáv made steps to strengthen its position in the internal market. In 2000 Matáv bought from its joint venture partner the remaining 50% share of Emitel, a local telecommunications operator in the southern region of Hungary. In September 2001 Matáv realized the buying option (this option was given by Deutsche Telecom in 1999) it had for 49% of Westel mobile phone companies. Westel Hungary is the most important mobile server in the country with more than 2,5 million customer and Westel 0660 is the only analogue mobile server. These two companies were in 51% Matáv and 49% Deutsche Telecom ownership. Now Matáv - using its option possibilities - bought the 49% share from Deutsche Telecom for USD 885 million, which is a favorable discount price. The transaction was realized by a loan from Matáv’s mother company, Deutsche Telecom with favorable interest rates.

Technology changes

Wireless technology has evolved rapidly and in some cases may provide a competitive alternative to fixed wireline service. In fact, MATÁV and some of the other local telephone operators are using wireless technology to provide fixed wireless local loops in their service areas without sufficient wireline coverage.

Popularity of wireless services started to grow rapidly also because of the low density of fixed wireline network at he time when both systems’ development gained momentum in the mid 1990’s. With increases in capacity and decreases in price, many more customers may begin to find that wireless is a substitute for wireline service. Currently, it costs nearly the same amount to make a long distance call from a wireless phone to another wireless phone on the same network as it would to make a similar long distance call between two wireline phones. In the past three years when competition from the 900 and 1800 MHz providers drove wireless prices down, there has been additional pressure on the local wireline monopoly. Wireless operators are considering pricing plans where a user pays a low rate in the “home” cell and a higher rate in other areas. Lower off-peak rates and bundled offerings also make wireless a more attractive alternative. Finally, with advances in compression, wireless will also be able to offer competitive data service. 

As wireless technology advances, the exclusive rights to provide fixed telephone service in local concession areas become less valuable. The distinction the exclusive concession and the right to provide competitive wireless service will begin to blur and should begin to provide additional competition. There are, however, technical and regulatory barriers of the process. For example, here is no such thing as a “local” call on a cellular network. Any call from the wireless networks to the wireline (or from a wireline telephone to a wireless telephone) network must be carried through MATÁV’s long distance network. The inability of wireless and wireline networks to interconnect directly artificially raises the cost of wireless calls and will retard their development as a competitive alternative. 

The growth of the Internet provides not only wonderful worldwide access for computers and data files, it also provides a possible alternative to standard voice telephony. Since MATÁV has a franchise monopoly on standard voice telecommunications, it will be impossible to prevent Internet users from circumventing its network by using Internet telephony. Currently, the level of Internet usage is not sufficient t pose a huge threat to MATÁVs revenues, but the growth is quite substantial. In addition, competing companies are permitted to provide private line service and data service that may be used to connect the more lucrative business customers, who may then bypass MATÁV’s service. 

Internet Protocol (IP) technology breaks the conversation into packets and sends each on its own path to the destination. The packets are then reassembled at their destination. In this way any gaps in conversation do not take up space in the network. In contrast, circuit-switched voice telephony dedicates an entire voice channel pair to each conversation. Circuit-switched telephony is more reliable and of higher quality because under IP technology, there may be delays or differential arrival of various packets. The quality of IP technology is rapidly increasing. In addition, with the use of private networks, the quality of IP technology is less subject to delay. 

Because IP technology breaks the signal into packets, it is difficult to monitor every packet to determine whether the packet is a “voice” packet or a “data” packet. In addition, increasing speeds of local connections may allow for real time, two-way video conferencing over the Internet. This is already possible over private networks. It is unclear whether the exclusivity provisions cover two-way video conferencing since it is not necessarily a voice service.     

Market regulation 

Exclusivity

Clearly, the exclusivity provisions of the concession agreements have impeded competition in various services. Although there would be some benefits to the abolition of the exclusivity provisions, some deleterious effects might also outweigh the benefits.

Credibility is for example very important for the Hungarian government. First, attracting foreign investment requires a reasonable expectation that the investors will have a favorable return on their investment. Hungary has been extremely successful in attracting foreign investment, not only in telecommunications but also throughout its economy. The total value of the stock of foreign investments (including reinvested profits) is over USD 40 bn. 

Investors who do not have confidence in the government have other investment options: there is a worldwide market for their investments. The risk that the government will change its policies leads investors to demand a risk premium, which may be sufficient to discourage future investments. And, as discussed above, foreign investment has been very important for the increase in quality and ubiquity of the telecommunications network. Future advances and upgrades to the network will require additional capital, and the benefits of these investments might be jeopardized with adverse unilateral government action. Even if the government were to decide to terminate the exclusivity provisions, the licensees would most likely make a strong case against such action in court.

If the government continues to uphold the exclusivity provisions, it will not be clear for what is and what is not acceptable for competitors. As discussed above technology is creating grey areas where competitors may have increasing effect on the profitability of exclusive licenses. There are other examples of encroachment around the edges of these franchises. Pannon, the GSM provider, has apparently been offering wireless customers the ability to directly connect with their company’s switching system (PBX) so the wireless phone acts another station on the PBX. MATÁV has challenged this arrangement claiming that interconnection between a public network and a private network is only allowed if the interconnection is done through MATÁV. 

Price regulation

Current price regulation governs both prices to customers and prices for interconnection between telecommunications companies. The prices are set by a combination of price caps and “cost based” pricing. The different regulations have effects on overall welfare and incentives for competitive entry and service provision in the future.

The government has set up a framework for price cap regulation of prices charged to consumers. The general framework affects the connection charge, the monthly subscription fee, the price of local calls, and the price of long distance and international calls. In the general framework, prices are adjusted by inflation minus an exogenous productivity factor. The exogenous productivity factor has been set at 2 percent so that real prices should decline by 2 percent per year. However, there are adjustments to these factors to achieve rebalancing, so that for any particular service, real prices do not decline by 2 percent. 

The Ministry has set maximum initial connection fees on the basis of historical cost, including both the estimated cost of service establishment and the cost of line development. Table 1. lists the initial connection fees for MATÁV in constant 2000 HUF

Table 1. MATÁV connection fees (constant 2000 prices)

	
	1994
	1995
	1996
	1997
	1998
	1999
	2001

	Residential
	31624
	26621
	51912
	42000
	
	
	30712

	Business
	237188
	199654
	155736
	126000
	
	
	68250


The table shows the significant decline in business connection prices from nearly 237,000 HUF in 1994 to 68,000 HUF in 2000. However, the business connection is still more than double the residual connection fee. This disparity indicates that either the business rate is above cost, or the residual rate is below cost, or both, since the cost of hook up business is probably lower than the cost to connect residences, given the higher likelihood that business will be in dense urban areas. As a result, continuation of the rebalancing of these rates will make them closer to cost and also protect the local operator against arbitrage competition.

The Ministry also regulated monthly subscription charges. These were regulated under price caps with a factor of 1.05 that allows a real increase in the price of the monthly service. Monthly service includes connection and 20 free “pulses”. Table 2 shows that residential monthly fee has increased by 20 percent in real terms between 1994 and 1997 while business rate has declined slightly. This is consistent with the effort to rebalance rates to more closely reflect their assumed costs. At 1344 HUF and 1470 HUF there is only 10 percent difference in the business and residential rates compared to a 43 percent difference in 1994. 

Table 2. MATÁV Subscription charges (constant 2000 prices)

	
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Residential
	1107
	1287
	1246
	1344
	
	
	
	2729

	Business
	1580
	1442
	1575
	1470
	
	
	
	3667


Local calling was also regulated under price cap regime. The price cap adjustment factor was 1.07 for local calling. This means that after the 2 percent productivity adjustment, real rates for local calls can increase by 7 percent. Table 3 shows that despite this, real rates for a three minute local call have decreased since 1994 for both local calls and zone 1 calls, which are extended local calls in the Budapest area. 

Table 3. MATÁV minute prices (constant 2000 prices)

	
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Local
	26,35
	33,28
	25,96
	25,20
	
	
	
	8.2

	Zone 1
	65,80
	66,50
	64,89
	50,40
	
	
	
	17.1

	Zone 2
	158,13
	133,09
	129,78
	138,60
	
	
	
	27.3

	Zone 3
	141,18
	130,73
	129,78
	99,00
	
	
	
	27.3


Long distance calls were also subject to price cap formula with adjustment factor of 0.96, which means that real long distance prices should fall faster than 2 percent a year. This applied to all calls in zones 2 and 3 as well as to international calls. Table 3 shows that prices in both zones have fallen significantly in real terms. For international calls, prices are set in different baskets depending on the country called. This makes comparisons a little more difficult because rates for specific baskets change and the composition of countries in the baskets changes also. 

The government chose productivity factor 2 for the last two years, meaning that it expected the telecom sector to achieve real productivity growth equal to 2 percent a year. The Ministry may set a different productivity factor for the individual local telephone operators. International experience with exogenous productivity factors shows significantly higher values (6.5 % in US, 5-8 % in the UK). One would expect that in a country that started at relatively low level of technological advancement and is rapidly improving the technology of its switches and interoffice connections, the productivity increases would be greater than those in the UK or US, not lower. Also, one might view productivity differently for local and long distance operations, given the relative difference in their reliance on technology (for switching and transport) and labor (for loop installation).

Both MATÁV and the government expressed a desire to rebalance rates, claiming that local rates were too low and that long distance rates were too high. However, cost estimates are needed to determine the extent of the rebalancing necessary. Rebalancing serves two separate goals: efficiency in consumer choice and protection against possibly inefficient competition. If prices are not aligned with costs, consumers will receive the wrong for the consumption of access and calling, causing inefficiency. Exacerbating this problem is that the elasticity of demand for connection are probably lower than the elasticity of demand for calling. This means that the inefficiency of having prices for connection and monthly service subsidized by calling creates a large distortion. If there are fixed joint and common costs, efficient “Ramsey pricing” would have common costs borne more by the relatively inelastically demanded good. 

In order to understand the shortfall in local rates, it is important to know the capital cost of installing a line, the maintenance cost of a line, the cost of monthly billing, and the cost of local switching. With perfect information, if capital costs for consumers were equal to capital costs for the local operator and the loop were not to be redeployed to serve any other consumer, the upfront connection charge should be equal to the installing the loop. The monthly charge should be equal to the cost of maintaining the loop and sending the bill. The cost per call should cover the switching cost and transport costs. If the provider has a lower cost of capital, then it makes sense to reduce the upfront payment and to have the company finance the capital costs and charge a higher monthly price. If the loop can be redeployed to serve other consumers in case the subscriber drops service, the company does not bear as much risk of losing its asset and can also be better at financing a common asset. 

Given these frameworks, it is also important to understand the costs of the various components in order to measure the magnitude of rebalancing required. In the future when competition increases it will be important to have prices more closely aligned with costs. Of course, this worry is dependent on the enforcement of the exclusivity provisions. If prices are not aligned with costs, entrants will target those customers where prices are above costs and avoid those where the reverse is true. They may be able to enter profitably even if they are less efficient than the incumbent, solely because of the artificial divergence between costs and rates. Once in, there will be an additional constituency for maintenance of these distortions.
Even if one were able to determine the costs as described above they will greatly depend on the area served. For example, loop lengths in downtown Budapest will be much shorter than loop lengths in rural areas. This means that the costs in rural areas will be higher than the costs in Budapest. For efficiency, it is important to determine the costs in relatively homogenous areas and then to set prices accordingly. Apparently, prices for different local operators are se the same throughout the region. If rates are not set on a geographically deaveraged basis, the wrong economic signals are sent to customers and entrants. The story is the same for distortions between monthly and usage costs. Entrants will target areas that are the sources of subsidy and leave those areas where prices are below costs. 

In 2000 price regulation was changed. The two interconnected charges of subscription and calling was considered together, and the introduction of various price packages was made possible. Most MATÁV packages increased subscription fee considerably, in return to drastic cuts in calling minute charges, as it is seen on the 2001 figures. A new fee for successful contacting was also introduced that cost HUF 4,50 in 2000. Thus, MATÁV’s price policy reflected a shift to higher fixed revenues away from highly profitable (expensive) but occasional long distance calling. New reduced calling prices are most probably much closer to cost levels, and their introduction was due to increased competition of both mobile wireless and new wireline service providers who concentrated on long distance and business services.

MATÁV and the local operators have entered into interconnection agreements. Interconnection prices are based on revenue sharing arrangement established by ministerial decree. Currently, the split is roughly one-third for the originating operator one third for MATÁV and one-third for the terminating local operator. The base upon which the one-third is calculated is the long distance rate charged by MATÁV. This rate is subject to a price cap regime and decreases each year by 6 percent. The interconnection fees paid to the local operators are not set at one-third of the long distance rate each year, but started at the level of one-third of the 1999 price. Without changes the local operators’ compensation will increase in absolute terms while the long distance rate will decrease because of the effect of the price caps. As a result, MATÁV’s compensation decreased not only because of the price caps, but also because due to the increase of local operators’ compensation.

There are no explicit provisions for the funding of universal service. This way a company may be forced to provide service to high cost customers at low price. With exclusive territories, if there are both high cost and low cost consumers, it may be possible to sustain this system on average in each territory. However, when competition is allowed, entrants are likely to target he low cost, high-volume customers, because the cost of serving them will be the price. This will force the price down to these customers (if competition is viable). Because of price caps, and the lack of portable, universal service support, high cost customers are less likely to receive the benefits of competition. Finally, the companies required by their concession agreements to serve these customers are likely to loose money if competition comes to the areas that had been the source of internal cross subsidy. 

Initially, the Ministry regulated mobile wireless pricing, but as of the end of 1997, rates were essentially deregulated. On the retail side, the main regulation relating to charges to wireless customers describes terms and conditions. The law limits the circumstances under which wireless operators can deny service, so they do not make credit checks. Instead, they use the connection charge and monitoring to ensure ability to pay the bills. The primary regulatory regime effecting wireless operators involves interconnection with the wireline network. The interconnection regime also allows a system in which the calling arty pays, so that wireless subscribers do not pay for incoming calls.

Access-interconnection 

Currently there are interconnection arrangements between MATÁV and the local operators, and MATÁV and the wireless operators. The local operators are not allowed to connect directly with each other, so that there is no need for them to negotiate. The same is true for the wireless carriers and for connections between the wireless carriers and he local operators. As a result, if any carrier wants its subscribers to be able to communicate with subscribers to other networks, they must negotiate an agreement with MATÁV. Given the bilateral monopolies and the unique position occupied by MATÁV, the government did not leave interconnection arrangements solely to the marketplace. Instead, the parties are allowed to negotiate with the government as a backstop to the negotiations. As a result, current interconnection pricing has been set by ministerial decree and amounts to a revenue sharing agreement. 

For long distance calls, the Ministry set pricing on the basis that the originating operator receives one-third of the revenue, the terminating operator receives one-third of the revenue and MATÁV receives one-third of the revenue, as the long distance carrier. However, it appears, that interconnection fees are paid at a fixed rate of 8.14 HUF per minute, regardless of the time of day. Since long distance rates are time dependent, this means that MATÁV’s residual compensation varies from HUF 16.72 per minute during the daytime to 6.68 HUF at night. This seems to be a surprising result what MATÁV should be eager to change. 

The local operators claim that the Ministry should base interconnection payments on revenue divisions similar to the splits in the EU countries. They claim that in the EU the interexchange carrier gets significantly less (10-20 %) of the revenue than MATÁV’s 33 percent. In the US the split is significantly different. Interexchange carriers currently pay about 40 % of their revenues to local exchange carriers for interstate access charges, which means they keep 60 % of the retail price.

Although all sides claim that the interconnection payments should be based on costs, no one seems to have an idea of what costs should be used or any data on costs. In order to supervise interconnection and to serve as an effective backstop during negotiations, and especially for negotiations between competing networks the government would need to articulate the appropriate cost standards, to establish reporting requirements, and develop the expertise to monitor accounts.  While government oversight of accounting and network deployment is often inefficient, providing a backstop to the negotiation process with clarity and certainty is very important to the negotiation process. Currently, it is not clear if the government would require a fully distributed cost methodology or a long-run incremental cost study to determine the costs of interconnection. 

Currently, equal access is becoming a problem with increasing competition. Equal access was established with the expiration of exclusivity in 2001. That allows customers who can not choose a local network to pick an interexchange provider of their choice. If there is little local competition, without equal access there would be little long distance competition. Since no rapid entry into local service occurred, equal access became the more important, as consumers have no choice of bundles of services. This is in accordance with other countries experience. In most countries entry, even where it has been legally permitted for several years, has not been immediate or pervasive. Allowing entrants to begin their entry strategy with the provision of long distance service may allow them to gain a foothold and a customer base from which to launch their local entry later on. As it was seen both Pan Tel and Vivendi followed this usual entry pattern. Ensuring a form of equal access, which is generally part of most modern switches so not a costly requirement, can have significant beneficial effects on competition. 

Competition policy

The Competition Office’s mandate is to promote competition and to prevent tha abuse of monopoly position. To do this, it can review all mergers above certain thresholds as well as examine practices by firms to determine whether they are harming competition. The Competition Office also has the ability to give suggestions to the regulatory authorities when the Ministry is making decisions. However, the Competition Office does not have the ability to challenge regulatory decisions, even if it finds that these decisions are anticompetitive. Also, it does not have the ability to break up a firm if it finds that divestiture would promote competition. 

Cable television providers are potential competitors to the local telephone providers. They have connections to the homes and are beginning to provide high-speed data access. The technology is also available to provide voice telephony service. Recently, MATÁV has bought some cable television franchises within its local telephone service area. Such acquisitions deserve antitrust scrutiny from the Competition Office. They should be concerned about the immediate impact on data services since data services are not subject to the exclusivity provisions. Cable is likely to provide a significant competitive threat to ISDN service offered by MATÁV.

If there are multiple cable systems serving each area (which is usually not the case) that provide any home or business with multiple service provider choices, the acquisition of one by MATÁV is not of great concern. Also, because the cable franchises are not exclusive, the ability for new entry may also ameliorate concerns. But simply allowing new entry is not enough to dismiss concerns about the acquisitions. If new entry is not feasible, maintaining the independence of the cable operators from the local telephone operators may be important. 

A second type of merger  that deserves scrutiny is the geographic extension merger. A number of similar mergers have occurred in Hungary, and in other countries as well. One of the local telephone operators, Jásztel, recently sold its franchise. Essentially it auctioned itself and received bids from three companies. MATÁV was the high bidder and was approved to buy Jásztel. There are three main areas to examine in this type of merger: benchmarking, potential competition, and interconnection.

It is well recognized that regulators have difficulty in monitoring companies’ activities and elicting truthful reporting of costs and revenues. One mechanism regulators can employ is benchmarking. This is a process in which a regulated firm’s actions are compared to its peer’s actions. For example, a firm might be regulated based on the costs of a group of other companies, its own actions would not affect its regulatory treatment, so it would not have skewed incentives. In other cases, a regulator might be able to determine if a certain type of interconnection is technically feasible because one company has implemented it and others have not. Allowing merger of the independent companies could reduce the number of firms available for benchmarking. However, regulators need not limit their scope of comparisons to domestic companies. Although it is more difficult to make direct comparisons because of differing regulations, regulators can also look at companies in nearby or similar countries as benchmarks.

A second concern that arises with geographic extension mergers is the potential competition argument. Just as in the case of the cable franchises, the exclusivity provisions prevent adjacent operators from making incursions into another company’s territory. However, when the exclusivity provisions expire, these may be very effective competitive tactics. If these are viable and effective competitive forces, it would be harmful to lose them before they have been allowed to show their competitive force. 

The third concern about these mergers concerns interconnection. If a firm is part of a network and is forced to connect with many different providers, none of whom serve disproportionately large percentage of the subscribers, then it may have no anticompetitive power. It may still have a monopoly over terminations to its subscribers, but if its subscribers have choice of provider, it can not leverage its network size into a dominant position. On the other hand, even if consumers have alternative choices, a single network may be able to affect the terms of interconnection if it controls access to a large percentage of subscribers.

To evaluate the future status of interconnection it is important for the Competition Office to evaluate the structure of the industry. In the short run, the current bilateral monopoly has hardly changed despite of the expiration of exclusivity. MATÁV’s positions were weakened only in international and national long distance service but not as provider of local services. Local operators will probably also want to provide an integrated package to their customers. To do this, they will have to self-supply or contract for wholesale long distance service. The willingness of MTÁV to provide wholesale long distance service depends on the extent of long distance competition it faces. Local operators may also want to provide local service to some customers in MATÁ service areas. New network operators may also wish to expand into local service areas of MATÁV or other local service providers.

All of these competitors will need to interconnect to each other, but most importantly with MATÁV because it will remain in control of access to the vast majority of subscribers in the country. To the extent that people find it useful to call subscribers in MATÁV service area, MATÁV will, at least for the short run, be able to dictate the terms of interconnection in the way that no other competitor can. Both competitive forces and regulation will be important to ensure that consumers are able to see the benefits of the opening of competition, and merger enforcement to prevent excessive control of subscribers may help to ensure this.

It is important to recognize that there may be important economies of scale and scope and that geographic extension mergers may help to achieve these. This is especially true for the smaller local operators, which do not have the size to obtain the best prices for equipment. However, it also may be true for MATÁV. For example, MATÁV may acquire additional areas near to the switch on which it has excess capacity, or easily expandable capacity. This could allow it to serve an adjacent area very efficiently.

Competition policy for wireless services is important in two markets that may converge. First, competition is important to ensure the provision of high quality and low prices for mobile wireless services. Apparently the competition between Pannon Westel and Vodafone has increased subscribership rapidly and led to price promotions. The introduction of additional competitors has led to new digital services and price decreases. In addition, wireless competition will affect wireline telephone in two ways. First, lower mobile prices will lead to more substitution from wireline telephones (not necessarily subscription but turnover), one of the only current forms of competition for the local monopolies. Creative mobile price plans may provide additional competition without violating the exclusivity provisions. Second, wireless technology may be one of the best ways to compete with wireline service when exclusivity provisions end. As a result promoting wireless competition can be beneficial for a wide variety of consumers.

Conclusions

The efficiency of the broadly defined communications policy of the last 10 years can be evaluated as a success in Hungary. The three crucial elements of this policy were basically successful. Privatization and FDI in the sector was a key element. MATÁV did not possess the necessary means to finish the development of its own fibre-optic nationwide network: the necessary capital was provided in the privatisation process by the foreign owner. Since then wired network, as well as services developed at tremendous speed. 

The other side of the deal was the provision of exclusivity for 10 years, as well as the sale of the most valuable assets and parts of the domestic market to the same investor. The widespread exclusivity, monopoly position was utilized by MATÁV to establish very strong footholds for the period after the expiration of exclusivity on both long distance and local services. As a result, technical development, an increase in the variety and scope of services occurred, that is, monopoly power did not prevent development of the services. Prices in the sector increased above the inflation rate in almost every year of the exclusivity, and the trend was revised only in 2000, that is one year prior to the expiration of the exclusivity, when also price regulation was changed, and prices approached more closely cost levels. In fact, effective price regulation was introduced at a time, when the credibility of the government could not be challenged by the concession winner. Price drops were also influenced by the very effective competition of wireless service providers. This competition became especially strong in 2000 and 2001, when extensive development of wireless services slowed with the saturation of the market, and the new competitor entered the market.   
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The liberalization of the market in 2001 did not result in fundamental changes. Two interpretations are possible. One is that exclusivity worked so well, that MATÁV’s positions could be hardly challenged. The other possible interpretation is that MATÁV did not behave as conservative monopolist, but used its position to strengthen its capabilities, thus becoming an ever stronger market player. It seems, that the communications market in Hungary is contestable. There are three parallel nation-wide fibre-optic networks in the country, thus the technical conditions of providing long distance services is available for several players (alternative wireless solutions may provide further possibilities). There are already four companies offering long-distance services, since one of the 8 major data communications service providers, GTS DataNet announced starting voice service in 2002. 
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However, due to the long years of exclusivity there is no competition in neither of the local areas for wired voice service. MATÁV and Vivendi are the two long-distance operators that have also local service interests. Only these two firms compete on the market of residential services. HTCC and Monortel did not enter long-distance market, yet. New entrant PanTel, and also Vivendi acquired clients mainly from business. Also, GTS DataNet, and other data communication providers may have considerable clientele in business, willing to change operator for voice service as well. The better paying clients and services were the primary targets of the first competitors of MTÁV after the expiration of exclusivity. Only a few thousand residential subscribers changed from MATÁV to PanTel or Vivendi, the two newcomers providing services also for residents. On the residential market local area operators positions were not seriously challenged, six months after the liberalization. Competitors hope however, that MATÁV’s market share may be pushed below 50 per cent in foreseeable future. 
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1. Introduction

Hungary was one of the earliest countries of Central and Eastern Europe to start the economic transition, it has led the region in restructuring and privatising its Electricity Supply Industry (ESI). It was the first transitional country to join the International Energy Agency (IEA) in May 1997, and it is actively pursuing an agenda of creating the legal and institutional framework to join the European Union (EU). When Hungary started serious negotiations in 1995 over accession, its institutional and structural approach to energy industries was comparable to, if not ahead of, most EU countries, and that remains true today.

This paper aims to give a picture of the Hungarian electricity sector first by showing its structure and how it was established during the last few years. In the case of transitional countries any work concerning economy are hardly written without mentioning the effects of privatisation on the certain issue. Investigating the electricity sector it also has a great importance. Because of the large sum of depths Hungary was in the need of rapid cash, which was reached by the privatisation of to major sector: the telecommunication and the energy.

Besides the motivation of the Hungarian State the assumed goals of the investors are also discussed. During the privatisation the majority of the investor companies were owned by a foreign state or a province or a self-government, this way the single companies’ motivations were often mixed with the aims of their home state. Hungary strategic position and its pioneering in the process of privatisation and liberalisation also attracted the foreign direct investors.

This paper ends with mentioning the future’s and today’s challenges to which the electricity sector and its participants have to face such as the forthcoming EU membership, the protection of the environment and the process of liberalisation. 

2. The Electricity Sector

In the past decades, the entire Hungarian electricity supply sector was covered by a single enterprise. Production, transmission (wholesale distribution) and supply (retail distribution), three both technically and organisationally distinct functions used to be performed by a single trust from 1963 to 1991, and a concern type public limited company fom1992 on.

This vertically integrated utility, the Magyar Villamos Művek Trust was restructured, incorporated, and partially unbundled into eight power companies, six distribution companies (regional electricity companies or RECs) and one transmission company, Magyar Villamos Művek Rt., or the Hungarian Electric Company, Ltd. in preparation for privatisation. The structure of the Hungarian electricity sector is shown on Chart 1.

Chart 1.
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2.1. Process of Privatisation

The privatisation of the electricity sector was of special importance owing to several reasons. First, in terms of volume, this had been the largest transaction series in the entire history of Hungarian privatisation beside that of telecommunication. Second, parallel with privatisation, a new regulatory system of power generation and distribution, a strategic branch of the economy was and is still being established. Other circumstances assigning special importance to the developments in question include:

· the inflationary impacts of the electricity price regulation system;

· the positive macro-economic effects of investments expected of investors;

· the crystallisation of the new non-proprietary role of the state and of the operating procedures of branch to suit its new ownership structure.

That is to say that privatisation, the alteration of the ownership structure, and the creation of the new model of the operation, regulation and organisation of power supply were simultaneous processes.

2.1.1. Mine/Power Plant Mergers
The organisational concentration of the activities concerned was further enhanced by the 1993 merger of the power plants and coal mines supplying them. This move justified the fact that the crisis management off the loss making coal mines was only feasible in this organisational framework. The main idea behind the merger was for power industry to ensure the utilisation of the domestic coal reserves and to help preserve the jobs of at least part of the miners, because mining, a heavy loss maker by that time, could no longer do that on its own. However, every one of the merged companies became a heavy loss-maker, and their deficit has kept increasing every year.

Such consequences of loss-making operation as the postponement of development and investments, limits imposed on renewals – for instance (capital) shortage in general – were directly responsible for putting privatisation, the attraction of foreign capital, on the agenda. The consequences of loss-making hence exerted a direct impact on the selection of both the pattern and the implementation method of the electricity industry.

2.1.2. Power Plant and Distributor Companies

The six distribution companies were sold to foreign electricity companies in 1995. Only three generating companies were sold in the first wave, but in 1997, three more were sold leaving one small fossil plant (Vértes) and the nuclear power company (Paks) under the ownership of MVM Rt., which remains 99.8 percent owned by the Hungarian State and 0.2 percent by municipalities.

By the end of 1997, 68 percent of the privatised power companies and 48.6 percent of the RECs were foreign owned. This was 31.6 percent of the electricity supply industry as a whole. Debate has been active about whether MVM should be further unbundled to separate generation from transmission and whether part or all of the remaining state owned companies should be privatised.

Chart 2.

The investors of the Hungarian electricity sector
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2.2. Regulatory Structure

Hungary’s energy policy was approved by parliament in April 1993 and included the following main strategic goals:

· reduce one sided energy import dependence;

· restrict the State’s role in the energy sector to the minimum justified level;

· improve energy efficiency;

· adopt least cost solution and flexible energy system adaptable to demand, including the involvement of private finance;

· liberalise prices allow tariffs to reflect economic costs;

· take account economic priorities;

· adopt the regulatory framework suitable for a market economy while controlling monopoly activities;

· involve public in energy investment decisions.

Parliament passed the laws that govern the sector while the government implements these laws and energy policy by issuing decrees and directives. The framework of the Hungarian electricity market is based on the Act on Production, Transport and Supply of Electric Energy (Act XLVIII of 1994 – the Electricity Act). This law was created in order to decrease the risks and the uncertainty that the investors had to face when they were about to enter to the Hungarian electricity market. The Act on Gas Services (Act XLV of 1994) set up the Hungarian Energy Office (HEO) to regulate both the gas and electricity industries: the details of its responsibilities were set out in the Electricity Act.

The regulatory responsibilities of the HEO fall into three categories:

· to issue licenses, approve operational codes, and approve ownership changes;

· to prepare rules for price regulation and propose price changes for Ministerial approval;

· to protect consumers, provide information and improve energy efficiency.

The circumstances have changed in the last few years in the electricity sector. The forthcoming liberalisation process, the EU membership and its directives, the increasing importance of environmental issues have made necessary the establishment of a new, modified Electricity Act. After long economic and political debates the Parliament finally accepted the new Act on Electricity (Act CX of 2001).

2.2.1. Operation and Price regulation

MVM Rt. holds the single transmission licence, which provides for MVM Rt. to contract for buying, selling, importing, and exporting power, and places obligations for security of supply by ensuring adequate generating and transmission capacity, forecasting demand, and developing plants for least cost capacity expansion. MVM Rt. acts as a key player in the ESI, as it has long term contracts with all licensed power generations, is the sole transmission company, and is responsible for dispatch.

The Power Purchase Agreements specify the annual capacity payment (HUF/MW capacity available), the energy payment (HUF/kWh), and for integrated a power and mining companies, the royalty on mining. 

The contracts are typically for 20 years for new plant, though of shorter duration for the plant sold at privatisation and for older plants. The contracts set out the parameters within which annual planning and monthly detailed scheduling is arranged, the later covering such issues as non-availability for plant maintenance and the like. The terms of contract are indexed by regulation to ensure an initial 8 percent return on equity.

The price regulation system was meant to ease many types of “hereditary” tension, most importantly to clear accumulated losses due to earlier price settings, create resources for investments and also to elaborate a transparent set of rules (methods of calculation).

The structure of the price system, effective from 1997 on, can be summed up as follows. There are three kinds of electric energy prices: power plant; wholesaler; end user (consumer) price. The wholesaler (MVM Rt.~HPC Ltd.) buys at different prices from each power plant in order to allow every one of them, generating the necessary amount of electric energy at different cost levels, to release the 8 percent equity-based profit. The wholesaler transmissions electric energy to the distributor at a uniform price including the price margin ensuring the 8 percent profit segment. The latter also sell electricity at a uniform average price to the customers.

3. Motivations
Several studies show how energy investment provide a range of socio-economic benefits from improvements in infrastructure to transfer of technology, job creation, increased tax revenues and industrial and labour competitiveness. In general private investment allows the government to redirect its funds to other uses and public needs; for instance into areas which will not attract private investment. By creating more private-sector employment, the tax base is widened and there is a reduction in dependency and demands on the state (either in the form of state (either in the form of state jobs or unemployment payments). Foreign direct investment in the energy sector compensates for deficiencies in local capital markets. At the same time it provides access to advanced technology, know-how and production techniques, as well as advanced management techniques.

When we see the process of privatisation and the inflow of the foreign direct investment we have to investigate the motivations which lay behind these movements. In the coming section the motivations of both sides (state and investors) will be discussed besides showing their roles played in the actual processes.

3.1. Role of the State

The unbundling of the Electricity Supply Industry prepared the way for privatisation, for which the arguments were disputable, but the government supported the process, because:

· It fitted into the general program of privatisation designed to reduce the role of state in economic activity.

· The assets were valuable, and the case for realising them by sales to foreign investors in exchange for reducing Hungary’s high foreign dept was persuasive.

· The assets were old and in need of replacement or refurbishment, but electricity prices had been kept down so that MVM Rt’s ability to finance the large investment program was severely constrained.

· Hungary had in the past been heavily dependent on imported electricity from the East, but realignment with the West and the wish to join the UCTE system (now achieved), required reducing imports from the East and hence reducing the ability to meet power demands for imports.

One of the essential features of the new sectoral structure taking shape in the wake of privatisation is the transformation of the interrelationship of companies with the same organisation to the interrelationship of independent companies having different owners. Another essential new element is the state administration acting in its capacity of regulating authority not proprietor in matters concerning the power industry and its consumers. This second statement is not absolutely true, as a new institution of right of voting priority or the so-called golden shares were introduced. Which were meant to maintain a certain, limited amount of state proprietary influence.

Government created the golden shares scheme in order to guarantee state influence after the debate s preceding privatisation. The point at issue at that time was whether foreign investors should only have minority, or also majority interests. The institution of golden shares was seen as a compromise. According to the original intent, this type of shares implying special rights would give the state decision making power in matters of strategic importance even if the majority of ownership were sold.

Golden shares however would have limited the proprietary rights of the investors. The final solution was advantageous or the investors: the scheme does not allow state interference in formulating the investment and dividend policy of the company, but the state does have the right to interfere if the planned changes affect the activity profile and organisational structure of he company.

State responsibility is the representation of social interests, consumers’ and environmental protection as well as life and property security. Long term goals (geopolitics, energy structure, import dependence) are also determined by the government since the market takes into account only the short term impacts. Some non-economic priorities (international obligations, economic policy, environmental protection, national defence, development of settlements, social policies etc.) also have to be enforced using governmental influence. 

3.2. Investors

Among the ex-socialist countries in the Central and Easter Europe Hungary is the fist one where the liberalisation of the electricity sector takes place (excluding the DDR, where the investors already had arrived thanks to the “brother” country). In the centre of the investors’ motivation is the strategic point of view. A succesfull Hungarian bridgehead can be an ideal starting point for the expansion towards the East of the continent. On the other hand one can learn a lot by witnessing the process of liberalisation as a member of the market from the beginning.

The majority of the companies of the energy sector were sold to European companies. The French, Italian firms are directly or via a holding in the hands of their state while the German system of owners can be described as provincial or municipal property. Therefore it is argued whether the privatisation of the Hungarian electricity sector was entirely a privatisation in its “pure” meaning as some of the power plant and distributor companies were bought by foreign but also state owned firms. Directly speaking the majority of the sales in the energy sector were only a change in ownership and not privatisation. For this reason in this paper the motivations of the investors will be discussed according to a grouping by home countries. Table 1 and Chart 3 are showing the countries from which the investors of the Hungarian energy sector had arrived indicating the amount of FDI they possess here.

Generally it can be said about the companies emerging on the field of the privatisation of the energy sector that:

· they are capital intensive, creditworthy;

·  they are national or provincial distributors;

· in their own country there is a shortage of expansion, that is why they are searching for investment possibilities on new markets;

· they possess great mechanical experiences;

· they are strong to give pressure to their interests, including their own government.

The distribution of investors and the companies of the electricity sector can be seen in the Appendix.

Table 1.

Electricity, Gas and Water Supply

FDI by origin of countries

	Countries/years
	1994.
	1995.
	1996.
	1997.
	1998.
	1999.
	2000.

	Germany
	4
	92175
	125119
	148902
	202982
	160193
	135290

	France
	0
	53353
	54865
	49831
	50646
	48304
	52739

	Italy
	0
	9169
	9519
	9768
	9472
	9006
	9507

	Austria
	2164
	3435
	2444
	2807
	6601
	2113
	2211

	UK
	0
	1604
	38361
	39368
	39120
	0
	0

	Holland
	2555
	2202
	2632
	10321
	11642
	47331
	48572

	EU countries
	4723
	179339
	251882
	298987
	354528
	287607
	270291

	USA
	5
	0
	322
	6604
	10976
	0
	0

	Japan
	
	0
	0
	195
	6404
	2892
	3053

	OECD countries
	4728
	179339
	252204
	305786
	371908
	290499
	273344


Source: Hungarian Statistic Office (KSH)

Chart 3.
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3.2.1. France

One third of the European Union’s electricity market is liberalised, but if we check the single countries great inequalities can be seen. The major winner of this asymmetrical opening of the markets is the French monopoly, the Electricité de France International S. A. (EdF), which in the last decade through mergers and acquisitions had increased its market while keeping its frontiers closed.

As EdF is a company 100 percent owned by the government, once again occurs the question about the real meaning of privatisation. (The Polish government is on the way of privatising its energy sector and is now facing to this question, and trying to avoid the French investor or wait till the liberalisation starts.) As it seems for the French investor the main reason to enter to Hungary, to this region is to increase its influence, to expand.

France is far beneath the average of the EU and even Hungary concerning privatisation and liberalisation. But there are movements within the EU to enforce these processes also in France.

In Hungary EdF has the majority of shares in two distribution companies and in a power station.

3.2.2. Germany

The motivation of the German investors in some extend differ from those of France, although the owner of these companies neither are pure members of the market. These companies are mainly in the hands of provinces or self-governments.

Important aspect of their motivation is the presence of other multinational companies with German origin, which gives to possibility of similar contracts of transport within Hungary as in the home country. (For instance E.ON and Audi)

The RWE Energie AG concern is present all of the key-businesses in Hungary (such as Electricity, Gas and Water Supply) and is besides Telekom, General Electric and Audi the fourth biggest investor of the country. In the Electricity sector it owns two distributor companies (Elmű and Émász) and the Mátra Power Plant.

There some companies which are about to establish a dominant role in a certain region by buying the elements of the electricity sector of an area, and by appearing as investors on the market of the surrounding countries. (For instance E.ON attempts to buy the Check Distributor Company CEZ)

E.ON's involvement in Hungary began in the early 1990s, with the development of relationships and partnerships in the Hungarian energy sector. When Hungary's energy industry was privatised, Bayernwerk AG (now merged with PreussenElektra to form E.ON Energie) acquired stakes in three regional electricity suppliers, DÉDÁSZ, TITÁSZ and ÉDÁSZ Rt., as well as a gas utility, KÖGÁZ Rt. Budapest-based E.ON Hungária is the holding company responsible for all Hungarian operations and subsidiaries. The E.ON Hungária Group has a total labour force of 6,140 employees and supplies 2.3 million customers with electricity and 249,000 customers with natural gas. Last year E.ON Hungária recorded total sales of DM 1.6 billion. E.ON Hungária is now a well-established partner for its customers and renown for its expertise and total commitment to competitive, state-of-the-art energy supply services in Hungary.

In addition to its electricity and gas supply activities, E.ON Hungária also operates a cogeneration power station in the East of the country, at Debrecen. E.ON Hungária commissioned the power station in November 2000, just one year after construction began. The plant has an electrical power rating of 95 MW, and a heating power capacity of 70 MW.

In January 2001 E.ON Hungária acquired a 47 percent share in its IT service provider, GEDOS Hungária. GEDOS Hungária supports E.ON Hungária companies with customised IT solutions. The ongoing SAP implementation project for the whole of the E.ON Hungária Group is one of the largest IT projects currently in progress in Hungary.

The Hungarian energy industry is about to undergo a complete transformation. Market liberalisation will create new challenges for the industry. State-of-the-art technologies and solutions will play an increasingly vital role for E.ON Hungária, the main focus being on simpler, faster and enhanced communication with its customers.

3.2.3. USA
The appearance of the Anglo-Saxon investors was mainly influenced by the market possibilities. Their gradual entrance to the European, continental electricity sector was motivated by the hoped high return on capital. Due to the strategic situation of Hungary both in geographical and in pioneering of the actual processes, the investors just could not avoid not to be part of the changes.

AES Summit Generation Ltd owns three Power Plants (Tisza II, Borsod, Tiszapalkonya) and to show its strategy has a special program to control its activities in this part of the world:

AES Sirocco serves the very diverse markets of Hungary, the Balkan countries, Greece, Israel, Egypt, North Africa and Turkey. In addition to the three plants and one coal mine in Hungary, the group is currently developing new businesses in Hungary and Turkey.

AES's businesses consist of competitive generation, distribution, and retail supply businesses in over 31 countries. Their generating assets include interests in 182 facilities totalling over 63,000 megawatts of capacity. Their distribution networks have over 920,000 km of conductor and associated rights of way. Through the various retail supply businesses, the company sells over 126,000 gigawatt hours per year to over 17 million customers. 

AES is comprised of 18 groups that serve various geographic regions of the world and each group is responsible for all business activity in its region, including operation, construction, and new business development. A summary of each group is available in this section.

Chart 4. Market share of the companies in the electricity sector

Chart 3/1. Distribution of RECs according to the sold electricity

Chart 3/2. Distribution of Producers according to their capacity
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4.Challenges of the Electricity Sector
In 1997 Hungary has become a member of the OECD's specialised institution, the International Energy Agency (IEA). One of the key strategic benefits of the Hungarian membership in that agency is the automatic multilateral energy security and supply guarantees provided for all its members. It is needless to say that for Hungary, which is largely dependent on oil imports, this is a major energy security issue. One can easily imagine how important this international contractual engagement would be in strategic terms whenever some disruption arose in the oil supplies to Hungary. 

Since the transition the Hungarian electricity sector had to and still has to face many difficulties and challenges. Nowadays there are there major problems to cope with. One is the question of the forthcoming EU membership, where the standards established by the Union still give task for the Hungarian energy industry. The problem of liberalisation is combined with the EU membership where after the adhesion a certain level of liberalisation is required. The third issue can neither be discussed without the first two, as the environmental point of view always should be taken into account, especially in a sector with such a high rate of pollution.

4.1. Preparation for Accession to the EU

Since Hungary intends to join the European Union in the near future, the sophisticated legal system of the EU has to be adopted, which makes a considerable change in the present Hungarian legal system necessary. An especially delicate task is to decide the speed of liberalisation of the electricity market. The effectiveness of energy policy depends on successful harmonisation of governmental role with the market forces.

The most important requirement in the electricity sector is compliance with Directive 96/92/EC concerning rules of the internal market in electricity adopted on December 19, 1996, and effective from February 19, 1997.

4.2. Liberalisation
Similarly to worldwide tendencies liberalisation of the energy sector takes place also in Hungary. Earlier experiences have to be taken into account: in the pats half-century unexpected changes in the world economy and politics forced radical changes in the Hungarian energy policy nearly in every decade. Similar changes are likely to happen in the future, and only a diversified system can assure protection in this respect, regularly adapting to the global developments. The market is an efficient tool to control operational matters of energy supply but the government has also obligations. It is the duty of the government to create the legal background of the market and regulatory authorities to inspect the fulfilment of the requirements.

Liberalisation is one of the most important questions of the electricity sector. In the near future Hungary is obliged to free its electricity market due to the directives of the EU. 

The liberalisation process will introduce great changes into this question of price regulation. In order to make the companies interested in the shift from set prices and guaranteed profits to a liberalised and competitive stage, the government introduced a system of compensation by paying for the sunk cost of the companies lost due to the transition.

4.3. Protection of the Environment

The Kyoto global climate conference adopted a resolution to cut emissions of the 6 gases, which cause the greenhouse effect. Hungary is committed to cut emission levels by 6 percent between 2008-2012 compared to 1985-87.

Hungary's climate protection strategy will be finalised in2002. Hungary will give priority to two areas: energy and non-energy projects. Energy projects include combined generation of thermal energy and electricity, biomass utilisation and conversion from coal to natural gas. Non-energy projects include development of sewage treatment to cut methane emission and utilisation of methane generated at waste deposit sites. These projects partly can be funded from the central budget, and they should not lead to other environmental damage or risk. The extent of the emission quota transfer will have to be determined on a case by case basis for every project.

5. Summary

The restructuring, regulation, privatisation of the Electricity Supply Industry represent a significant achievement for Hungary, placing in leading position among transitional countries. The legal framework and the regulatory institutions have been able to win the confidence of foreign investors, both during privatisation and in response to tender for additional capacity. The present system is still in transition, as it is still adapting to the requirements of the Electricity Directive and other EU standards for safety, environmental emissions etc.

Planned market liberalisation should increase the pressure to cut cost, and would be most likely to put pressure on any remaining subsidies.
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Appendix

	Energy companies 
	Major investors 
	% ratio 

	MVM Rt. 
	Hungarian State 
	99,8 

	OVIT Rt. 
	MVM Rt. 
	92,7 

	DÉDÁSZ Rt. 
	Bayernwerk AG.+ Bayernwerk Hu. (D)
	75,13 

	
	ÁPV Rt. and the Hungarian State 
	10,08 

	DÉMÁSZ Rt. 
	EDF International S.A. (F)
	50,0 

	ÉDÁSZ Rt. 
	EDF International S.A. (F)
	27,38 

	
	Bayernwerk (D)
	27,38 

	ELMŰ Rt. 
	RWE Energie AG. (D)
	50,88 

	
	EnBW AG. (D)
	25,19 

	ÉMÁSZ Rt. 
	RWE Energie AG. (D)
	52,15 

	
	EnBW AG. (D)
	25,00 

	TITÁSZ Rt. 
	Isar Amperwerke AG. 
	74,99 

	Bakonyi Erőmű Rt. 
	Euorinvest (H)
	25,6 

	
	Transelektro 
	25,5 

	
	Treasury 
	10,02 

	Budapesti Erőmű Rt. 
	IVO Holding BV 
	24,99 

	
	Fortum Power and Heat Oy 
	18,84 

	
	Tomen Dower 
	24,99 

	
	TOMEN Corporation 
	18,84 

	Dunamenti Erőmű Rt. 
	Tractebel S. A. (B)
	50,31 

	
	Tractebel Kft. (B)
	24,45 

	
	MVM Rt. (H)
	25,0 +1 

	Mátrai Erőmű Rt. 
	RWE Energie AG.
EBnW AG.
RB (Rheinbraun) (D)
	71 

	
	MVM Rt. (H)
	25,5 

	Paksi Atomerőmű Rt. 
	MVM Rt. (H)
	99,92 

	Pécsi Erőmű Rt. 
	Mecsek Energia Kft.(H) 
	68,45 

	
	ÁPV Rt.+ Treasury 
	14,5 

	AES-Tisza Erőmű Kft. 
	AES Summit Generation Ltd. (USA)
	95,77 

	Vértesi Erőmű Rt. 
	MVM Rt. (H)
	42,90 

	
	ÁPV Rt. (H)
	26,40 

	
	Treasury (H) 
	11,30 

	Borsodi Energetikai Kft. 
	AES-Tisza Erőmű Kft. (USA)
	67,91 

	
	AES Summit Generation Ltd. (USA)
	32,09 

	Csepeli Erőmű Rt. 
	PowerGen (UK)
	100,0 


Source: www.gm.hu (1999.)
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� This paper is based on a study financed from an OKTK-project (number: A.1193/II. original title: "Autóipar Magyarországon: a személyautó- és autóalkatrész-gyártás nemzetközi beágyazottsága és integráló hatása a hazai háttériparban"). The research was closed in early 2000. Statistical data were renewed in May 2002.


� Péter Vince: Privatisation and Regulation: Restructuring and Conflicts in the Hungarian Electricity Supply Industry, Kopint-Datorg (Discussion Papers), Economic Research, Marketing and Computing Co. Ltd. 1998. pp.: 5.
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		Telecom		107.9		122.5		126.1		137.1		128.2		119		121.3		126.6		105.3





Munka1

		



CPI

Telecom

Telecom price development and CPI



Munka2

				Wetel Mobil		Pannon GSM		Vodafone		Westel 450

		1999		52		40.8		1.2		6

		2001		50.65		39.66		9.69		0

				1999		2001

		Wetel Mobil		52		50.65

		Pannon GSM		40.8		39.66

		Vodafone		1.2		9.69

		Westel 450		6		0
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				MATÁV		Vivendi		HTCC		Emitel		Monortel

		subscribers		78.1		12.3		5.4		2.2		2

		revenues		82.3		10.5		3.8		1.7		1.7
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				1992		1993		1994		1995		1996		1997		1998		1999		2000

		CPI		123		122.9		118.8		128.2		123.6		118.3		114.3		110		109.8

		Telecom		107.9		122.5		126.1		137.1		128.2		119		121.3		126.6		105.3
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						Electricity, Gas and Water Supply

						FDI by origin of countries

						million HUF

				Countries/years		1994.		1995.		1996.		1997.		1998.		1999.		2000.

				Germany		4		92175		125119		148902		202982		160193		135290

				France		0		53353		54865		49831		50646		48304		52739

				Italy		0		9169		9519		9768		9472		9006		9507

				Austria		2164		3435		2444		2807		6601		2113		2211

				UK		0		1604		38361		39368		39120		0		0

				Holland		2555		2202		2632		10321		11642		47331		48572

				EU countries		4723		179339		251882		298987		354528		287607		270291

				USA		5		0		322		6604		10976		0		0

				Japan				0		0		195		6404		2892		3053

				OECD countries		4728		179339		252204		305786		371908		290499		273344

												Source: Hungarian Statistic Office (KSH)
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