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Foreword

Thisstudy highlightsthe connections between defenceindustrial restructuring and regional
development in the transforming economies, on the basis of the cases of Slovakia and Hungary.
Hungary and Slovakia were chosen for comparison because they represent two different models
of addressing both the crises of the defence industry and regional development. The defence
industry was one of the core branches of the former economic and social system in the countries
of East Central Europe. It collapsed together with the old system and defence-rel ated enterprises
were obliged to undergo major changes to have a chance of survival. This study examines how
defence-related enterprises managed to cope with the crisis and the challenges presented by the
new socio-economic situation, and what role the larger national environment played in their
restructuring efforts.

The radical palitical changes brought important changes in the regional development of
the countries as well. Regional differences have increased, causing serious tensions within the
respective countries. At the same time, newly elected local governments were formed that were
given new administrative and economic powersto addresstheir regions specific problems. There
were many settlements and regions that in the past were largely dependent on defence industry
both in Slovakia and Hungary. The sector’s crisis left these regions particularly vulnerable. The
paper shows how regional authorities tackled the problems caused by the collapse of defence
industry enterprises.

In the past, centrally taken decisions had a predominant role in shaping both sectoral and
regional development in the countries of East Central Europe. Since the end of the Cold War the
importance of bothlocal and enterpriselevel decisionshassignificantly increased. Within the same
macro-economic and political framework rather different regional and enterprise devel opment
patterns have been created. To be able to eval uatethese differences concerning crisis management,
adjustment and future development projects, at both the enterprise and regiona levels, several
enterprises and their respective regions were chosen for comparison in the two countries. The
study shows how governments, regiona authorities and enterprises addressed defence-related
unemployment, structural adjustment and regional development problems in the two countries.
One of the major findings of this research is that only the combined restructuring efforts of
enterprise and regional authorities can respond effectively to the problems caused by the collapse
of the defence industry and implement long-term adjustment measures.

Dr. Kiss has published numerous articles on economic development and on defence
conversionin East Central European countries. Sheis currently an independent consultant based
in Geneva.

Thisreport is onein a series of studies on area-based responses to the challenges posed
by growing integration of the world’s markets undertaken as part of the Action Programme on
Globalization, Area-based enterprise development, and Employment. Activities under this
Programme in 1998/99 have been coordinated by Christine Evans-Klock. It isone aspect of the
work undertaken by the Employment and Labour Market Policies Branch on globalization and
employment issues. The manuscript was prepared by Angela Brown and Anne Drougard.

Gek-Boo Ng,
Chief,
Employment and Labour Market Policies Branch
Employment and Training Department



|. Introduction ?

The crissof the East Central European defence industry has been unfolding dowly fromthe
late 1980s, when détente and gradual economic and political liberaization appeared onthe agenda
of the Eastern European governments. However, the factors that shook directly the military
sectors - the collapse of the Warsaw Treaty Organization, the demise of the CMEA, and the loss
of Third World markets and state protection - surfaced with a dramatic abruptcy. East Central
European defence industry companies went into an unprecedented deep crisis. They experienced
amassivefdl in production and exports, large-scale redundancies, major productive and financia
bottlenecks and threatened if not actual bankruptcy. Only afew civilian productiveindustrieswere
hit to a amilar extent. Agriculture, textiles, and the machinery industry had been geared
predominantly towards the CMEA markets and suffered significantly. Several of the branchesin
those industries had direct connections with the defence industry.

The defence industry in Hungary was relatively smdl. In 1988, when military production
reached its peak, its output was Ft20bn, it employed 35,000 people and its sharein the country’s
processing industry was three per cent. The sector was dominated by the relatively developed -
and in theory easily convertible - military electronics industry. Production was concentrated in
Budapest and where present elsewhere it was not the dominant factor in regional economies.

In Slovakiathe traditional defence industry was one of the pillarsof the country’ seconomy.
At its peak in 1989 it produced CSK19.3bn, representing approximately 24 per cent of the
country’s machinery and electronic industrial output. It employed about 80,000 people. It was
highly concentrated regionally and dominated by large-scale traditional heavy weaponry
production.

The crisis had a smilarly devastating impact in both countries’ military sectors. By 1993,
military production had shrunk in Slovakiato 10 per cent, and in Hungary to about 20 per cent
of its pre-1989 peak. In Sovakia it is considered that around 50,000-60,000 job losses are
connected to the defence industry’ s crisis; in Hungary the job losses are estimated at 25,000.

At the beginning the region’s governments had similar reactions to the crisis that was
unfolding inthe defence sector fromthe mid-1980's. They advocated demilitarizationand aradical
conversion of defence-related productioninto civilian activities. By 1992-1993 the governments
policies had radically changed. Then they proposed to preserve and eventually support those
defence-related branches and enterprises that had an export potential, were attractive for foreign
investors or might have arole in modernizing the countries national armed forces.

The new policy was defined and carried out differently in the two countries. In Hungary,
after some hesitation, the government by and large left the companiesto cope on their own. Apart
from occasional support provided on a case-by-case basis, companies had to elaborate their own
strategies to tackle both the crisis and the adjustment to the new market economy. In Slovakia,
in contrast, the fear of regional tensions and massive unemployment was used to justify the
government’ s renewed intervention in the management of defence industry. Direct government
subsidies were provided to ease the companies financia difficulties, joint, state-coordinated
research and development projects were launched and in 1995 a state-owned holding company
was set up to coordinate and promote defence industrial activity.

Both in Sovakia and Hungary the crisis of the defence industry reached its nadir in
1992-1993. By late 1997 the situation of the sector was relatively consolidated in both countries,

1 I would like to thank the enterprise managers, local government and Ministry officialsin Hungary and Slovakia for
their time and candour in participatingin thisstudy. | amthankful to Christine Evans-Klock at ILO for her insightful comments
and encouragement during research and writing. | would like to thank Peteri Gabor in Hungary and Dr Fred Fischer from the
LSGAC in Slovakia for their help to organize my interviews.
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with production and employment levels at about 20-30 per cent of their pre-1989 peaks. A large
amount of productive assets, workforce, technology and know-how became idle, dispersed or
permanently lost. Since the state’s resources and willingness to deal with these losses is rather
limited, the burden principally rests on the enterprises and the affected regions.

Inthefirst panic, created by the collapse of the old system, defenceindustry enterprisestried
to find solutions by themselves and only for themselves. To cope with their financid crisis, they
sought to diminishtheir overhead costsin every possible way. One method wasto shed their social
functions. Some of these were completely abandoned; some were delegated to the regional
authorities. The reduction of productive activity, the redundancies and the radical cutsin socia
benefits carried out by the enterprises had a strong negative impact on the regions. Both
enterprises and regions tended to close into themselves. After the first years, however, the
identificationwiththe problemsof their wider environment regained importanceinthe enterprises
survival strategies. In some companies it was still aremnant of the past’ s paternalistic approach.
In other cases the regional dimension offered unexpected new opportunities to deal with the
defence industry’s crisis.

The relationship between enterprises and their direct regiona environment has been rather
strong in East Central Europe. There was a strong, but asymmetrical interdependence: the well-
being of the town or region was tightly related to that of the enterprise and - although to alesser
extent - the enterprise’ s prospects were dependent on those of the region. In the case of defence-
related regions and enterprises this dependence was even stronger. Due to the specific security
requirements of military-related production, many companies were located in special, remote
places, whereno other work opportunitiesexisted or where other economic activitiesweretightly
linked to the defence-related production.

There were many company town situations that made settlements particularly vulnerable
when the sector’ s decay began. Towns and regions with important defence-related facilities had
received increased financial contributions from the state. Their infrastructure, cultural and sport
establishmentswere at above averagelevels. Thefactories created and maintained health, daycare,
recreation and cultural facilities, they built and kept up flats for their employees and often they
provided even heating, electricity or water for the entire settlement.

Other defence-related companies were located in well-devel oped industrial centres, where
they became the core of thelocal economy. In some cases, awiderange of productive activity was
created “around” the defence industry core. Once defence industria activity began to diminish,
local repercussions created serious, financia problems due to the loss of high incomes, (see the
case of Slovenske Lodenice, companies in the Siovak military triangle or DIGEP AG).

Defence industry employees formed a sort of working class €elite that enjoyed higher
remuneration and benefitsand better living conditions than average. They had a strong fedling of
identity and awareness of their privileged position. Oncetheir situation beganto deteriorate, many
of themwere ableto switchrapidly to new activities. Those, who remained at the companies, were
able to protest and lobby for their interests much more efficiently than the population of other
depressed regions.

The companies and regions chosen for comparison in this study represent different survival
strategies that were introduced in different local and national contexts. ZTS TEES Martin, in
Martin, ZV S Dubnicaand ZTS Dubnicain Dubnicanad Vahom and PPS Detvain Detvaformed
the famous “ Slovak military triangle” in North and central Slovakia. Each of these enterprises
produced heavy military equipment and employed several thousand workers. Since the political
system changes each of them and their respective regions have been in adeep criss.

However, even in this smilarly difficult situation important differences emerged, due to
different ways of managing the crisis at both the enterprise and regional levels. The case of ZTS
Martin and Martin district shows how the lack of genuine restructuring blocks development at
both the enterprise and regional levels. The example of ZTS Dubnica and Vahom and the town
of Dubnica manifest that a promising regional development is possible, even if the town’s key
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enterprise falls to recover. The case of PPS Detva and ZTS Hrinovain the town and region of
Detva show what impact partial reforms can have on enterprise and regional development. It aso
demonstrates that the lack of correspondence between the different levels of decision-making -
enterprise- town- region - can hinder progress. The example of Slovenske Lodenice in Komarno
in the South of Slovakia presentsa successful industrial restructuring and an uneasy situation for
regional reform attempts.

In Hungary most defence industry enterprises were based in Budapest. The impact of the
collapse of the defence industry and the subsequent large-scale redundancies became part of the
crisis of the large-town economy and its unemployment problem. Most of the released workers
eventually found some kind of new employment and were reabsorbed in the recovering capital
economy.? There were however some important defence facilitiesin the countryside that played
amaor rolein their respective regions well-being.

The case of the Videoton company in Szekesfehervar presentsa successful example where
both the enterprise and the city managed to overcome their crisis, join their restructuring efforts
and start an impressive development cycle. The example of aformer Videoton branch company
and the town of Ajka shows that a creative local self government is able to launch an efficient
crisis management programme, even if some key enterprises are unable to restructure. The cases
of Digep-Army Coop and Eszak-Magyarorszagi Vegyimuvek in North-East Hungary at the same
time illustrate how the unresolved enterprise reforms weigh on a region’s economy and how
difficult it is, on the other hand, to encourage individual company development in a depressed
region. The case of Matravideki Femmuvek in the small mountain village of Sirok shows how a
micro-region istied to its main employer and how the impact of arelatively efficient enterprise
readjustment remains isolated in such a closed environment.

The research was based on interviews carried out by the author with defence industry
enterprise managers and Ministry officials on the one hand, and representatives of the regional
authorities on the other hand. The interviews were complemented with information published in
thelocal press, academic publicationsand background materials provided by theinterviewees. The
principal question of the research was to establish the connection between industrial and regional
development and find what factorscould facilitateor hinder the devel opment of either one or both.

II. Country cases. defenceindustry and economic development
in Hungary and Slovakia

1. Palitical-economic background

1.1 Slovakia

Beforethe Second World War the former Czechod ovakia had the most advanced industrial
development and democratic systemin East Europe. Within Czechoslovakia, however, Slovakia
had different historical traditions. When Czechosovakia was created in 1918, Slovakia was an
agricultural country, withvery littleindustry. 1t was more underdevel oped and traditional than the
Czech lands. Massive industrialization of Slovakia started after the Second World War, in
particular in the 1950s. Although the gap between the Czech lands and Slovakia diminished
significantly, certain differences still remained.

After the “Velvet Revolution”, the introduction of the market-oriented economic reforms
and political liberalization took place much dower in Slovakia than in the Czech Republic. The

2 The situation was similar in Bratislava, Slovakia. In addition, defence-related companies in the capital were

much smaller than those in the provinces.
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growth of the private sector, especialy in industry and the introduction of the new market
institutions proved to be far slower and more complicated in Slovakia then in the rest of the
country. At the same time during the “transition crisis’ industrial output, productivity and profits
fell to agreater extent. Primary and secondary insolvency was paralysing the bulk of enterprises.
(Gabrielova, 1993, Karasz 1993).

The break-up of the country in 1993 made these problems worse. Living standards and the
general level of economic development werelower thanin the Czech landsto begin with, but after
the separation they were doomed to shrink even more, with the loss of direct Federal government
allocations and crucial production and exchange contacts. Key projects of the macro-economic
stabilization and reform package, like privatization, balancing the state budget and eliminating
mutual enterpriseindebtedness, wereslowedin Slovakia. GDPandindustrial production continued
to decrease, while inflation, unemployment, trade and budget deficits kept climbing.

A serious obstacle to development was posed by political uncertainties in Slovakia. Prime
Minister Vladimir Meciar’ s personalized and impulsive style of running government affairs made
things rather unpredictable in Soovakia. In the Spring of 1994, Mr. Meciar’ s cabinet was ousted
and a new government, led by Mr. Josef Moravcik, former Minister of Foreign Affairs, was
formed. The new administration made an heroic and rather successful attempt to stabilize the
economic situation and address major development bottlenecks. However, time wastoo short for
many important changesto beimplemented and when theinterim government’ smandatewasover,
in November 1994, the electors brought back Mr. Meciar and his allies to power.

The Slovak economy manifested important signs of recovery from 1994 on. Economic
growth resumed and reached 5 per cent by the end of the year. Industrial production also began
to recover, as well as exports and private consumption. At the same time, inflation, the budget
deficit and trade balance were under control. (Financial Times, 16 December 1994; Figyelo, 3
November 1994). In 1995-1996 the Slovak economy manifested impressive signsof growth, with
GDP growth at 6-7 per cent and the lowest inflation rate (5 per cent at the end of 1996) in East
Central Europe. In 1977, GDP grew by 6.5 per cent. The rate of industrial output growth
dropped from 8.3 per cent in 1995 to 2.7 per cent in 1997. Inflation increased dlightly to 6.5 per
cent (UN/ECE, 1998, No. 2, p. 12).

At the beginning of 1997, however, the economy’ sdeep structural problemsbecameevident.
The current account deficit reached 10 per cent and that of the state budget mounted to 5 per cent
of GDP. The increase of exports was principally due to a massive sale of raw materias or low
value added products that showed clear signs of exhaustion. According to the calculations of
WIIW, the Vienna based Comparative Economic Studies Institute; productivity has decreased by
20 per cent, compared to 1990 (Figyel 6, 7 August 1997). Despiteitspositive economic indicators
inthe mid 1990's, Slovakia attracted very limited foreign investment (FDI), due principdly to its
unstable political climate. Heavy externa borrowing largely financed the investment and
consumption upsurge experienced during these years, which lead to a swift increase of foreign
indebtedness (Financial Times, 28 October 1997).

One of the worst negative consequences of the radical economic and political
transformations, unemployment increased dramaticaly, from 2 per cent in 1990, to 15 per cent
in 1993-1995 stagnating at about 14 per cent since 1996 (Allison-Ringold, 1996, p.60). In 1997
the rate of unemployment was 12.5 per cent (UN/ECE, 1998, No. 2, p. 12). In 1995, haf of the
registered unemployed were long-term unemployed (Boeri-Lippoldt, 1996, p. 55).

1.2 Hungary
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Hungary had a fairly advantageous starting position for introducing a genuine market
economy and a Parliamentary democracy. Beginning from the early 1950's it had along history
of economic and political reforms. In the late 1980's, in the last stage of Hungary’s one-party
history, both the centralized command economy and the state-sociaist politica system were
significantly reformed and liberalized.

The first post-Communist government that took power after the electionsin 1990 was led
by the center-right Hungarian Democratic Forum (MDF). The Forum was a new political
formation, hastily put together from several currents of rather different political and ideological
background. Once in power it was entangled in permanent internal struggles that eventually led
to severa fractions. During its four years in power, the MDF government became increasingly
authoritarian and nationalist, antagonizing most of the Hungarian popul ationand creating tensions
with neighbouring countries. It lost the 1994 el ections.

A new coalition of the Socidist Party (the reformed HSWP, Hungarian Socialist Workers
Party, the former monopolist Party) and the Free Democrats, (a party created by the former
opposition of the Communists) was created. The coalition was able to progressin some crucial
issues, like privatization, the creation of market economy institution systemand political reforms.
Despite these positive changes, unpredictability, internal power struggles and corruption
characterized this coalition’s governance as well.

In the early 1990s, macro-economic stabilization and general economic transformation
projectstook place with serious delays and deficiencies in Hungary. The transition crisis became
unexpectedly long. Thefal of production, deterioration of major macro-economic indicators, like
the budget deficit, foreign trade deficit, external and internal indebtedness, unemployment and
inflation continued. In the Spring of 1995 a severe economic restriction policy was introduced,
aimed at stabilizing the economy and restructuring macro-economic balances. The package had
serious negative consequences on welfare, but proved to be efficient in stabilizing the economy
that gave way to recovery. Since 1996 the Hungarian economic situation has improved
considerably.

GDP growth resumed to 1 per cent in 1996 and reached 4.4 per cent in 1997. In the first
half of 1997, industrial production grew by 7.8 per cent and investmentsby 8.3 per cent. End year
figures showed an impressive 11 per cent increasein industrial output. The leading branch of the
industrial recovery was machinery production, which grew by 50 per cent compared to 1996 and
provided the bulk of the 15 per cent export growth achieved by 1997. (Figyel6, 10 July 1997).
Inflation, though still rather high, decreased from 28.2 per cent in 1995 to 18 per cent by 1997.

Thefavourable macro-economic indicatorsmanifested somegenuinestructural changes. The
institutional system of a market economy was established. By the end of 1996 approximately 60-
70 per cent of the GDP was produced by the private sector. Many obsolete, inefficient industrial
brancheswent bankrupt and modern, high-tech sectorswerecreated. According to the calculations
of WIIW, the Vienna based Comparative Economic Studies Institute, productivity hasincreased
by 68 per cent compared to 1990 (Figyeld, 7 August 1997).

Another factor that contributed to the Hungarian recovery was the high amount of FDI.
Despiteitsrelatively small size, Hungary received the highest per capitaforeign capital inflow in
the whole East Central European region. Foreign direct investment was estimated to have
amounted to $20bn between 1990 and 1997 (Financial Times, 9 December 1997).

One of the worst consequences of the radical changes in the country’s economic and
political structure was massive unemployment. Between 1990 and 1992 unemployment rocketed
from 1.9 per cent to 12.3 per cent and has stagnated between 10-12 per cent since, despite a
variety of means adopted to address it. In 1997 unemployment stood at 10.4 per cent. Its
composition has also been shifting towards a growing share of long-term unemployed.
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1.3. Regional development and reorganization in Slovakia and Hungary

Bothin Soovakiaand Hungary strong regional differentiationisaserious negative byproduct
of the mgjor economic and political system changes. Before 1990 the state-led regional policy
aimed at compensating territories of lower levels of devel opment. The state carried out an intense
redistribution policy, collecting extra revenues from the more affluent regions and redistributing
them to the poorer ones. In addition, employment opportunities were created, mainly through
setting up subsidiaries of large enterprises in backward regions. After 1990 this practice came to
an end.

The radical changes in the productive sectors reshaped regional relations. The original,
historical and economic differences among the different regions became manifest and increased
further, due to the uneven nature of the market-led economic transformations. In both countries
efficient industrial restructuring, foreigninvestments, and new private enterprises concentrated in
the capitals and in ahandful of emerging regions. Unemployment, poverty and obsol ete economic
structures became characteristic in alarge number of regions and the distance between the two
poles was increasing. In Hungary development concentrated in Budapest and some Western
counties of the country. In Slovakia, Bratisava, Kosice and some Northern and Central districts
excelled.

In Slovakia between 1992 and 1995, GDP per capita was above the national average in
Bratidava, Kosiceand Trnava. Thesedistricts, together with Trencin district, received two thirds
of dl investmentsin the country. At the same time approximately haf of the districtshad a GDP
per capitaratio lower than 60 per cent of the national average. Cadca, Kosice-vidiek and Svidnik
districtswere in the worst situation. More than 62 per cent of the foreign capital was invested in
the district of Bratidava, another four districts received 16 per cent and the rest of the country
received the remaining 12 per cent. In 1995 more than 50 per cent of the Slovak GDP were
produced in four districts (Bratislava, Kosice, Trnava and Banska Bystrica). Unemployment
showed smilar regiona disparities. At the end of 1995 the lowest level was 4.7 per cent in
Bratidava, while the highest ratio reached 26.4 per cent in Rimavska Sobota (Karasz et a, 1996.;
Krivy, 1996).

In Hungary, the GDP per capitain Budapest and itsimmediate economic region was three
times higher than in Northeast Hungary, Borsod-Abauj-Zemplen and Szabol cs-Szatmar-Bereg
counties. Consumption, wages, revenues and unemployment showed similar or even greater
differentials. Eighty per cent of the invested foreign capital went to Budapest and its region and
to the North Trans-danubian region. In these regions the FDI per habitant ratio was US$2,700
while in the rest of the country it was only US$270 per capita. In Borsod-Abauj-Zemplen and
Szabolcs-Szatmar-Bereg counties it hardly reached US100 per capita (Figyel6, 25 July, 1996).
Unemployment was polarized regionally as well. In 1996 the number of unemployed per 1,000
habitants was the lowest in Gyor county (24) and Pest county (28). At the same time in the
Northeast of the country, in Szabolcs-Szatmar-Bereg county, it reached 78, in Borsod-A bauj-
Zemplen county 75 and in Nograd 72 (Heti Vilaggazdasag, 11 May 1996).

Expertsin both countries point out that increasing regional disparities might become amajor
obstacle to economic and political development in the near future (Hegedus, 1996; Karasz, 1996;
Krivy, 1996). National level regional policy guidelines aimed to ease the regional tensions and
diminish differences. Specia projects were designed to assist the districts that were in the most
difficult situation. Thesemeasures, eventhoughthey eased somewhat theincreasing tensions, were
unable to change the situation. The problem had to be addressed by local and regional authorities.

The system of regiona administration has been radically changed since 1990 in both
countries. Inthe past therewasastrongly centralized state and party administration that had local
branches at the county, district and local levels. In 1990 reforms of the territorial administrative
system and regional elections took place in Hungary and Slovakia. In Slovakia the system was
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reorganized again after gaining independence in 1993 and following a proposal of Mr. Meciar's
party, the HZDS, in 1996.

In Slovakia there are 2,853 local self governments, each led by a municipal council and a
mayor, who is elected directly. There are 38 districts that are organized in eight sub-regions. In
Hungary, according to the new Law on local self-governments, 3,084 independent local
governments have been created, within 20 counties.® Representatives of local self- governments
are elected directly by the population. Local governments delegate their representatives to the
direction of the counties. The counties are regrouped to eight sub-regions.

The self-governments’ financial situation determinestheir chances of playing an active role
in promoting economic activity. One of the special features of the Hungarian local administration
system is that the local governments are in charge of many functions, but their size and their
revenues do not correspond to their responsibilities. Approximately 70 per cent of the self-
governments' budget are provided by the state budget, the rest is generated by them from local
taxes, rentsand eventually their economic activity (Illes, 1996). In Slovakia, the scope of the local
authorities’ activity is even more restricted. According to local experts, self-governments in
general lack resourcesfor significant improvement projects(Krivy, 1997; Minarovic, 1996). L ocal
government budgets represent 5 per cent of the GDP, while in Hungary they reach 15.7 per cent
(Credit Local de France, 1996. p.4).

2. Thetraditional defenceindustry and itscrisisin East-central Europe

The first mgjor blow to traditional defence industry enterprisesin Central Europe was the
sudden collapse of the Warsaw Pact-based military-economic cooperation. At the turn of 1990-
1991, the large-scale and lucrative military markets of the region ceased to exist. When the
Warsaw Treaty Organization (WTO) was dissolved, al major defence-related companiesin East
Central Europe had large stocks of military equipment, unfinished production, unusable spare-
parts and large raw material inventories and considerable unpaid bills. Having lost their major
incomes, they quickly becameinsolvent. Their financial difficultieswereaggravated by the burdens
of unsold stocks and reserves.

The collapse of the Warsaw Pact military markets took place smultaneously with the
collapseof the civilianmarkets, organizedinthe CM EA (Council of Mutual Economic Assistance)
system. Dual purpose defence industry enterprises exported large quantities of civilian goods to
the Eastern European markets. In addition to the loss of incomes and markets, the disappearance
of the WTO and CMEA meant the collapse of an extended supply system for military-related
enterprises in Central Europe. They could no longer rely on plentiful and cheap raw material and
energy supplies from the Soviet Union and they lost their stable network of intra-regional
subcontractorsaswell. Thiswasanother factor that pushed production costs upwards and caused
major practical problemsin reorganizing the firms economic activities.

Another, unexpected blow was the loss of the traditional Third World markets, principally
the Arab countries. This market had become an increasingly important source of hard currency
revenue since the mid 1970s. The Gulf war and the subsequent United Nations embargo on Iraq
and Libya froze these business contacts.

Defence-related enterprises not only lost their markets and major sources of revenue, but
could not count on the backing of the state that until then had assured their privileged position.
Due to radical defence budget cuts there was a drastic drop in state orders. This meant the loss
of stable and comfortable local markets. In addition, sincethe national armed forces did not order
new weapons, the industry was deprived of their references that facilitated export promotion.

8 Budapest, the capital is also defined as a county.



According to the new, market-oriented ideology, the state was expected to reduce radicaly
itsdirect involvement in economic life. It was envisaged that the previous practice of maintaining,
protecting, partially financing and, if needed, rescuing defence industry enterprises should
definitively come to an end. The direct forms of state protection, specia subsidies, access to
investment and credits, tax-, export- and import allowances, and specific forms of remuneration
were supposed to disappear as well. In Hungary this process has been gradually unfolding since
the late 1980s, but in Slovakia it appeared with a dramatic abruptness. Even though the state’s
withdrawal was not as radical as it was first presented in the official rhetoric, for those in the
defence industry it was felt as a genuine abandonment. This created panic and uncertainty and
contributed to a further deterioration of the companies’ situation.

Thetransformation processthat wasunfolding in al Eastern European countries added new
elements to the defence-related firms' crises and at the same time made it extremely difficult for
them to tackle them. A new economic environment was created which shook deeply all state-
owned enterprises. In addition to their problems stemming from their specific profile, defence
industry enterprises had to cope with the challenges of privatization, trade liberalization, and new
monetary and fiscal policies.

2.1 Slovakia

According to Slovak sources, military productionin Slovakiareached itspeak, CSK 19.3bn*
in 1988. Slovakia contributed more then 60 per cent of the whole Czechoslovak output, whileits
population represented only 33 per cent of the country. Most of the military-related production
was concentrated in the heavy engineering and electronic industry. In 1988 arms manufacturing
represented 24 per cent of the total output of these two branches. (The corresponding shareinthe
Czech Republic was 7 per cent) (Droppa, 1993 p. 7).

At its peak, the Slovak defence industry directly employed approximately 80,000 people.
Taking into account the wide subcontractor network, their number nearly doubles. In 1988 more
then 24,000 employees worked in the core 24 companies, another 80,000 jobs in direct sub-
contractor and suppliers, and another 50,000 in indirectly cooperating enterprises (Stanek, 1993,
p. 95).

Slovak sourceslist 25 major arms manufacturersin the country®. In 1988-89 there werefive
major end producers, nine main suppliersand the rest, 22 companies, operated in 60 supplier sub-
branches, providing spare-parts and semi-finished products (Magvasi, in ZTS TEES Martin,
1993). All military enterprises were dual purpose factories; they produced for both military and
civilian purpose, often using the sametechnology. In 1988 in the former Czechoslovakia, only one
third of the military-related companies had more than onefifth of their total productioninmilitary
output. In Slovakia, however, 56 per cent of the respective companies had higher rates of military
dependency. ¢ Between 1980 and 1990, 60 per cent to 90 per cent of all investments carried out
in these enterprises were dedicated to military purposes.

The bulk of Slovak defence industry firms were large-scale establishments. In 1988 the
average production of the Slovak firms was about CSK600mn a year, nearly double the Czech
average, CSK290mn. The average employment in the Slovak firms was 12,000-14,000 people.
(Outrata 1993, p. 84-85). In 1991 the largest Slovak enterprise, ZTS Martin, produced

4 In 1989 1$ was worth of 30CSK. (Czechosovak Crown). In 1992, the exchange rate was 1$=28CSK. At the end of
1993, 32.8 Slovak Crowns (SK) was worth 1$. At the end of 1997, the exchange rate was 1$=33.7Sk.

s The federal statistics listed 36.

6 More precisely, 16 factories, where the share of military production ranged from 30 to 65 per cent, played the key
role in military production (Stanek, 1993, p. 95).
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CSK 1,500mn worth of output, while the Czech firmwiththe largest output, Teda Pardubicewas
roughly one-tenth that size, CSK150 mn. ’

In Slovakia, asinthe other lessindustrialized economies of Eastern Europe after the Second
World War, the establishment of a Soviet-style weaponsindustry wascarried out inthe framework
of a forced industrialization programme. Most defence industry enterprises were greenfield
investments. The Slovak arms industry specialized in large-scale heavy-weaponry production,
principaly under Soviet licenses. The shareof local R& D wasrel atively modest, althoughthe most
important enterprises had their own R&D ingtitutes and Konstrukta, the Military Research
Ingtitute in Trencin, was generally acknowledged for its projects.

Another characteristic of the Slovak defence industry was its high regional concentration.
In 1987-88, 32.6 per cent of the Czechoslovak workforce employed in the sector was located in
the Central Slovak region. There were more than 30,000 workers in the so-called “military
triangle” of Martin, Detva and Dubnica. The regions defence dependence was also strong. In
citieslikeMartin, Dubnica, Detvaand PovazskaBystricamilitary-related productionwasthemain,
sometimesthe only, employment opportunity. Most of the defence-rel ated enterpriseswere under
the control of the special department of the Ministry of Economy. & The rest of the companies,
principally the ones specializing in repair work belonged to the Ministry of Defence.

Thecrisis

According to Karol Droppa, head of the Armament and Reconversion Division of the
Ministry of Economy of Slovakia, between 1988 and 1991 defence industry output fell from
CSK19bn to CSK3.5bn. By 1992 output was amere CSK 1.8bn. Thisrepresented 9.3 per cent of
the 1988 peak production level. The crisis caused the loss of 30,000 jobs in the sector (Droppa,
1994(a) p. 9). Arms exportssuffered asmilar decrease: between 1976 and 1988, average annual
salesreached about CSK 7bn, in 1991 and 1992 they amounted to only CSK 3.7bn (Outrata, 1993,
p. 88-89).

Table 1. Slovak military production: main indicators

1988 1992
Output (CSK billion) 19.3 hillion 1.8 hillion
Employment 80,000 50,000
Enterprises 25 25
Military production’s share of these 30-65% 0-10%
enterprises’ total output
Military production’s share of total 24% n/a

output in heavy engineering and
electronics industries

Sources: Calculations on the basis of Droppa (1993 and 1994b) and Stanek (1993).

The defence sector’s crisis had a severe impact on employment. In 1992, according to
official data, defence-related unemployment peaked at 15-18 per cent in Slovakia and 5-8 per cent

7 Tesla Pardubice employed 6-7,000 workers at peak capacity. Even the biggest concentration of factoriesin the Czech
lands, in Slavicin, Bojkovice and Uherski Brod, accounted for no more than 10,000 people altogether.

8 Before 1990 it was under the Ministry of Engineering and Electrotechnics, and became the Ministry of Economy after
1989.
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in the Czech lands’. An additional blow to the workforce was the almost compl ete elimination of
its special status and advantages that in the past made defence related employment so attractive
for many. Employment decreased dramatically, but certainly much less then production. This
created overemployment and further financial burdens for the companies.

In the early 1990s most of the Slovak defence-related enterprises werein avirtua state of
bankruptcy and faced dim future prospects. They had lost their traditional markets and had
difficultiesfinding new ones. They lacked resources to modernize military production, follow up
conversion projectsor maintain existing productionlevels. They werealso inthe midst of political
and institutional instability that made their situation even worse. In early 1994 defence industry
output was only SKK2bn, approximately 10 per cent of its peak in 1988. At least haf of the
previously employed workforce was made redundant, causing unemployment in some heavily
affected areas to reach 30 per cent.’ If the bankruptcy law in preparation were introduced and
enforced, approximately 50 per cent of the companies faced immediate liquidation (Droppa,
1994b).

In addition to their problems emerging from their specia profile, Slovak defence industry
firms had to struggle with serious difficulties stemming from the generaly poor state of the
economy. It was very difficult for the redundant workforce to find new jobs and for enterprises
to find new subcontractors or to get credit for development projectsfrom either the state budget
or local banks. The general underdevelopment of the basic institutions of the market economy
made the introduction of enterprise level reforms very difficult.

2.2 Hungary

In 1988, the most successful year of the Hungarian defence industry, approximately 40
factories were directly involved in military-related production. They al had mixed profiles
producing for both military and civilian use. Therewas only one exception, the Godolloi Gepgyar,
(Machine Factory, Godollo) an armoured vehicle and weapon repair factory, whose entire output
was military. A total of 93 per cent of the country’s military output was produced by 17
enterprises. The share of military production ranged from 7.1 per cent up to 82.2 per cent of their
total production. There were only five companies where defence-related production represented
more than half of overall output and only one completely military plant.

According to datapublishedin 1994, inthe peak year of 1988, output was Ft21.4bn,* which
represented 2.5 per cent of the manufacturingindustry’ soutput (Heti Vildggazdasag, 5 November
1994). Three-fourths of production was exported - 60 per cent to the former Soviet Union.
Around 30,000 people were employed in the defence industry, or approximately 2 per cent of the
economically-active population (Figyeld, 14. February 1991).*

Statisticsfor the Hungarian defenceindustry only included those end-producerswhosedirect
weapons, military equipment and other military-related output represented at least 10 per cent of
the company’s output. Subcontractors and enterprises providing tools, instruments, vehicles,
uniforms, raw materials or food were excluded. The scope of these activitiesand their importance
for the respective enterprises’ activity was unknown. Therewas another group of enterprisesthat
stopped military related production, but were obliged to maintain their defence-related productive
capabilities for cases of emergency.

® At thetime general unemployment reached 12-13 per centin Slovakiaand 3-5 per cent in the Czech lands (Financial
Times, 22 March 1992).

10 According to The Economist this meant the layoff of 60,000 people (Economist, 6 November 1993). Average
unemployment was 14 per cent in early 1994, in some regions reaching 20 per cent (Le Monde, 5 April 1994).

n In 1988 the exchange rate was 70 Hungarian Forint (Ft) to 1%, in 1993, 100Ft=1$, in 1997, 200Ft=1%.
2 Other sources ranged from 20,000 to 35,000.
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In the late 1980s communication electronics and precision instruments represented 75 per
cent of total military output. The rest was 12 per cent weapon and ammunition, 8 per cent vehicle
and air plane repair and 5 per cent other goods like chemical and textile products (Figyel6, 13
April 1990). The share of defence-related activity in machinery production reached 6 per cent and
in the electronics and instrument production, 25-30 per cent (Kovacs, 1993).

Military producerswere subordinated to the Ministry of Industry.™® The most important 20-
25 factories were under strict state supervision, with managers appointed directly by the Minister
of Industry. All other Ministries whose activities were connected with military production had a
special “closed department”, whose function was to assure the needs of military-related activity.
These specia departments had separate funds within the respective Ministry’ s budgets.

Defence industry was concentrated in Budapest. Some important companies were
established in the countryside in other major industrial centres, like DIGEP in the Northeastern
heavily industrialized region or Szekesfehervar inthe Trans-danubianregion. Therewasahandful
of greenfield investments in remote areas, where defence-related facilities were easy to disguise.

The largest defence-related company was Videoton, which at its peak employed 20,000
people, out of whom approximately 6,000 worked in the military-related divisions. The average
size of enterprises or divisions speciaizing in military-related production was 2,000-3,000.

The crisis

After the 1988 production record, 1989 brought a drastic reduction of military ordersin
Hungary. Both WTO and local demand have decreased dramatically. Although various sources
offer contradictory data, the following table illustrates the extent of the crisis as early as 1991.

Table 2. Hungarian military production: main indicators

1988 1992
Output (Ft billion) 20 hillion 3.6 hillion
Employment 35,000 6,300
Enterprises 45 45
Military production’s share of these 20% 4.7%
enterprises’ total output
Military production’s share of total 3% 0.5%*

output in heavy engineering and
electronics industries

Sources: Military Industrial Office. In Heti Vildggazdasag, 28 November 1992.
* According to data published in 1997, the share was 1.5% (Figyel6, 15 October 1997).

By 1993 production fel further to Ft6,7bn, of which Ftl4bn was exported (Heti
Vildggazdasag, 5 November 1994). Despitethe degpening crisis, only one enterprise closed down
and very few factories liquidated their military-related productive capacities. This meant an
enormous waste and a rapid amortization of unused fixed assets. By the end of 1993 the sector
utilized only 20 per cent of its still existing productive capacity.

13 Except the one 100 per cent military-devoted company that belonged to the Ministry of Defence.
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3. Conversion

The first reaction of the East Central European governments to the surfacing problems of
the traditional defence industry was to propose the radical conversion of the sector. The new
Czechoslovak leadership led by Vaclav Havel, Jiri Dienstbier and Jaroslav Sabata tried to fulfill
their ideal of a peaceful, democratic country, described among others in the documents of
Charter 77. The decision about conversion was driven both by the strong moral commitment of
the new government and “economic disarmament”, aimed to diminish losses caused by the fal in
demand witnessed in the late 1980's. Several Acts were created envisaging the halt of tank and
armed personnel carrier production and the conversionof special technol ogy dedicated to military-
related production. In al of post-Communist East Central Europe these were the only laws
introduced to promote nation-wide conversion.

In order to promote conversion, in 1990, a wide-scale conversion competition was
announced for enterprises and research institutes. Successful projects could receive state subsidy
or/and apply for special loans from the regional banks. Altogether 125 plans were approved, 60
inthe Czech lands and 65 in Slovakia. The largest-scale projects, the Hannomag and Lombardini
projectsat TEES ZTS Martin, the mobile hydraulic cranesproject at ZTS Dubnicaand the chassi's
production project in Detva, were all in Slovakia.

The Federal Government provided considerable financia support, in the form of direct
subsidies, funds to reduce damages caused by the halt of military production and for retraining.
The selected conversion projectswere dueto begin in October 1991. According to Slovak Deputy
Prime Minister, Roman Kovac, there were 11 ongoing conversion projects in Slovakia in early
1993 covering about half of the drop in military production (Telegraf, 19 August 1992).

In Slovakia, wherethe military sector waslarger, moreconcentrated in heavy weaponry and
older technol ogies, and lessdiversified by industrial branches, the crisswasfelt more severely than
in the rest of the country. The Slovak reaction was twofold. On the one hand the Slovak
government tried to soften the original decision advocating the radical conversion of the defence
industry. On the other hand it became actively involved in conversion programmes. In January
1991 it published its own document, which attempted to lay out acomprehensive strategy to deal
with the problem, including the negative side-effectsof the rapid decrease of military production.

InHungary, conversionwasnever promoted aspart of the official policy concerning defence
industry. In the early 1990's the authorities suggested that defence-related companies should
convert, but in rather theoretical terms. Only very limited technical or financia assistance was
offered by state agencies.

By early 1992, political decison-makers in Czechoslovakia came to a conclusion that
conversion was much slower, moreexpensive and complicated than expected. InMay 1992 it was
decided that only those factories that completely stopped the production of weapons would
receive further subsidies from the State (Noviny, 29 May 1992). This was a major blow for
conversion, since even the enterprises most committed to conversion envisaged a gradual
transformation. In addition, simultaneously new, more relaxed guidelines were introduced
concerning arms exports. The representatives of the defenceindustry interpreted these two moves
as an indirect incentive to continue producing and exporting weapons.

Even though conversion was gradually abandoned by the Czechoslovak Government, the
guestion of arms industry, trade and conversion became one of the factors in the escalation of
economic and political tensions that led to the break-up of the Federation. Conversion and the
conflictsit triggered were used as a pretext to fuel separatist ambitions both on the Czech and the
Slovak sides. They also became a mgjor issue whose discussion provided an opportunity to
articulate the ideological and politica differences of the emerging new political leadership of the
two Republics.
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In the campaign of the emerging Slovak nationalist opposition, led by Vladimir Meciar,
conversion became the scapegoat for the dramatic consequences of the unfolding economic crisis.
Since the Federal Government was unable (and somewhat reluctant) to take care of the Slovak
enterprises “hit by conversion”, the “genuinely national” movement promised to undertake the
issue. The real losses, Prague’s continued insengitivity to specifically Slovak problems and
determination by the political leadership on both sides |ed to popular acceptance of the break-up
of the country. Before June 1992, in an absurd electoral end-game, arms production and exports
became the symbol of Slovak national sovereignty, worthwhile to defend at any price.

4. Reorganization

4.1 Slovakia

Immediately following the break-up of Czechoslovakia, as new Prime Minister of Slovakia,
Mr. Meciar declared that “arms production will be resurrected wherever it was possible’ (Rude
Pravo, 6 January 1993). In ameeting with representatives of the Ministry of Defence, he promised
that “the Slovak army will have enough meansto guaranteeitsefficiency, evenif these meanswill
have to be provided at the expense of other budget items’ (Lidove noviny, 5 January 1993).
According to the new policy guidelines the resurrection of the military industry was needed to
generate export earnings, but aso to enforce the new Slovak national army facing the “threats’
of neighbouring Hungary (Liberation, 6 January 1993).

At the beginning there were some dissenting voices, even in defence industry circles.
However thesefirst discordswere soon settled, and since then al major participantsof the Slovak
political scenario seemto agree that Slovakia needs to continue producing and selling arms. The
basic differences appear in the details. what scope, what branches of the sector should be
preserved and under what conditions.

Inadditionto government circles, the main representatives of both employersand employees
also pushed for continued arms production and state support for it. The Union of Engineering
Industry of the Slovak Republic, that unites both state-owned and private enterprisesinvolved in
military-related production, tried to exert pressure on state agenciesto slow down the conversion
process and re-establish alevel of arms productionthat was*in harmony with the country’ s needs
and possibilities’ (Magvasi, 1993). The KOV O trade union, representing employeesin the metal
and engineering industry, from 1990 on fought to modify the government’ s policy, promoting a
gradual, slow conversion process, with the revenuesfrommaintained military productioninvested
to promote conversion (Krumpolec, 1993).

The government intended to consolidate the military sector both by new institutional
arrangements and renewed financial support. The principal means to preserve the government’s
direct influence over military-related firms was through maintained ownership.®® Under
Mr. Meciar’ sfirst government the whole privatization process was slowed and the privatization
of defence industry enterprises was blocked. Privatization became a central issue of internal
political struggles that eventualy led to the fall of the government. Mr. Moravcik’s cabinet

1 Mr. Peter Magvasi, Director of the Specia Division at ZTS Martin declared that it was impossible to revive the

production of some military equipment as suggested by the Prime Minister, particularly in such a short time as he called
for (Mlada Fronta Dnes, 9 January 1993). Mr. Ludovit Cernak, Minister of Economy claimed that Slovakia was not
considering modernizing the arms industry, since world arms markets suffered a major ump (Ekonom, 16 January 1993,
No. 5).

5 One of the manifest signs that the former Czechoslovak government did not mean to assign special treatment for
defence industry firms was that military-related enterprises were selected to take part in the first wave of coupon
privatization that began in February 1992. Fourteen companies were selected to be privatized - seven Slovak and seven
Czech. For severa years the only privatized Slovak defence-related firms were the ones that had participated in this
programme.
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intended to carry out a radical and rapid privatization. It was suggested, among others, that
weapons factories would be sold too, with the state keeping only 2-3 per cent of the shares
(Lidove noviny, 18 April 1994). A month later however it was announced that armament
companies would not be included in the (planned) second round of privatization, but would be
dedlt with on a case-by-case basis (Hospodarske noviny, 18 May 1994). The Moravcik
government did not manage to pass the new privatization law.

During Mr. Meciar’s second term a controversia privatization process was carried out.
Coupon privatizationwas halted and the sale of state-owned enterpriseswas carried out on acase-
by-case basis, principally through direct sales.”® The result was a complicated system of cross-
ownership, in which the real owners of the military related enterprises are predominantly state-
owned banks, companies and other state institutions.

As of 1 May 1997, dl defence industry enterprises that were nor privatized previously,
became 100 per cent state-owned shareholders companies. The state as founder and owner of
these companiesisrepresented by different state organizations. The Ministry of Economy hasfive
companiesunder itstutorship: ZTSTEESMartin, ZTSand ZV S Dubnicanad Vahom, Konstrukta
Defence (aR&D Institute) and Konstruktal ndustry Trencin. Some other enterprises, for example
PPS Detva, belong to the Fund of National Property. Another group, principally companies
specialized in repair, is under the control of the Ministry of Defence.

The Slovak government intended to create new organizations to coordinate and promote
defence industry production more efficiently. In early 1993 the authorities established a
state-owned trade company, ARMEX, to promoteexports. I tsperformancehasnot been regarded
highly.

In 1995 the Ministry of Economy, the Fund of National Property, some other Ministries,
enterprises and banks founded the DMD holding company in Trencin. There are approximately
20 defence-related enterprises that belong to the holding company now. DMD owns 34 per cent
of the shares of the five companies under the Ministry of Economy and has varying but minor
participation in the rest of the companies. Approximately 10 per cent of the holding company’s
output is defence-related. The am of the holding company is to coordinate the member
companies exports, R& D and technol ogical innovationactivitiesand to facilitatetheir cooperation
and communication. DMD holding isexpected to push itscompaniesto restructure and introduce
new promising projects. It can also assst them in receiving external capital for their projects
(Dudak and others, 1997).

The government also provided direct financial support to the crisis-stricken enterprises of
the military sector. In 1993, SKK500mn was scheduled for ongoing conversion projects. By the
end of the year, as an emergency step, the government provided SKK2bn to write off the military
enterprises bad debts (Droppa, 1993 and 1994, Pravda, 31. January 1994). In 1994, the
Moravcik government decided to allocate another SKK245mn for conversion projects (Lidove
noviny, 18 April 1994). In June 1994, a decision was taken to help about 30 companies with
another SKK300mn to resolve the problem of their bad debts. (Lidove noviny, 22 June 1994).

By the middie of 1994 some signs suggested that the Slovak state’s efforts to revive
defence-related production had brought fruits, at least in the short run. In June 1994 Mr. Kovacik,
Director of the Machinery and Electronics Department of the Slovak Ministry of Economics
declared that by the end of 1995 the large heavy weaponry producers of the country could stop
producing losses if the problem of their bad debts were resolved (Lidove noviny, 22 June 1994).

16 The National Property Fund sold companies directly to invited buyers, without public tenders. The selected new
owners were to create the “new Slovak capitalist class’. In most cases they paid a fragment of the price, the rest was
forgiven in exchange for promises of further development of the companies. In 1995 only approximately one fifth of the
privatization deals, concerning mostly small-scale companies, was carried out through public tenders (Heti Vilaggazdasag,
15 June 1996).
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According to Mr Dudak, head of the Department of Special Production of the Ministry of
Economy, in 1997 the Slovak defence industry’ s output was one tenth itspeak production levels
at the end of the 1980's. The sector used 20-30 per cent of its productive capacity. The bulk of
the production was repair and production of spare parts. Local demand covered 5 per cent of the
defence industry output. The last mgjor export was the tanks sold to Syriain 1993. Since then,
through a UN tender Slovakia sold some tanksto India and Bozena anti-mine devicesto Bosnia
Due to the crisis and transformation of the military-related production, 30,000 people became
unemployed in Slovakia (Dudak and others, 1997).

According to independent experts, defenceindustry output grew considerably after the nadir
of 1992-1993. Smith claimsa40 per cent increasein 1995 and 13 per cent in 1996 (Smith, 1997).
Blaha states that defence-related production contributed 7-8 per cent of the processing industry’s
output in 1996 and citesJ. Brhel, Secretary of Statefor the Economy, who confirmsthat this share
could well increase to 30 per cent by the year 2000 (Blaha, 1997). According to New Europe, by
mid-1997 the workforce in the whole sector was reduced to 18,000 people (New Europe, 13-19
July, 1997).

In late 1997, according to Ministry of Economy officialsin charge of the sector, the bulk of
the presently or formerly defence-related companies still struggled with serious economic and
financia problems. They had very high levels of debt and very limited ability to restructure
themselves without state assistance. The government felt specific responsibility for these
companies, due to their strategic importance and the generally held view that their precarious
situation was principaly due to externa circumstances.”’ It was acknowledged however that
human and management problems also contributed to the problem.

In 1997 the Slovak government created the Act 211/1997 on revitalization of the
enterprises. Sincethe bulk of Slovak enterpriseshad seriousfinancia problems, that law envisaged
assisting these companies to sort out their debts and clean their balance sheets. Companies can
apply for state support with a detailed programme of enterprise restructuring that presents the
enterprise’s actual situation, the measures envisaged to restructure production after financia
consolidation and the scope and forms of government assistance requested. There are 21 forms
of possible government help that can be requested, for example tax reduction, postponement of
tax payment, debt for equity swaps, debt forgiveness amid others.

The am of the revitalization law is to unblock the companies' financia situation and make
it possiblefor themto launch new restructuring projects, creating new, profitable profiles. Thefirst
condition to receiving help isthe promise of efficient production, the second is the possibility to
improvethe employment situation. Government assi sted consolidation projectswill have aspecia
consideration for those mother companies that were created by the decentralization of the large-
scale defenceindustry enterprises. These companieskept the defence-related productionand took
over the former state-owned enterprises’ bad debts.

According to Mr. Dudak, The objective of the further development of the Slovak defence
industry isto assurethe country’ s efficient defence and provide the Slovak armed forceswith up-
to-date equipment. The rest of the output is hoped to be exported, to non-embargoed countries.
Another hope of revival for the heavy industrial firms engaged in military-related production is
becoming sub-contractors for the - foreign capital owned - automobile industry. The Slovak
government currently is elaborating its long-term strategy on the future of machinery industry,
including defence industry. The government has selected six mgjor fields that have promising
development and export potentials. Enterprises active in these branches will be promoted by the
government, through direct and indirect means.

o The bulk of bad debts that paralyzed most companies, for example, was considered a result of the break-up of the

Czechoslovak Federation. The separation certainly had arole in escalating the Slovak enterprises’ economic and financial
problems. The problem however existed long before the separation and no significant measures have been taken to resolve it
since.
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Foreign capital participation in the transformation of the Slovak defence industry has been
rather modest. In 1991-1992, when conversion was officialy promoted, foreign capital
participated in conversion programmes with CSK 152.9mn, which represented 3.1 per cent of the
costs. (Kosir, 1994). Participation in the privatization of the defence-related companies was
minima. There were however some cases of cooperation with Western companies in some
specific military-related projects. The most important programme was the modernization of T72
tanks at ZTS TEES Martin and ZTS Dubnica nad Vahom, with the participation of the Belgian
Sabca company, two French enterprises and the British GEC Marconi. There was foreign
cooperation at the completion of the Zuzana automatic gun system at ZTS Dubnica nad Vahom
aswaell. (Jane's Defence Weekly, 6 Mar. 1993).

4.2 Hungary

After arelatively short interval of leaving the defence industry to its fate, by early 1991,
Laos Fur, than Minister of Defence declared in an interview that Hungary needed a modernized
arms industry to supply its armed forces. (Heti Vilaggazdasag, 20 April 1991). On 1 January
1992, according to a government decree, a Military Industrial Office (MIO) was set up, to
coordinate and promote military production and related activitiesin Hungary. This independent,
civilian agency was financed directly from the budget of the Prime Minister’s Office and its
director, Mr. Jeno Laszlo, had a state-secretary rank.

The MIO’s mgjor aspiration was to create a military industrial holding in order to protect
and promotethe core enterprises of the Hungarian defenceindustry. Theassetsof 10 main military
producers were to be transferred to a state-owned military-industrial holding, under the
supervisionof the Military Industrial Office. The project wasto be financed directly fromthe state
budget and other independent sources, like the Fund for Technical Innovation. According to the
Office s proposals, by 1994 military output could have reached Ft10-20bn and employed 20,000
people. In a later stage, according to Mr. Laszlo's ambitious plans, output could have even
increased to Ft200-250bn (Laszlo interview, Nepszava, 21 April 1993.)

Dueto internal political strugglesin the governing MDF Party, Mr. Laszlo was dismissed
in June 1993. The Military Industrial Office as anindependent government agency was dissolved.
Some of its personnel and its functions were transferred to the Ministry of Industry and Trade.
Although it preserved its title, it became a department of the Ministry, with restricted
administrative power and financial means.

After additional leadership changesin October 1994, anew project prepared by the Military
Industrial Officewas published. The document asked for aFt15.5bn emergency financial infusion
to rescue the sector. (The whole military budget for the year was Ft66.5bn). The document listed
59 enterprises' that were involved in defence-related production and were proposed to receive
special state protection. According to the document, state-backed orders, financed (partly or
entirely) from the state budget could still save the enterprises from definitive bankruptcy. The
authors clamed that the Ministry of Industry and Trade, Ministry of Defence and Ministry of
Interior supported the proposal (Heti Vilaggazdasag, 5 November 1994).

Less than a month after the document was published, the Office’s Director,
Mr. Janos | saszegi was removed. The Military Industrial Office was again reorganized and sank
onefurther step downward in the administrative hierarchy into asmple Ministry department. The
new Director, Mr. Bela Takacs was transferred from the Ministry of Defence. It seems that the
last reorgani zation of the MI1O put a definitive end to state-led, large-scale rescue projects of the
Hungarian defenceindustry. The new officia approach concerning the Hungarian defenceindustry
was rather pragmatic. It confirmed that state agencies were unable and unwilling to recreate

18 Most of the companies were created from the vestiges of the former major defence industry firms that had split
into several smaller units.
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artificidly the defence sector on its former scale. They tried to assist some companies in their
struggle for survival, but by and large were resigned to cooperate with those companies that
managed to survive on their own.

Even though a large-scale, comprehensive rescue project was not introduced in Hungary,
defence industry enterprises did receive both direct and indirect support from state agencies on
anindividual basis. Representatives of the MIO, the Ministry of Defence and Ministry of Foreign
Economic Relations tried to help the sector’ s troubled enterprises to survive. Some companies
were bailed out by the state, some received advantageous credits for new development projects.
In amajor “consolidation” project, announced by the state in 1993, 13 large-scale state-owned
enterprises were selected, due to their “ crucial macro-economic importance” and wereto receive
intense state help, inform of debt-forgivenessand other protective measures. Five military-rel ated
enterprises featured among them (Karsai, 1996; Regos, 1996). In the Spring of 1997 some bad
debtsof the defence-related companies, related to pre-1989 investments, werewritten off (Takacs,
1997).

Another indirect way of supporting the defencesector wasto promotemilitary-related R& D.
In 1993 a special “ Defence industry and defence technology development committee” was set up
within the OMFB, the state agency in charge of coordinating and promoting R&D. Enterprises
could apply for special, preferentia loans from a separated state budget fund reserved for R&D
to develop competitive new products. The principa military-related Research Institute, the HTI
(Haditechnikai Intezet) and some other, minor military-related R&D Institutes continued
developing projectsevenintheworst yearsof the defenceindustry’ scrisis(Balotay, 1993; Takacs,
1997).

In late 1997 most defence-related companies were privatized. Five enterprises, specialized
in repair, remained under Ministry of Defence control and some other companies, specialized in
research, belonged to the Ministry of Industry and Trade. According to the new Law on
privatization, 10 Hungarian companies were selected to remain in long-term state ownership,
under the management of the State property management holding. Three of these were military-
related companies.

The government policy concerning defence industry was one, but not the only, decisive
factor that shaped the future of the sector in Hungary. The impact of market forces and the
enterprises’ own efforts to cope with the crisis played an equally important role.

The first major drop of Hungarian military production was followed by massive erosion and
disintegration of the sector. Defence industry enterprises were plunged into a chaos of
administrative reorganizations, decentralizations and changes of legal form. Most went through
severa stages of transformation of legal form, became commercialized and partially or entirely
privatized. Companieswerereorganized: large-scale enterprisesweredivided into several smaller
unitsthat became independent. A few companies went bankrupt and were forced to close down,
but many survived with a reduced workforce and output.

In order to adjust to the changed circumstances, companies a so attempted to diversify their
production. Most firms concentrated their energies on developing their civilian profiles, although
they did not liquidate their defence-related productive assets. And, if they could afford it, many
tried to continue at |east the development of military-purpose products. The maority hoped for
renewed military orders, either locally or for export. Some enterprises became exclusively military
contractors. Aware of the limitations of the internal market, the most dynamic companiestried to
increase their exports.

Since resources from the state budget were very limited, the major additional financial
contributionthat helped companiesto survivewasforeigninvestment. Foreign capital participated
in privatization or enterprise restructuring projects, but not in specific military related projects.
The fact that acertain company had military rel ated assetsmight have had an additional attraction
for foreign investors, but unlike in Slovakia there were no major military devel opment projects
carried out with foreign participation.



18

By 1997 the Hungarian defenceindustry employed only one tenth of its peak workforce and
itsoutput was approximately 20-30 per cent of itsrecord production levelsin the late 1980's. By
and large the sector shrank to a level at which companies were able to maintain themselves,
without large-scale external contributions.

The changestaking placein the Hungarian defence industry were principally determined by
the recently introduced market forces and the enterprises own survival efforts. The companies
individual survival interest turned out to be a stronger force shaping its future than were broader
sectoral or state interests. In addition, after the demise of the M10O, there was no state agency or
sectoral organization to define and represent these interests effectively. As a consequence, the
sector’ s structure that formerly had aways been shaped by external and internal political forces,
now is principally shaped by independent, external market demand.

|I1. Enterprise/ region cases

1. Sovakia

Case 1. ZTS Martin company —Martin town —Martin district

The company ZTS Martin Turcianske Strojarne was one of the largest arms producers of
theformer Czechoslovakia. It specialised in heavy weaponry, principaly tank production. By 1992
the company’s output had dropped to less than 50 per cent of its peak 1988 level and military-
related production had shrunk from 70 per cent to 40 per cent of output. Facing the decrease of
military-related exports from the mid-1980's on, the leadership of ZTS Martin introduced large-
scale conversion projects. In 1988 the company signed a contract with the German Hannomag
company to produce tractors and construction machinery, usng Hannomag licenses and
technology. In 1989 a similar deal was concluded with the Italian Lombardini firm to produce
small diesel engines. Large engines were produced under license from a French firm.

The new licence agreements with foreign companies, while carrying the right to produce
well-known products also carried restrictions that limited their profitability. For example, the
Lombardini engine project was originaly planned for 60,000 unit production per year. In
actuality, aproduction linefor 40,000 unitswas set up that produced 15,000 enginesin 1993. In
late 1997, it was considered asuccessthat 4,000 unitswere sold. According to the agreement with
Lombardini, saleswerelimited to eastern European countries. Unquestionably, the economic and
political difficulties of these countries made sales difficult. To boost civilian production further,
in the late 1990’ s the company’ s additional prospects included building Lombardini factories in
China, returning to the long-abandoned production of train engines for East European countries
modernising their railroads, and becoming a sub-contractor for V olkswagen.

Although civilian products continued to gain importance in the company’ sactivity, military
production remained the most profitable divison. Thiswasduein part to the fact that arms were
sold in aspecia market with distorted prices. According to the company’s Strategic Director, “It
takes 86 tractors to equal a single tank. And the world market for tractorsis soft” (The Prague
Post, 24-30 November 1993). To improve the company’s prospects of continuing to participate
in the lucrative military markets, ZTS TEES Martin took part in the modernisation programme
of the T-72 tank (beginning in 1992). This was amgjor military development project carried out
by the most important Slovak defence industry contractors together with the Belgian company
SABCA.

During the 1990s, the company went through major organi sational changes. In 1992, several
of its former branch companies became independent, civilian companies. a foundry, an engine
producer, atoolmaker and a Research and Development Institute. As of late 1997, three of these
companies were insolvent, principally dueto their bad debts, marketing and financing problems.
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The fourth company, Martin Diesel was one of the very few Slovak enterprises that managed to
carry out radical internal restructuring and conversion. At theend of 1997 ZTS TEES Martin was
divided further into a mother company and four daughter companiesin civilian endeavours. One
specialisad in agricultural machinery production, another in forestry machinery, athird in power
generationproductionand thefourthintoolsand repair. Accordingto representativesof company
management, these spin-off companieswill be obliged to perform under normal market conditions.
Accordingly, they have brought down the size of their workforcesin line with production needs,
rather than social considerations.

At the beginning of therestructuring process, the company tended to takeinto consideration
the interests of its employees as well as the general economic situation in the region, which had
been completely dependent on the company. According to ZTS Martin's head of personnel, if
only the enterprise’s narrow interests had been taken into consideration, it would perhaps have
been better to have carried out one radical reorganisation, with substantial cut-backs of
employment, in the early 1990°'s. The company management however preferred to maintain a
relatively high level of employment, aways in hope of quick rehabilitation of military-related
production. They werealso aware of the social burden sudden, massive redundancieswould have
caused in the town and region.

In the early 1980's, ZTS TEES Martin had 15,720 employees. As of October 1997 the
number hasdropped to 4,141. In accordance with an agreement with the trade unions, when there
is not enough work, employees are sent on prolonged holidays or placed on reduced work
schedules. ZTS TEES Martin retained a core of some 100-150 workers specialised in defence
production, but in the absence of work for them to do "lends" them to other companies, for
example to Volkswagen Bratislava. The workers continue to be employed by ZTS Martin, who
pays their wages and social benefits, but they temporarily work for the other enterprises.

In 1997 the company’ s financia situation was still rather grim. The company had managed
to survive thanks to its civilian products and state subsidies. The management hoped to get
additional relief through the state-assisted revitalisation project as well as envisaged further
extension of civilian production.
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. Dubnica

SLOVAKIA

. Bratislava

Martin town, with 60,000 inhabitants, islocated in the Martin district of the Turiec region,
inthe picturesque valley of the Vah River surrounded by the lower TatraMountains. Historically,
the town has played animportant role in the development of the Slovak national consciousness.*

Despiteitssymbolic weight, Martin had very seriousproblems. According to the mayor, this
was principally due to the slow economic recovery of ZTS TEES Martin and the fact that being
one of thefew politically independent self-government leaders, hischances of mobilising resources
for the city's development were rather limited.

Thecity'sleadership considered that Martin's best prospect for development was cultureand
tourism. Thetown'smajor projectswerethe creation of anew ski centre and new pedestrian roads
in the city centre. Both projects have been progressing rather slowly due to lack of finances.

The town management tried to foment cooperation between Slovak and European cities at
the grassroots level. The mayor participated in a "local democracy embassy” programme,
coordinated by the European Union. Thetown had extended partnership programmeswith several
European and American cities, but in general these linkswerelimited to cultural exchanges. There
was alarge-scale health-care project with the town of Cleveland, USA, beginning with adetailed
survey of the town's health facilities and needs.

Martin district had a population of 112,900 in 1994, amost 60 per cent in the town of
Martin. In the late 1980's approximately 25 per cent of the labour force of the Turiec region was
employed by the company (FEWDI, 1992). ZTS Martin's criss pushed the town of Martin and
itsregion into a critical situation.

Inthe early 1990's, the Head of the District Office and histeam el aborated a comprehensive
crisis management programme. On the basis of a regional development study, produced by an

19 It is here where Matica Slovenska, the Slovak national cultural organization was created in the last century. To

underline Martin's specific importance, there is a state appointed special officia (a superintendent) in charge of the town's
cultural development.

0 The cooperation was first established thanks to the fact that Cleveland has alarge Slovak population.
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Austrian consultancy firm (financed by the OECD), projects to promote alternative economic
activity and training were elaborated. A Regional Advisory and Information Centre was
established to encourage small and medium size enterprise development, partialy on the
company’s premises and by workers formerly engaged in military production. Proposals to
develop tourism, establish alanguage school and to create a Labour Foundation were prepared
(FEWDI, 1992; Kaldor, 1992).

In 1993 the Head was removed fromthe district office. This put anend to coordinated crisis
management actionson aregional level. Only some elementsof therestructuring planwerecarried
out. In August 1992 aconsulting centrefor small and medium-size enterprises was set up withthe
help of the European Union's Phare programme. In 1994 the Labour Foundation was launched
with European Union funding through the Phare programme.?* The Labour Foundation offered
employment recruitment, management training, organised retraining courses, providing advising
services and psychological assistance for the unemployed. In May 1997 the Phare financing came
to an end and no other organisation in the region was able to finance the Foundation. It had to be
shut down.

After administrative reorganisations in 1995, in 1997 the Martin district had 97,000
inhabitants, out of which approximately 40-41,000 were economically active. In 1997 the rate of
unemployment was 9.7 per cent. Itslevel has been unchanged for several years. Therewere 9,572
registered entrepreneursin the district, 22 per cent in production, 42 per cent in trade and 36 per
cent in the service sector. The regional business centre headed by the former head of the district
office was very active. The planned regiona development company had not been set up. Martin
district's present regional administration concentrates its efforts on gathering information and
transmitting it to the higher levels of state administration, in the hope of receiving subsidies from
the state budget for regional development (Martin district, 1997).

Conclusion: Despite its early attempts to adjust to decreasing military demand and a
considerable amount of foreign attention on its conversion efforts, ZTS TEES Martin did not
succeed in converting nor in genuinely restructuring itsactivity. Therigid, inefficient organization
structure, the slow, hierarchical decision-making process and the management's attitude did not
change fundamentally. They were still largely dependent on the central authorities: waited for
sgnds"fromabove" to design their future strategy and hoped for financial contributionsto carry
it out. The new civilian production profiles were run the same way as the old-style military
production. Preliminary feasibility and marketing studies were not carried out, production was
over-sized and the management proved to be unable to react to problems emerging during the
production and sale process.

At the turn of the 1990's there was an unfortunate discrepancy between development
initiatives at the enterprise vs. the regional levels. Inthe late 1980's ZTS Martin'sfirst conversion
efforts were not envisaged as part of a more wide-scale restructuring programme that needed
follow-up both at the level of the entire company and the region. By the early 1990's, when Martin
district authorities wanted to launch their development project, the ZTS leadership had already
becametired of conversioneffortsand the surrounding publicity. It also became clear for themthat
state authoritieswould again support defence-related production. Theregional initiativesreceived
very weak responses both from the enterprises and the state and were gradually abandoned. In
1997 the representative of the regional authority manifested arather passive, bureaucratic attitude.
Therewas no question of designing independent devel opment projectsor energetically promoting
economic or cultural activity.

The attitude of the town leadership in contrast was dynamic, critical and creative. Local
initiatives however were limited to cultural and political exchanges and cooperation, which was
not sufficient to move the town out of itseconomic malaise. The town leadership did not think the
regional authority had any way of initiating or participating in economic projects. By and largethe

2 ZTSTEESMartin wasoneof the centre’ sfounders. It provided the premises and part of the staff. The first President

of the Foundation was ZTS TEES Martin's then head of personnel.
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heritage of large-scale military production became a burden, instead of a development asset, for
both the enterprise and the region.

Case2.ZTSDubnicanad Vahom company - Dubnicanad Vahom and Nova Dubnicatowns
The company ZTS Dubnica nad Vahom had specialised in the production of artillery and
other heavy weaponry products. Between 1989 and 1993 the workforce dropped from 16,000 to
7,500 and output fell from CSK 7bn to CSK 1.2 billion. In 1987 nearly 75 per cent of the
company's output was military-related, by 1993 the share had dropped to about 5 per cent.

To be able to survive, the factory took up several conversion projects beginning in 1990.
The origina plans envisaged producing mechanical gearboxes and machinery for the rubber,
chemical and food industries. A large-scale conversion project carried out in cooperation with a
US-based company targeted production of oil pumps for the Russian market. Other division
products were hydraulic equipment, small-size multipurpose cars and light-weight construction
elements developed principaly by the company for the domestic market. The mgjority of these
projects ran into serious marketing difficulties. Despite all efforts to diversify the production
profile, it was clear that the enterprise management expected renewed military ordersand possible
arms exports to improve the company's situation. The enterprise developed and produced the
Zuzana self-propelled artillery system that was considered as a possible export item.

During the 1990’ sthe company was decentralised and reorgani sed. Productionand decision-
making processes were reorganised and smplified. The company was divided into a mother
company and several daughter companies, in which the former owns varying amounts of shares.
The defence-related production profile remained at the mother company. In 1996 ZTS Dubnica
nad Vahom a.s. became a shareholders company, but 100 per cent owned by the state. Despite
these important reorganisation and diversification efforts, in late 1997 the company was ill ina
very difficult financial situation. Its everyday survival and future depended on state help.

As of October 1997, 4,900 people worked at the enterprise, 1,700 at the mother company.
The management had been negotiating with the trade unions and with the Ministry of Labour and
Welfare to provide some assistance to those workers that were made redundant. Management
tried to avoid massive abrupt retrenchments by introducing retraining programmes and reduced
working hours. A group of highly qualified workers, which the management intended to keep at
the company but for whom it was unable to provide work, were "lent" to other companies.
Approximately 2,500 former ZTS employeeswho had been retrenched worked abroad, mostly in
the Czech Republic, Germany and Austria

The management of ZT S Dubnicanad Vahomwasal so keento preserve some of theformer
extensive social welfare services. Aswell as continuing to subsidize meals and commuting and
providing daycare, recreation, and healthfacilities, it had transferred itsvocational training school
to the Ministry of the Economy. 1n 1997, after 7 years of disruption, the company was again able
to pay scholarshipsto 60 studentsat the school. Originally built by the company, the school once
had 1,400 students trained by and for the company.

The town of Dubnica nad Vahom is situated in the Vah valley, about 150 km northeast of
Bratidava. It has 27,000 inhabitants, nearly 40,000 if taken together with the nearby town of
DubnicaNova. In the past, two large-scale defence-rel ated enterprises determined the life of the
town: ZTS Dubnicanad V ahom (15,000 employees) and ZV S Dubnicanad VVahom (3,000), with
thousands of commuters daily from throughout the region. Thanks to them the town received
higher than average contributions from the state for infrastructure and for social and cultural
services.

With the crisis in the defence industry, employment opportunities have dramaticaly
diminished inthe town. In 1992-1993 unemployment reached 10-12 per cent, despitethe fact that
both enterprises had intended to carry out reductions gradually and with due consideration of the
social circumstances of those to be made redundant.
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By 1997 unemployment was down to 8 per cent. This was due in part to the "export” of
some 2,500-3,000 qualified workersthat regularly commuted abroad.? The other important factor
was the rapid proliferation of small and medium-scale enterprises in Dubnica nad Vahom itself.
There were more than 3,000 registered enterprisesin the town. They ranged from self-employed
tailorsto medium-sized el ectromechanica workshops producing for Western export. The officia
procedure to license new businesses was accelerated and facilitated by the local administration.
The city rented city-owned premisesat favourable rates and even provided property free of charge
to new enterprises. The strong dependence on the fate of the ZTS and ZVS enterprises has
gradually lessened. Together with Trencin and some other smaller towns in the region, the city
made substantial infrastructure investments-- financed by a Danish company and bank loans.
Dubnicaintended to mobilise external sourcesfor itsother construction projectsaswell. The city
leadership intended to cooperate with nearby settlements to promote regional development,
principaly inindustrial production and tourism.

The town of Nova Dubnica was built as a modern "dormitory town" for the employees of
ZTSand ZV S Dubnicanad Vahom. It had 12,600 inhabitants, mostly 50 year-oldswho originally
came to live in Nova Dubnica as young workers or professionas. One of ZTS's affiliates, EVU,
acompany speci aisedin el ectromechani cal research predominantly for defence-related production,
was established in the town. In the past it employed 1,200-1,500 people.

Whenthe defenceindustry's transformation began, EV U wasdivided into three independent
shareholder companies, each with about 300-350 employees. Inlate 1997 the single company that
had good chancesto survive had fewer than 400 workers. Oneimportant new enterprise had been
established in Nova Dubnica since 1989; it employed 300 people.

The unemployment rate was 9 per cent inthe town. (In 1993-94 it reached 12-14 per cent).
With the crisis of the large ZTS and ZV'S companies, many former employees sought work
elsewhere or tried to set up their own business. In 1997 there were approximately 500-800
registered entrepreneurs. These startup compani es empl oyed some 1500-2000 peopleinthetown.
Since 1990 about 200 inhabitants have |left Nova Dubnica.

After the political changesthe town'sleadership intended to changethe " eepy town" nature
of their settlement. Since this effort failed, they concentrated their effortson improving quality of
life factors in the town. For example, the proceeds from selling enterprise flats (received free of
charge) are to be used for constructing houses for the socially disadvantaged.

Conclusion: The situation of ZTS Dubnicanad Vahomwas rather smilar to that of ZTS
TEES Martin, although the management was more flexible and entrepreneurial. Many important
steps were taken to reinvigorate the company, but their impact was weak because they did not
fundamentally alter the company, maintaining traditional objectives and management. The
enterprise management hoped for renewed state assistance to get the company out of itsdifficult
financial situation.

The mayor of Dubnica had a fundamentally different approach. Despite his own personal
attachment to the ZTS Dubnica nad Vahom company, he came to terms with the fact that the
splendour of the old days had gone forever. He concentrated his efforts on trying to capitalise on
the accumulated values - productive assets, facilities, infrastructure, workers skills and
professional contacts- and use themin adifferent way. Instead of tying the town's prosperity to
the company's (externaly induced) consolidation, the mayor's strategy was to promote new
economic activities. Sincethe towns economic possibilitieswererestricted, the management tried
to mobilise additional resources, both inside and outside the community (using the citizens own
savings, finding foreign funding, issuing bonds). An important element of the town's adjustment
strategy was the creation of horizontal networks with other towns.

The situation of Nova Dubnica was considerably worse. The town was established for one
specific function. Oncethis function beganto disappear, the whole existence of the settlement was

2 This exchange was organized through private employment offices set up in the region.
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placed in jeopardy. Evenif the local management was much more imaginative, neither the town's
endowments, nor its position gave it much manoeuvring space.

Case 3. ZTS Hrinovske Strojarne a.s. and PPS Detva companies — Detva town — Detva
district

The company Hrinovske Strojarne a.s. islocated in central Slovakia, in adeep valley, less
than 20 kms northeast of the town of Detva. The enterprise produces motors and spare partsfor
vehicles and for agricultural and construction machinery.

Intheformer Czechoslovakia, Hrinovske Strojarne enterprise had been astandout company.
Thanks to its defence-related activity, its technology level was outstanding and full-shifts
production schedules were unable to meet customer demand. At the beginning of the crisis, in
1990-92, prospects seemed good for a successful adjustment, based primarily on the company’s
long-standing cooperation with the Italian Fiat Company. However, an over-emphasis on
maintaining employment levelsrather thanimproving productivity diminished foreigninterest and
led to new, unproductive production, even “make-work”, to maintain employment.

In 1996, the company’s new general managers introduced a thorough restructuring
programme. Thenew emphasiswason increasing productivity, asameansto increase production
and induce employment gains. The new strategy was based on the company’s assets. good
technology base, highly skilled workforce, and increasing demand for defence-related products.
Aninternal and external audit of enterprise assets led to a thorough reorganisation of the entire
management and production system. One of the principal strategic aims of the company was to
obtain 1SO 9001 certification by the end of 1998.

The whole internal system of decision-making and management was decentralised. Work
was reorganised in small teams, whose leaders had direct responsibility for the organisation of
work, cooperation with other teams, remuneration and other personnel questions. The internal
information system was simplified and made more direct. Between 1996 and 1997, with the
fundamental reorganisation of the entire enterprise, Hrinovske Strojarne achieved the goal of
doubling its productivity.

The production structure was reshaped aswell. Asof end 1997, defence-related production
represented approximately 33 per cent of the company’s output. Another 30 per cent was
accounted for by the production of automotive gearsfor vehicles and construction machinery and
another 20 per cent by the production of aggregates and mountings for agricultural tractors. The
rest, about 8 per cent of output, was fabrication of specia tools and instruments. The past’s
monocultural production structure has disappeared.

In October 1997 Hrinovske Strojarne employed 999 people. At its peak, in 1988, the
company had 1,600 workers. The company management employed asel ective labour-force policy
in carrying out the downsizing in order to increase productivity and improve the workforce
structure.

Hrinovske Strojarne was privatised through the direct sale method. Unfortunately the
privatizationdid not provide cons derable new resourcesfor the company. Despitethe spectacular
improvement of the enterprise’s economic activity and the high demand for its products,
Hrinovske Strojarne had to struggle with everyday survival problems due to lack of liquidity
(Hrinovske Strojarne a.s. 1997).

The company PPS Detva was established in 1955 to produce machines for the defence,
construction and agriculture industries. In the late 1980's, 60 per cent of the company’s output
was military-related, 30 per cent was construction and earthmoving equipment and 10 per cent
was specia purpose tools and machines. As of May 1990 output had dropped by 45 per cent and
employment by 50 per cent.

To compensate for the decline of its military markets, the company tried to expand its
civilian production. It has been developing new lines of construction equipment and began to
produce componentsfor Western companies, suchasJohn Deere, Bitelli and Hannomag-K omatsul.
PPS Detvahas managed to expand itsexportsto both Eastern and Western markets. Despitethese
positive developments, as of 1994 the company's prospects were rather limited due to its grave
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financial problemsand insecurity concerning itsprivatisation. The enterprise wasbankrupt and had
huge debts and non-sallable inventories related to its military production (World Bank, 1994. p.
65.).

Until 1989 PPS Detvacomprised 12 enterprisesand employed 14,000 peopl ein East-Central
Slovakia. In 1990 there were 6,700 employeesin the four Detva-based factories. In 1997, 2,450
people worked in the factory (Detva, 1997).

By late 1997 PPS Detva's problems were ill unresolved. The company was still in a deep
financial crisis. To reduce operating costs, theworkforcewasradically cut back and the enterprise
only worked four days aweek. The problem of privatisation al so remained unresolved. PPS Detva
was under the control of the National Property Fund and there were no clear guidelines about its
future.

The town of Detvain central Slovakia has 15,500 inhabitants. In July 1995, it became the
administrative centre of its district. The town’s new leadership aimed to convert Detva into a
flourishing regional centre.

A principal adjustment strategy was to encourage new business startups. Administrative
procedures to start new business were made more transparent in order to encourage would-be
entrepreneurs. The town of Detva rented premises or sold property for new establishments,
lowered taxesfor some, and forgave taxestemporarily for young first-job seekerswho set up new
enterprises. In some cases the town mediated between banks and would-be entrepreneursto get
loans.

Indirect measures, for example road construction, establishment of anew digital telephone
network, doubling electricity distribution capacity, and establishment of two new banks also
facilitated entrepreneurship. Some of these investments benefited from the Slovak government’s
projects to develop infrastructure and the service sector. Before 1996 there were 896
entrepreneurs, in 1997 there were aready 1,100. The new businesses were predominantly small
and medium-size enterprises, inretail trade and inthe service sector. Several new companieswere
set up to market PPS Detva's products.

Asof October 1997, the town’ sunemployment ratewas 12 per cent. The proportion of first
job seekers and unemployed Romas was rather high. The town's management hoped that PPS
Detva would be privatized soon and a new production profile would be defined. If the company
overcame its crisis, on the basis of the local skills and aready existing infrastructure, a whole
network of sub-contractors could be created in Detva and its region (Detva, 1997).

Theregion district of Detva consistsof the towns Detva and Hrinovaand 13 villages. It has
35,000 inhabitants. The new regional administrative division presents new opportunitiesand new
challenges to the district.

In 1989, the company PPS Detva produced some SKK4.5 billion worth of output that
accounted for 65 per cent of the GDP of the Zvolen district, the administrative region to which
it belonged at that time. Current district management did not think it possible to substitute this
output with the production of smal and medium level enterprises. They saw the solution in the
consolidation of PPS Detva.

Unemployment has held steady at 9 per cent in the district sincethe early 1990's. It hasbeen
addressed principaly by the local Labour Office. The nearest business information centre was
situated in nearby Zvolen (28 kmswest of Detva). The regional management of the Detva district
hoped that eventually alocal office of this centrewould be opened in Detvato assist and promote
business devel opment. Small-scale productive establishments carried on the region’'s handcraft
traditions. Therewereplansto devel op agro-tourism based ontheinteresting natural and historical
monuments of the region.

Conclusion:  The case of PPS Detva resembled that of ZTS TEES Martin and Dubnica.
Despite quite remarkable efforts, the company had a prolonged crisis, the solution of which
seemed to depend exclusively on state authorities. The situation of these three former pillars of
the Slovak military triangle was the worst among al military related producersin Slovakia. Their
size, complicated internal productive and organizational structure and their production profile,
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heavy machinery and, specifically, heavy weaponry, made their restructuring efforts much more
difficult and demanding than that of others.

The mayor of Detva placed his vision of the future of the town in the framework of the
general economic recovery of Slovakia. He was close to government circles and seemed to know
how to use his knowledge and connections for Detvas benefit. Despite important efforts to
promote new economic activities, the mayor, as well as the representatives of the regional
development office, insisted that the region'sfuture depended on the consolidation of PPS Detva.

ZTS Hrinovske was an example of very successful enterprise restructuring. This
performance was even more impressive because the dynamic company manager and his team
followed a different philosophy than the one promoted officially. They targeted first increasing
productivity and intended to maintain (or increase) employment only in correspondence with
future production gains. Despite aradical streamlining of both management and the production
process, promising future prospects, stable external contactsand aformally private ownership, the
company’s survival depended on a state decision to write off the financial burdens accumulated
in the past.

Again in this case, the approaches followed by enterprise and region administrators were
inconsistent. While the leadership of the township Detva aimed at broad restructuring, the
management of PPS Detva chose a go-steady stay-with-what-we-know approach. The balance
was just the opposite at the regional level, where district leadership was less innovative and
management of ZTS Hrinova more eagerly pursued radical enterprise transformation options.

Case 4. Slovenske L odenice company — Komarno town

The company Slovenske L odenice was founded on the Danube in 1898 as an affiliate of a
large steamboat company based in Gyor, now in Hungary. By the end of the 1950's the enterprise
had become the largest shipbuilding manufacturer in Eastern Europe. The change of the political
system presented multiple challenges to the company: Its Eastern markets collapsed, it faced
multiple transformations leading to its privatisation and it had to undertake conversion.

To be able to survive Slovenske Lodenice had to carry out both product and market
conversion. Before 1989 it produced large series of river boatsfor the Eastern European market.
After the political turnover it had to shift to maritime ships for West European markets. Today
Slovenske Lodenice has a 10 per cent share of the European market, gained with the help of a
German partner and on the basis of 10-15 per cent lower production costs than its competitors.
Sixty per cent of its exports go to Germany, 40 per cent to CIS countries. In 1997 Slovenske
L odenice was one of the strongest companies and largest exporters of Slovakia.

Conversion of the military related productive assets posed other difficulties. In 1970,
according to a government decree, the major Czechoslovak heavy machinery producers were
united in the ZTS trust, based in Martin, in which, as a main defence producer, Slovenske
Lodenice was a partner. It produced turrets and parts for armoured vehicles. Defence-related
production occupied only 200 people, out of a 4,700 strong workforce, but represented 40 per
cent of the company's revenues.

In 1989-90, military-related production came to a halt. The company management decided
to convert the defence-related facilitiesinto production of 1 SO containersand chassis production
for agricultural machines and vehicles. They received considerable government support for the
project. The single-purpose technology used for the defence-related production was mostly
liquidated, partially sold. During the reorganisation of the enterprise, the container-producing
division became an independent company. By the time the investment was finished, the world
market for contai ners has lumped. Dueto the lack of marketsand itsfinancia difficultiesit isthe
most problematic daughter company of Slovenske Lodenice.

At present Slovenske Lodenice consists of a mother company, with 2500 employees, and
10 daughter companiesthat employ approximately 1000 people. M ost of theworkforcereductions
were carried out through early retirements. Many of the retained workers, formerly employed in
the military division, were retrained in the use of new automated technology introduced for the
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containers production. Some white-collar workers also participated in language and computer
skillscourses. Inadditionto these major structural changes, important organi sational changestook
place at the company as well. In 1995 Slovenske L odenice received the ISO No. 9001 Quality
Certificate. In 1991 Slovenske Lodenice became a shareholders company and in 1992 it was
privatised. At present it is 100 per cent privately owned.

Slovenske L odenice was one of the very few Slovak companies that liquidated completely
itsdefence-related productive assets. Its situationwas however comparatively easy, since military
related production had been established relatively recently, asan additionto itscivilian production
profile. Conversiondid not pose major technological problems, but did create substantial financial
and marketing difficulties. Even though the defence-related activity was relatively minor, it was
aprincipal source of revenues for the company. The financial losses, and costs of technological
changes, were partialy compensated by state (Czechoslovak) subsidies but the problem of
succeeding in new markets had to be addressed at the enterprise level.

The two towns of Komarom and Komarno form one of the oldest settlements of the
Carpathian basin, situated where the Vah River meetsthe Danube, in alarge, fertile valey on the
Slovak-Hungarian border. After the first World War the town was divided into two parts, the
Southern part, Komarom, belonging to Hungary, the Northern part, Komarno, to Czechoslovakia,
at present to Slovakia. A bridge connectsthetwo parts. Komarno has apopulation of 38,000, two
thirds of which belongsto the Hungarian minority. Thanksto itshistorical heritage, it isone of the
most sophisticated Hungarian-Slovak settlements.

Slovenske Lodenice was and is the largest employer of the town. All the other relatively
important enterprises were liquidated or were separated into small, independent units. In
connection with the production of Slovenske Lodenice, adepartment of the Slovak University of
Technology was also established in Komarno.

The situation of Komarno contrasts sharply with that of Detva. Whereas small enterprise
development was a cornerstone of economic redevelopment in Detva, no new maor
manufacturers had been established in Komarno since the political changes. The several new
companies that had been established were small and in retail, personal services, or construction.
Whereas the |ocal government agencies in Detva had been able to access state investment funds,
Komarno’ scity leadership was severely restricted initsown authority and was unable to mobilise
external economic resources. In 1997, there were no local taxes under the competence of city
agencies and the main sources of revenue were service fees and rents. Applications for state
funding of development projects, real estate and post-secondary education training institutions
have been denied. Local government officials attributed these political problems to the historical
connections to Hungary and the large proportion of Hungariansin the town’ s population. Before
the political changes, Slovenske L odenice drew workers from Hungary, and many women from
Komarno commuted to the Hungarian Komarom-based textile factories. After 1989, it was the
“foreigners’ who lost their jobsfirst, on both sides of the border. In 1997 in the region of Komarno
unemployment reached 12-18 per cent, in the town it oscillated between 12 and 13 per cent.

Conclusion: The company Slovenske Lodenice and the town of Komarno did not
coordinatetheir efforts. A while after the political system changes Slovenske L odenice suspended
its welfare functions in Komarno. Once the company's economic situation became relatively
consolidated, sponsoring was partially renewed. The city and the enterprise at the same time did
not cooperate for joint development. The reason for this might be that Slovenske Lodenice
enjoyed ardatively good position and was one of the successful examplesof the Slovak industrial
recovery. The company management had good contactsin Slovak economic and political circles
and had excellent foreign relationships. In away it did not need local support: The major factors
determining itsfuture development were decided at different levels. At the sametimethe situation
of thelocal administrationof Komarno wasrather delicate. Too closerelationship might have been
considered politically disadvantageous (because of the ethnic composition of the town). Thetown
management was resigned to struggle by itsdlf, trying to find alies outside the community,

principally in Hungary.
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Table 3. The companies, Slovakia

ZTS TEES Martin ZTS Dubnica nad Vahom PPS Detva ZTS Hrinovske Strojarne Slovenske Lodenice

Workforce 1987:16,000 1987:17,000 1987:14,000 1988:1,600 1988:4,700

1997:4,000 1997:4,900 1997:2,450 1997:1,000 1997:2,500 (+ 1,000)

) =-12000 ) =-12100 ) =-11550 ) =-600 ) =-1200

Output 1988: Csk 14 bn 1987: CSK 7 bn 1988: Csk 2.5 bn n/a 1997: SKK 2.9 bn

1997: SKK 2.5-3 bn 1991: SKK 4 bn 1991: Csk 1.1 bn

Military production’s 1988-89: 60-70% 1987: 75% 1987: 60% 1989: 80% 1988:40%

share of output 1997: 5-10% 1997: 5-10% 1997: - 1996: 0 1997: 0
1997: 33%

Survival strategy

Organizational changes

Ownership status

Situation in 1997

Diversification, military
production is maintained at a
reduced level

Decentralization, daughter
companies

State-owned

Severe financial situation,
uncertain future prospects

Diversification, military
production is maintained at a
reduced level

Decentralization, daughter
companies

State-owned

Severe financial situation,
uncertain future prospects

Diversification, military
production halted

Decentralization

State-owned

Difficult financial
situation, uncertain
future prospects

Diversification, increasing
military production after
1996

Radical internal
reorganizing and
restructuring

Private

Difficult financial situation,
good economic possibilities

Diversification, completed
conversion

Radical internal
reorganization and
restructuring

Private

Unresolved financial
situation, good economic
possibilities
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Martin Martin district  Dubnica nad Vahom Nova Dubnica Detva Detvadistrict Komarno
Population 60,000 97,000 27,000 13,000 15,500 35,000 38,000
Unemployment 9% 9.7% 8% 9% 12% 9% 12-13%
Locd initiatives Development of n/a Intense promotion Plans to improve Promotion of Plans to promote Development of
culture, of economic life conditions economic and tourism culture and
infrastructure and devel opment infrastructure infrastructure
tourism devel opment
Enterprise-region Passive, dependence  Passive, dependence Increasing regional  Passive, dependence Dependenceis still  Passive, dependence Passive
cooperation is strong isstill strong autonomy is still strong strong isstill strong
External economic Not important Possibility to get Foreign financial - State funds for State funds for -
assistance state subsidies assistance, development development
cooperation, bonds projects projects
Situation in 1997 Difficult Difficult Improved, with Difficult Improving, with Difficult Difficult
good future good future
prospects prospects
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2. Hungary

Case 1. Videoton company — Szekesfehervar town

The company: In 1987, when the Hungarian defenceindustry wasat itspeak, Videoton was
the eighth largest industrial enterprise and the third largest exporter of the country. It employed
approximately 20,000 workers, about one third in the military-related production. In 1988, 35.5
per cent of the company's output was defence-related (Figyel 6, 14 February 1991). The military
divisionproduced radio reconnaissance and jamming systems, radio receiversand transmittersand
aerial systems. In 1991 the company went bankrupt and was bought by aconsortium of Hungarian
private entrepreneurs.

The company's new owners established Videoton-holding that consisted of 16 enterprises
created from the remnants of the old Videoton. Videoton's assets, activity and development
potential were systematically analysed. New accounting, organi sation, informationand motivation
systems were introduced that aimed at increasing efficiency.

In 1992 financial stability was achieved and from 1993 onwards the company has become
profitable. When sold in 1991, the company had 6,000 employees. By the end of 1996 their
number had already grown to 10,000.

Videoton not only managed to survive the crisis but succeeded in restoring its position as
one of the country's major companies on the way of becoming a genuine economic empire.
Videoton had daughter companiesin several Hungarian towns, both in the Transdanubian region
and the eastern part of the country. It aso founded new joint ventures in Russia, Ukraine and
Romania. Inlate 1996 the Videoton|eadership undertook the crisis management of the other large
industrial enterprise of Szekesfehervar, the Ikarus bus-making company that had been in a state
of crisis since the political system changed in 1990.

The diversification of the Videoton company was based on the new management’s
acceptance of the ideathat Videoton would not become aworld leader initsproduct lines, since
it lacked the necessary technol ogical level and capital for asignificant advance. Anintense contact-
building and marketing campaign waslaunched to find new work, new marketsand eventually new
capital infusions for the company. At the beginning, Videoton undertook smple sub-contracting
work for itsmajor competitorsin the consumer electronicsmarket, for example Akai, Philips, ITT-
Cannon and IBM. Later the range and forms of activity widened, from simple assembly work to
establishing joint ventures and launching joint development projects. Business partners included
companies from the US to Ukraine. Emphasis was aso placed on maintaining or reviving the
former Videoton's connections in other Eastern European countries, principally in the former
Soviet Union. Since partners were often unable to pay in cash, initially business was carried out
on the basis of barter arrangements. Part of the former state-owned enterprise’s enormous
industrial property was turned into an industrial park. Foreign companies rented space there,
providing additional revenues for the company and job opportunities for its former employees.

The radical restructuring of the Videoton Company included the military-related branch as
well. One of the holding’s independent companies, Videoton-Rendszertechnika continued the
production of military telecommunication and reconnai ssance systems. 1n 1994 the company had
a staff of 200, but including its subcontractors, around 1,000 people were employed on its
projects. In 1993 the share of military-related production in the whole holding company's output
reached 20 per cent and further increases to 33 per cent were planned. By 1992 the Videoton-
holding became so strong financidly that it entrusted Videoton-Rendszertechnika to create a
subcontractor system to meet its increasing orders. The handful of companies that managed to
survive the crisis of the once outstanding Hungarian electronics industry were re-united under
Videoton-Rendszertechnika as a prime contractor.



31

Borsod/Zemplen

]
Sirok

= Budapest
m Szekesfehervar

HUNGARY

The town Szekesfehervar, one of the oldest Hungarian towns, is located about 100 km
southwest of the capital, Budapest, and north of the lake Balaton. The town's present population
is 107,000. The collapse of the CMEA and WTO pushed the town’s maor companies and
Szekesfehervar into a deep crisis. Unemployment reached 30 per cent, much higher than the
national average. Thelocal self-government wasin adesperate financia and political crisis. When
the large-scale enterpriseswent bankrupt, their social infrastructurewastransferred free of charge
to the self-government. This was one of the reasons for the town’s significant budget deficit.
They had to maintain and eventually reconstruct obsol ete facilities, for example extensive home-
heating systems.

In 1992 the city management elaborated a large-scale programme to overcome the crisis.
Their strategic target was to diminish unemployment radically. The self-government prepared a
compact information package about the town's assets and development potential and sent it to
numerous foreign economic forums and to Hungarian embassies or consul ates abroad. The city
set up an "Economic development and city marketing office” to create contacts and facilitate
investment in Szekesfehervar.

The administrative procedures necessary to set up a new company were streamlined and
smplified. To illustrate how effective Szekesfehervar’'s “quick start” assistance had become, in
1996 IBM needed only six months to start production after making its site selection decision.
Loca enterprise taxes were reduced. For loca small and medium- scale entrepreneurs an
Incubator House was set up in an abandoned military barrack. Other facilities vacated by the
Soviet military were also converted: anair basewas converted into anindustrial park and aschool
was turned into a vocational training centre. The vocational school tailored its curriculumto the
needs of newly-arrived foreign investors and local companies.

Initially Szekesfehervar offered general tax holidays for potential foreign investors. Some
foreign companies took advantage of the five years tax holiday and when it came to an end
transferred their plantsto other locations. In 1997 the city management introduced a selective tax
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policy, according to which, in the future, only those new investments that corresponded to the
town's development projects would enjoy specia advantages.

The local authority took over some abandoned, formerly military-related properties and
entrusted themin anindependent holding, in whichthe city council held ashare. In 1997 alogistics
service centre was planned with funding from German, French and Italian official development
projects.

By the end of 1995 Szekesfehervar had overcomeits crisis and was on its way to become
aflourishing regiona economic centre. It had three industrial parks and an enterprise region and
hosted companies from 12 countries.® Although the city's management till struggled with
financia problems, by 1995 industria output had grown by 48 per cent and unemployment had
dropped to 9.6 per cent, which was below the national average (Figyeld, 19 October 1995). By
1997 the rate of unemployment had dropped further, between 6 and 7 per cent, and most
unemployment was considered temporary rather than structural. The development of
Szekesfehervar may act as a catalyst at the regional level as well, as the benefits of the city’s
development are already felt initsimmediate region. In the surrounding townshi ps unemployment
has practically disappeared.® Several townsin Hungary regard Szekesfehervar asamodel and try
to cooperate with it and learn from its experience.

Conclusion: The success of Videoton holding was possible thanks to the mobilization of
both economic and political forces, drawing resources from both the state and the private sectors.
The head of the holding company was able to use his reputation and political connections to
mobilise the necessary capital, credits and contacts in the interest of the company.

Whatever theimportance of theseinputsof apolitical nature, they could not have succeeded
without agenuine, professional restructuring of the company (aswas shown to be markedly absent
in the cases of ZTS TEES Martin and Dubnica, for example). It was the reorganisation of the
management, production and marketing activity that led to asignificant increase of efficiency and
profitability and to the company'simpressive expansion. Defence-rel ated production remained one
of the most lucrative profiles, but it was not the only one.

The restructuring of the town of Szekesfehervar was exemplary. The city management was
able to capitalise on the city's assets, design a dynamic development strategy and mobilise both
internal and external resourcesto carry it out. They also manifested an impressive flexibility and
openness towards new challenges and possibilities. By 1997, the city was planning major
infrastructure projects— new sewage, water supply and road construction— al coordinated with
the development plans of the major companies. The harmony between the ambitious enterprise
management and city leadership was very fortunate. Both sides recognised the advantages of
cooperation and decided to coordinate their projects. These simultaneous and partially related
programmes led to a virtuous development cycle that benefited not only Videoton and
Szekesfehervar, but the whole region.

The military heritage became an important devel opment asset, for both the enterprise and
the town. Workforce, know-how, informal networks, technology and facilities were eventually
reused in non-military endeavours and contributed substantially to the dynamic transformation of
the enterprise and the region.

Case 2. Kwattro-Ajkai Elektronikai Kft. company —Ajkat own

The company: The predecessor of the Ajkai Elektronikai Kft. was established in 1962, as
abranch company of the former Videoton state-owned enterprise. In 1978 the mass production
of military radio systems for the Soviet market was transferred here. This specialisation brought
significant new investments. new buildings, infrastructure and machinery were installed. The

= Companies included Ford, several branch companies of Philips, Parmalat, Loranger, Nokia, Wienna Plex, IBM,
Stollwerk, Shell, Emerson and Alcoa-Fujikura.

% Local entrepreneurs had already begun to put out work to the less devel oped eastern part of the country.
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company went bankrupt in 1991 and was sold that same year, in a closed privatisation deal, to
Kwattro Ltd.

At the peak of its production, the company employed 2,800 persons. In 1991, when the
company was sold, the new ownerspromised to keep 500 empl oyees out of the 792 who were still
working there. In 1992, Kwattro’ ssole productionwas minor sub-contracting to other companies.
Large-scale development plans however envisaged participation in the development of the
Hungarian telephone network and the revival of the defence industry. The new general manager
had decided to introduce anew work-organi sation system, based on projects. | ndependent project
leaders were expected to act as private entrepreneurs, finding new orders and organising
production (Eorsi, 1992).

In 1996 Kwattro went bankrupt and was liquidated. Its successor, Ajka Elektronika Kft,
with 250 employees, was founded by two Hungarian private companies - related to the owners
of Videoton holding. Videoton backed the company both financialy and “ spiritualy” helping it
to reorganize production, get new orders and set up new business contacts.”®

The historical town of Ajka has some 35,000 inhabitants and is also located in the
Transdanubian region. Inthe past Ajkawas one of the typical “socidist” towns, with an economy
based on traditional heavy industry. After 1990 the town sank into a deep crisis.

In 1994 the town’ s new management launched acomprehensive restructuring project. First
cultural events, industrial exhibitions and conferences were organised. The city management
elaborated some development projects and through its new contacts (established principally
through the above mentioned events) succeeded in mobilising external financing for its projects.
The city management’s first major development projects were the reconstruction of the city
garbage collection and disposal system, the renovation of the hospital and the establishment of the
industrial incubator. Once these first developments began to function, they attracted other
projects and mobilised support by the town's citizens as well.

Ajka had a unique, “preventive’” unemployment programme. The city management was
awarethat workforce reductions had not yet ended. Dueto government decisions, three minesand
a coal-based power plant were expected to close shortly, entailing another 1,500 job losses. The
self-government hoped that the bulk of the released workforce would be able to integrateinto the
new economic structures created since the political system changes. The city management had
already undertaken some preparatory work, including offering retraining courses to make the
transition easier for these workers.

The town’s projects included other social concerns besides employment generation. Two
flat building projects were launched to stop the process of emigration of young and qualified
people from the town and the whole region. The first was aimed for those in a difficult social
situation, the other (individualy designedliving blocks) for young professionals. The projectswere
financed by loans, some municipal support and the would-be tenants' own savings.

In 1995 an Incubator and | nnovati on Centre was opened. | tspurposewasto provide modest
credits for first-time job seekers and for unemployed would-be entrepreneurs, to inform them
about lega, tax and insurance matters and offer premises at preferential rates. The city's next
project was the creation of an industrial park, "The new Atlantis," that began to functionin early
1998.

Besides putting in place basic ingtitutions to promote economic activity, the town directly
supported the creation of new enterprises through its tax policy. Before 1990 there were
approximately 200 small and medium-scale entrepreneursin Ajka. Asof October 1997, therewere

% Accordingtomorerecent information, in 1997 Ajkai Elektronikai Kft. had 450 employees and cooperated with Suzuki-
Hungary, a Szekesfehervar-based Philips company and other German enterprises. It had obtained the 1SO 9002 quality
certificate. (Napi Gazdasag, 11 September 1997 and 26 May 1998).

% Many of the qualified workers who had to leave the former large enterprisesin the early 1990's went to work for the
mines. Even though it often meant a professional degradation, the employment -then - seemed to be stable and the pay was
still relatively high.



34

1,700. According to the Deputy Mayor, most of the new businesseswere set up in order to avoid
unemployment, rather than out of entrepreneuria interest. About 60 per cent of the new
companies were active in retail trade and services, the rest were dedicated to manufacturing
activities. Increasing numbers of these new enterprises were becoming subcontractors of major
Hungarian and foreign firms. Many qualified workersdismissed from Videoton decided to remain
in Ajka. On the basis of their high-tech electronicsindustry skills, several new, private enterprises
were launched.

At the end of 1996 the “New Atlantis regional development association” was created with
the participation of the town of Ajka The am of the Association wasto coordinate and promote
economic, environmental, agricultural and tourist devel opment projects. Some forty communities
participated in the Association, with a combined population of 70,000. By 1997 the economic
bass of Ajka had completely changed and the town was on its way to becoming a prosperous
township.

Conclusion: Kwattro, theformer Videotonbranch company in Ajka, did not manageto cope
with the challenges of independent existence and the heritage of the past in a seriously depressed
economic region. It wasunableto realise the plans envisaged at the time of becoming independent.
A remnant of the original enterprise managed to survive, mostly with sub-contracted work. The
renewed intense relationship with the Videoton holding considerably improved the company’s
situation and future prospects.

Ajkaprovides an example of adynamic, constructive crisis management in atown that had
suffered the collapse of several traditional productive branches, including defenceindustry, heavy
metallurgy and mining. It isnot yet sure that the town will be able to overcome itscrisis soon, but
the local self-government did itsbest to change the negative trends and prompt arecovery. Ajkas
economic base has diversfied and modernised. The way the city management attempted to
introduce preventive strategies to avoid further deterioration of the local economy, its ability to
envisagefeasble futuredevel opment directionsand to mobiliseresourcesand wider alianceswere
also very promising.

The case of Ajkaalsoillustratestheincreasing importance of location and regional relations.
The situation of Ajkais not entirely consolidated yet, but the town is on its way to recovery. In
addition, it is located in a region that has substantial development potential. The whole
Transdanubian region, but specificaly the Szekesfehervar- Veszprem- Ajka- Varpalota -
Szombathely axis are in process of becoming one of the most dynamic regions of Hungary. The
town of Ajkaisready to contribute to and benefit from this prosperity.

Case 3. MFS Magyar L oszer gyarto company — Sirok town

The company Matravideki Femmuvek Sirok (MFS) was established in 1952 to produce
ammunition for hand weapons. It reached its largest size in the mid-1970's, when, together with
abranch company in the nearby Fuzesabony, it employed 3,700 people, 3,000in Sirok alone. The
share of defence-related production was approximately 20 per cent, but due to its profitability,
special status and the related privileges and advantages, it played adecisiveroleinthe enterprise's
life. Before 1989, anaverage of 80 per cent of the military related output was produced for export.
About 30 per cent of the civilian output was sold on the CMEA markets.

By 1991 Matravideki Femmuvek was bankrupt. Both civilian and military markets had
collapsed, it wasindeep financial crisisand the state institutions did not provide further economic
lifesavers for it. Defence-related production came to a halt. At the end of 1994 Matravideki
Femmuvek wasdivided into three spin-off companies. Theammunitionproducing facility, Magyar
Loszergyarto Kft, wasfirst sold to an American-Canadian businessman, but in 1997 the Hungarian
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State bought it back. It is now 100 per cent state-owned. According to present plans, probably
51 per cent of the shares will remain state-owned and the rest will be offered for sale again.?’

The new management carried out a thorough quality and profit-centred reorganisation of
the company. Production was reorganised according to the SO quality control system. On the
bass of the 1SO qualification, Magyar L oszergyarto Kft. received a certificate from the Quality
Control Committee of the Hungarian armed forces for military products. In 1997 approximately
90 per cent of the company’ s output was military related. Since 1994 the level of output has not
increased, but by 1996 the company had aready produced a small profit.

In 1989 in the valley of Sirok there were 3,000 people working for MFS. As of October
1997 therewere 800 people employed at the successor companies. Magyar Loszergyarto Kft., the
wholly-military devoted plant, had 200 employees. Thefirst big wave of redundanciestook place
in 1990-91, when the company’s military orders stopped simultaneoudly with the collapse of its
East European civilian markets. Some people took early retirement, but many became
unemployed, especialy women, unskilled workers and Romas whose chances to find new jobs
were limited.

The company’s principal problem is lack of capital. After becoming independent, Magyar
Loszergyarto Kft. was obliged to create its own administrative and service infrastructure, using
up its last remaining financia reserves. Purchase of the most necessary tools, instruments and
documentation for the introduction of the ISO quality control required a small subsidy from the
Ministry of Industry and Trade. In early 1998 the company was balancing at the edge of
insolvency, dueto its bad debts and relatively modest incomes.

The village of Sirok, with a population of 2,350, is located in a smal valey in the Matra
Mountains in Northeast Hungary. In the past it had formed a joint settlement, in terms of
administration and economic management, with other nearby villages, but recently became
administratively independent.

Until 1985, when Matravideki Femmuvek was still athriving company, workers commuted
to the village from 44 surrounding settlements. Between 1991 and 1993 unemployment peaked
at 20 per cent. It began to diminish lowly in 1994 and by the end of 1997 it was 14.2 per cent.

The local self-government intended to facilitate the quick privatisation of Matravideki
Femmuvek. They declared the plant's estate municipal territory and prepared a plan that made it
possible to sdl the productive units separately, with the property that belonged to them.”® In
1997, 10 companies were in operation on the property of the former Matravideki Femmuvek.

The village leadership tried to promote new entrepreneurship in the settlement. For years
it did not increase the local enterprisetax. It tried to improve the infrastructure, the gas (including
industrial gas), water and telephone networks. The self-government assigned | otsthat wererented
or sold to new entrepreneurs at preferential rates. The most ambitious plan was to convert the
facilities of the former Matravideki Femmuvek into anindustrial park in order to put to good use
its otherwise unused premises.

Sirok, together with 16 other small settlements in its immediate environment, formed a
Microregional Association. The Association hopes to revive agriculture and to re-open two
machine industry plants, a glass factory and various mines that once were relatively prosperous
inthe region. It also envisaged the devel opment of tourism, specifically small-scae rural tourism.?

z TheHungarian State bought back the company for two reasons. First, theforeign owner, instead of injecting new capital

and finding new markets had followed a strategy of realising quick profits, against the company’ slong-terminterests. Second,
a decision was taken that ammunition for soldiers’ hand weapons would be produced by local industry.

» According to the mayor, this was an unprecedented move in Hungary. Undoubtedly there are many legal and financial
complications stemming from the ambiguity of rea estate property relations that jeopardize company liquidation or
privatization processes.

» About 10 per cent of the population of Sirok were Roma. They originally cameto work in the weapons plant, as cheap
and available labour. By the late 1990’s most were long-term unemployed and lived in poverty. The regional retraining
programmes could not help them because they offered higher level programmes while many of the Romas hardly had
elementary education. Roma unemployment was very high in both Slovakia and Hungary. Recent research has shown a high
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Conclusion: Therestructuring of Matravideki Femmuvek-Magyar L oszergyarto Kft. canbe
considered ahal fway solution. The company suffered serious|ossesin employment and production
levels. Magyar L oszergyarto Kft. carried out asignificant internal reorganisation, introducing strict
efficiency and profitability criteria. The company's future, however, was not assured. It wasbased
on one military product that did not have important local orders and faced tough competition in
foreign markets. Thefinancia basis of the enterprise was aso unstable. It is probable that Magyar
Loszergyarto Kft. will survive, thanksto itsdynamic management, the revived official backing and
renewed demand if Hungary joinsNATO. It seemsunlikely, however, that the company will grow
significantly or that its stabilization could contribute significantly to the economic or employment
base of either the village of Sirok or of the wider region.

Matravideki Femmuvek Sirok was aclassic example of an artificial industrial establishment
in aregion where it lacked an historical or economic base. The principal location criterion was
strategic: to hide the plant inthe Matra hills. After its establishment the enterprise was artificialy
inflated withexpansive military productionand dibi civilian production profiles. Asaconsequence
of the transformation crisis, military production decreased to an operationally minimum level and
civilian production to an economically sustainable level. The "extra' capacities, workforce,
territory, establishments, technol ogy, became superfluous. They wereabandoned, made redundant
or only partially used. Thelosseswere principaly born by the workforce and the local community.

A small settlement in Sirok’ s position can do very little to improve such a situation. It has
no means with which to keep up the past's relatively high level of services and its possibilitiesto
find alternative economic activitiesare very limited. The mayor's proposal of creating anindustrial
park appeared to be an excuse to apply for central government funds, rather than a genuine
development project. It was based on the idea of reusing what was left of the once extensive
company assets. Similarly, the micro-regional cooperation aimed to reconstruct the past instead
of finding new types of activities.

Case4. DIGEP AG and EMV companies — Bor sod-Abauj-Zemplen county

The companies Diosgyori Gepgyar Altalanos Gepgyar (DIGEP AG), Hungary's only
important heavy weaponry factory, was established in 1949 to produce large weapons for the
Hungarian and Soviet armed forces.® To utilise fully the large productive capacities, civilian
products such as compressors and machine parts were also fabricated. Their share of civilian
production ranged from 5 to10 per cent. In January 1989 civilian production came to an end and
DIGEP became a 100 per cent military-devoted producer.

In the mid-1980's, when the company was at its peak, the company had a Ft1.2-1.7 billion
worth of annual output. By 1992, production- subcontracted work for another machine company,
had dropped to Ft50 million. In 1983-85, the company employed 1300-1500 workers. By 1994,
the workforce had fallento 450 employees. The company management spent the yearsfrom 1990
to 1994 trying to convince Ministry officias to include DIGEP AG into a restricted circle of
defence-related enterprises that wereto remain state property. Their effortsfailed, principaly on
the resistance of the Ministry of Defence™.

The company remained committed to maintaining military production, even though its
prospects were not promising. Despite rather clear negative signas from the economic
environment and the political establishment, management insisted on pursuing further military
related development, for example developing a new type of grenade launcher. However, no
concrete orders have materialised.

correlation between stagnant regional unemployment and Roma population in Hungary (Abraham-Kertesi, 1996). Local
authorities in both Slovakia and Hungary felt uneasy about the question, although actual treatment (from efforts to further
isolate them to supporting NGOs working in their communities) differed widely across countries and localities.

%0 Originally the production was based on Soviet licenses. There was atime when even the production process was under
Soviet military control.

s The Ministry of Defence declared that the Hungarian armed forces would only need about 10-15 per cent of the
company's output, even if the state had sufficient resources for that much procurement, which seemed rather unlikely in 1994.
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The company’ seffortsto establish new civilian product linesfailed for avariety of reasons.
Heavy competition in both local and international markets foiled a project to produce industrial
pushcarts. World-wide crisis in the mining sector restricted sale prospectsfor mining machinery.
German unification put an end to plansto expand production of spare partsfor aprinting machine
factory, after DIGEP AG had used its last reserves to expand that production line.

DIGEP AG was part of alarge-scale heavy industrial trust, DIGEP. In November 1989 a
liquidation process was started against the company. DIGEP was divided into independent
enterprisesthat were offered for sde individualy. The defence-related enterprise was taken over
by two Hungarian entrepreneurs and renamed Army-Coop in October 1992.

Theprivatisationof DIGEP AG proved to beamajor mistake. Reorg, the state privatisation
agency, sold the entirecompany without preserving the minimum 10 per cent state ownership that
prevailing regulations prescribed at the time. It turned out that behind the two Hungarian
businessmen was a dubious Russian-American corporation. The company' s new management
proved to be unable to reorganise production, find new markets or other work opportunities for
the enterprise. After the first year, during which the new owners were obliged to keep the
workforce (500 persons), according to the privatisation contract, sgnificant redundancies took
place. In November 1994 the company, with its remaining 50 workers, suspended its activity.

The company Eszak- Magyarorszagi Vegyimuvek (EMV) wasfounded in 1949 to produce
gunpowder and its components. By the end of 1960 the company produced gunpowder, drugs,
pharmaceutical intermediary products and insecticides. In 1989-1990 the company not only had
to facethe end of military orders, but the collapse of itslarge-scale civilian marketsinthe CMEA,
principally in the Soviet Union.

In 1986 military-related production came to a hdt at EMV. All facilities, connected to
military related production, including a brand new TNT plant®, became sealed and turned into
"cold capacity".** In March 1992 the company’ sbankruptcy process began. The management tried
to avoid liquidation by finding buyersfor one of itsdivisons that became an independent branch
company, Poran Ltd. Poran was bought by an Austrian firm and has been fairly prosperous.

In 1996 the liquidation agency bought back and reunited the decentralised company assets.
In 1996 the company had a Ft950 millionoutput (principally from sub-contracted work) and even
produced a modest (Ft58 million) profit. EMV was sold in April 1997 to a consortium formed
by Hungarian companies and private persons. After the sale one important problem remained to
be resolved: environmenta damage, whose clean-up was estimated to require an investment of
Ft480-620 million.>*

EMV’ sworkforce peaked at 3,600 persons at the turn of the 1950-1960's. It diminished to
2,400 by the mid-1980's, but when the liquidation process began in 1992, there were still 2,000
people working at the company. In late 1997 there were 480 people working in Poran Ltd. and
approximately 400 workers at the privatised Eszak-Magyarorszagi Vegyimuvek Ltd. Together
with the other minor successor firms, about 1000-1200 people were able to keep their jobs after
the transformation. The rest went to early retirement, found employment elsewhere or became
unemployed.

EMV’sindustria estatewasenormous, comprising threevalleysinthe Bukk Mountainswith
full utilities and roads (in case of natural disaster or war). In the Autumn of 1997 a new private
corporation, Sgjobabony Vegyipari Park Kft. (Sajobabony Chemoindustrial Park Ltd). was set up
to create an industrial park speciaized in the chemica industry. The corporation planned to
reconstruct, rehabilitate and modernizethe industrial estate. Once the estate was rehabilitated and

%2 In 1979 a TNT explosive production plant exploded, killing several workers. Shortly afterwards a new plant was
constructed, with up-to-date Bofors technology.

s Cold capacities are productive assets (technology, materials and workforce) that are maintained and, in theory, can be
activated at any time when they are needed.

b In May, 1998, Eszak-Magyarorszagi Vegyimuvek was sold to the US-based TRI company. The new owners promised
new markets and investments and environmental rehabilitation of a cost of Ft150mn (Napi Gazdasag, 12 May 1998).
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its services functioning properly, Sajobabony Vegyipari Park Kft. planned to invite new, foreign
and Hungarian, companies to establish themselves in the future industrial park.

The region: In the past, Borsod-Abauj-Zemplen county enjoyed special economic and
political importancein Hungary. It wasthe centre of the heavy industry, mining, metallurgy, heavy
chemical and defenceindustries, promotedintensaly during the extensiveindustrialisation process.
Thanksto its economic and political importance, asamajor “working class bastion,” the county
received large-scale subsidies from the state. After the political system changes the region sank
into a crisis that was one of the worst of any area of the country, with a dizzying speed. By the
early 1990’ s it was characterised by aparalysed industrial restructuring, massive unemployment
and dangerously pauperising regions.

Asof October 1997, Borsod-Abauj-Zemplen County wasin the worst situationin Hungary
asfar asthe number and structure of unemployed isconcerned. Therate of unemployment reached
18.9 per cent, the highest inthe country. Approximately 10 per cent of the registered unemployed
were first-time job-seekers and 80 per cent were long term unemployed® (Kelemen, 1997).

In two of the most critical towns, Ozd and Diosgyor, "employment companies’
(foglalkoztatasi tarsasag) were set up to soften theimpact of theindustrial crisis. According to the
Deputy Director of the Labour Office of Borsod-Abauj-Zemplen county, the employment
companies served to reduce political tensions and provide work for alimited number of people.
They were, however, an expensive method of providing an only halfway solution: Therewere il
several thousands of unemployed persons and serioustension existed between those who werere-
employed by the spin-off companies and those who were left out.

Authorities at the county level tried to attract investment by improving the infrastructure,
promoting its relatively well-trained workforce, and creating industrial funds to promote
entrepreneurship. They prepared a study together with the University of Heavy Industry of
Miskolc, trying to identify the county's development potential. To facilitate entrepreneurship in
the county, some new ingtitutions - a county level development bank, the Rakoczi bank, the
Labour Office and an Enterprise Development Foundation - were established.

According to county management, the main obstacle to development isthe lack of foreign
investment. The county’s share of total FDI in Hungary is only 2 per cent. However, even the
investmentsthat have materialised have created few replacement job opportunities. A foundry in
Ozd was sold to a German company but efficient production requires only a small portion of the
original workforce. Foreign entrepreneursinvested in modernising and expanding marketing for
the historical vineyards of Tokay, but did not create new jobs. The privatization of some major
chemical companies did not have important employment-generating effects either.

Another major bottleneck is transportation, with roads and inter-county transport facilities
rather underdevel oped. Projectsunder consideration included transforming an abandoned Soviet
airbase into a smdll civilian airport and extending the major East-West highway to Miskolc and
beyond to the Ukrainian border.

% Sixty-eight per cent of the unemployed had been looking for a job for more then two years.
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Videoton Kwattro-Ajkai MFS-MLSZ DIGEP AG-Army-Coop EMV
Workforce 1988: 20,000 1988: 2,800 1989: 3,000 1985: 1,300-1,500 1987: 2,400
(6,000 in defence production) 1997: 250 1997: 800 1994: 50 1997: 400
1997:10,000
(200)
) =-10,000 ) =-2,550 ) =-2,200 ) =-1,250 ) =-2,000
Output 1988: Ft 20 bn n/a 1988: Ft 4.0 bn 1987: Ft 1.2-1.7 bn 1997: Ft 950 million
1994: Ft 14 bn 1991: Ft 1.2 bn 1992: Ft 50 million
1996: Ft 18 bn 1997: -
Military production’s 1988: 35.5% 1988: 60% 1989: 20% 1989: 100% 1987:30%
share of output, 1988 1994: 20% 1998: - 1997: 90% 1997: - 1997: 0
Survival strategy Diversification, military Diversification, complete halt Speciaization on Specialization on military Diversification, complete

Organizational changes

Ownership status

Situation in 1997

production is maintained at a
reduced level

Radical internal reorganization
and restructuring

Private

Good

of military production

Internal reorganization

Private

Improving

military production

Decentralization, radical
internal restructuring

State-owned

Uncertain, despite
relatively good
performance

production

Decentralization

Private

Suspended

halt of military production

Decentralization

Private

New chances for survival
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Table 6. Theregions, Hungary

Szekesfehervar Ajka Sirok Borsod-Abauj-

Zemplen county

Population 107,000 35,000 2,350 742,000
Unemployment 6-7% 8.4% 14.2% 18.9%
Locd initiatives Comprehensive city Comprehensive city Development of Development of

development project  development project infrastructure economic
infrastructure
Enterprise-region Good cooperation Cooperation  No common projects Formal
cooperation beginning
External assistance Foreign capital State funds for Possibility to get State funds for
investments, foreign  development, foreign State funds development
financing financing
Situation in 1997 Good Improving, good Difficult Very difficult

future prospects

Conclusion: The management of DIGEP AG and Eszak-Magyarorszagi Vegyimuvek was
unable to carry out a genuine internal restructuring process and assure the company's future. In
the crucial period 1990-1994 both companies management concentrated their efforts on
maintaining the status quo, instead of looking for alternatives for the future. There were many
external obstacles beyond the company's competence as well. Both enterprises are in heavy
industry, which is rather difficult to convert. For several years the respective Ministries seemed
to beunableto reach aconsensusonwhether preservation of the two companieswasindispensable
for the country's defence. This uncertainty, in turn, blocked decisions at the enterprise level (or
at least was amajor pretext for postponing important decisions).

In addition, the privatisation of both companies turned out to be rather unfortunate. The
foreign buyers wanted to purchase the company for only short-term, ill-defined purposes, not
having in mind the long-term interests of the enterprise and its employees. In principle the state
privatisation agencies should have examined both cases better, but seemingly they were in no
position to do s0.%

In the case of DIGEP- Diosgyor, the problems of local unemployment and economic
recovery were addressed principaly by the centrally founded Employment Office. In Sgjobabony,
according to the representatives of Eszak- Magyarorszagi V egyimuvek, the local self-government
wasrather passive. Theinitiative of converting the company’ sindustrial property into anindustrial
park was completely private, launched by a former employee of Eszak- Magyarorszagi
Vegyimuvek.

The county management of Borsod-Abauj-Zemplen seemed to accept the position of
depressed region with acertain resignation. Therewere some local effortsto improve the state of
affairs, but they did not seem to have a major impact.

% According to the representatives of each of the companies, the management strongly opposed the deals in both cases.
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V. Conclusions

1. Defence industry restructuring at the national level

In the past the principle player that created and maintained the defence industry in East
Central Europe was the state. Government decisions established and maintained military-rel ated
enterprises and created privileged conditions for them for decades. Their respective regions have
also enjoyed preferential treatment. After the political system changed, the state no longer assured
privileges that had guaranteed survival of defence industry enterprises. The sector suffered a
dramatic collapse that had serious consegquences on employment and regiona devel opment.

In Hungary, after the first, dramatic manifestations of the crisis, further erosion and
disintegration continued in the sector in the early 1990s. This was the result of inconsistent
government policy and the chaotic changes created by the recently introduced market forces and
the sector’ s spontaneous reaction to these changes. By late 1997, the Hungarian defence industry
had consolidated. It was diminished in sizeto alevel at which it can survive by and large on its
own. Eventual politically-motivated government assistance and foreign capital infusions could
improveindividua companies development potential but are not the principal factorskeeping the
sector alive. The Hungarian defence industry’s structure at present is shaped principaly by
exogenous market forces. It does not correspond to “natural” needs of the armed forces or
political needs (state level decisions).

In Slovakia by contrast, the principal argument for rescuing and promoting the defence
industry was to make it able to meet the needs of the modernized Slovak armed forces and to
expand exports. Politically articul ated needs determined both the sector’ s survival and structure.
Multiple government interventions aimed at avoiding further collapse and even more radical
transformation of the sector. All defence industry enterprises were forced to diminish radically
their output and workforce, but none was closed down. In this still quasi-protected environment
very few companies carried out genuine enterprise restructuring. Despitethe fact that the bulk of
the defence-related companies have been formally privatized, their survival still depends on active
state participation.

In Hungary, companieswere moreexposed to market pressures and wereforced to struggle
for survival. There were more companies that had to go through a genuine restructuring and at
the same time more went bankrupt or shrank to minimum levels. In Slovakia, companies were
more protected and less obliged to carry out comprehensive enterprise streamlining. In both
countries the changes were achieved with enormous material and human losses. Active state
intervention and financia contributions in Slovakia do not seem to have diminished significantly
these losses. It is gtill an open question whether defence industry restructuring will continue
absorbing scarce devel opment resources or whether the latest revitalization programme will help
to create viable economic units and put the sector on a self-sustaining track.

In addition to the state and the increasingly active enterprise management, in the 1990's a
new actor, foreign capital, began to play arole in the transformation of the defence industry in
East Central Europe. In Hungary, foreign capital participated in some defence enterprise
privatization and development projects. The military dimensionwas generally an attractive factor
when an enterprise was bought, but there were no specific military-related projects carried out
with foreign cooperation. In Slovakia, there were fewer cases of foreign participation in the
privatization process, but some cases of foreign capital involvement in military development
projects.

At the beginning of the transformation process in East Central Europe there seemed to be
a wide consensus that privatization was going to resolve the problems of ailing state-owned
enterprises. Due to their political and strategic importance however, the privatization of the
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defence industry enterprises was more contested than that of other companies, both in Slovakia
and Hungary. The long insecurity and difficulties surrounding their privatization had asignificant
negative impact on enterprise performance.

By the end of 1997 most Hungarian defenceindustry enterpriseswerein private hands; only
arestricted group of companieswereto remain under state control. Most Slovak companieswere
formally privatized but were under the de facto control of state-owned banks, institutions or
companies. The evidence of the case studies suggests that neither quasi-state nor shaky private
ownership can resolve the deep-rooted problems of the defence-related companies. Asthe cases
of ZTS TEES Martin, ZTS Dubnica nad Vahom or PPS Detva show, the maintained state
ownership usualy isunableto provide sufficient financial resourcesfor the necessary restructuring
and rarely induces strict efficiency criteria. At the same time privatization turned out to be
disastrous in the cases of DIGEP AG and MFS-Magyar L oszergyarto. The change of ownership
only helps the company if it creates genuine owners with long-term perspectives and ability to
mobilize capital for the inevitable restructuring of the firms. A genuine change of managerial
attitude is indispensable both at private and state-owned companies.

2. Defenceindustry restructuring at the enterprise level

The crisis of the defence industry first caused panic and paralysis at the enterprises. Later,
enterprises tried to adjust through various survival strategies. There were two crucial questions
company management had to decide: product profile changes and enterprise reorganization. As
far as production profile changes were concerned, the options ranged from compl ete conversion
into civilian production to becoming entirely military-oriented. Reorganization measures varied
from formal reorganization and decentralization of the company to genuine enterprise
restructuring. These measures are shown in synopsisformin Table 7.

In order to survive in their new economic environment, al enterprisestried to reduce their
overhead costs radically. Massive redundancies, internal reorganizations, reduction of working
hours, transfer of social services and productivity enhancing measures served this purpose.
Enterprisereorgani zation, radical decentralizationand the creation of new, independent companies
fromthe previous enterprise divisons aimed to both reduce costs and increase productivity. The
numerous layers of hierarchical decison-making were gradually eliminated and the internal
structures of the remaining companies were aso streamlined. As part of the cost-reduction
measures, most of the enterprises sold or rented out their social service network or transferred it
free of chargeto the municipal authorities. Interestingly enough, companiesin the worst financia
state, ZTS TEES Martin and ZTS Dubnica nad Vahom, put a specia emphasis on preserving at
least some of their once broad social services. All companies were forced to carry out drastic
reductions of workforce.

Four companiesinthe sample, PPS Detva, Slovenske L odenice, Kwattro and EMV decided,
or were pushed, to carry out a complete profile change. PPS Detva, Kwattro and EMV werein
asevereeconomic situationand the latter two could only survive because more powerful business
partners bought them up. Slovenske L odenice was considered one of the success stories of the
(Czechoslovak) government-initiated conversion programme. Themanagement of ZTSHrinovske
Strojarne a.s. decided to resume military production, after it was completely halted in the mid-
1990s.

A few companies carried out an inverse profile change, shedding the civilian profiles
inherited from the past's mixed production systems and becoming predominantly military
contractors. In the case of MFS-Magyar L oszergyarto this strategy was based on reducing costs
and concentrating on restructuring the main military production profile. Inthe case of DIGEPAG
thisdecisionwasnot followed up with productive reorgani zation, marketing and new investments,
so the company was forced to suspend its activities.

The majority of the companies opted for diversification. They reduced, but preserved their
defence-related activity and the related assets, and simultaneously widened their civilian
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production. There were two versions of diversification. In the first case military production
remained the core and most important segment of the company’s economic activity, even if its
share had dramatically diminished and its future prospects were not very promising. Civilian
profiles were developed, but often as “alibi” activities, to provide work for the workforce and
make use of the productive assets. In the second case, military-related production continued
thanks to its good economic prospects. Strict efficiency criteria were introduced in both military
and civilian production. Examplesof thefirst typewere ZTS TEES Martin and ZTS Dubnicanad
Vahom, while Videoton holding and ZTS Hrinovske Strojarne represented the second model.

Most of the formerly or presently defence-related companies are in a difficult economic
situation both in Hungary and Slovakia. They have deep structural problems, serious financia
burdens and insecurefutureprospects. Neverthel ess, some of the companieshave beenableto turn
the defence industry heritage into a development asset. They were able to build on the positive
elements of this heritage such as the higher than average technological and infrastructural level,
highly skilled and versatile workforce, strong cooperation and information links with other
enterprises, accumulated equipment and materials, and large usable facilities. Even such
problematic companies like ZTS TEES Martin were able to design and produce completely new
products on the basis of their existing assets. In the best examples of successful enterprise
restructuring, like that of Videoton holding in Hungary or ZTS Hrinovske Strojarne as. in
Slovakia, these elementswere used in innovative ways to create a new-style company with new
market targets.

All companies in the sample, even the best performing ones, had very serious financia
problems. They weresaddled with debts, oftenlacked resourcesfor everyday functioning and were
usudly unableto carry out new investments. Dueto their situationthey lacked accessto credit and
depended on state agencies to bail them out. The only enterprise that was able to mobilize the
necessary financial resources for itsrestructuring and expansion was Videoton. Even companies
that carried out asuccessful reorganizationand produced (some) profit, like Slovenske L odenice,
ZTSHrinovske Strojarne or Magyar L oszergyarto Kft., had serious problemsof liquidity. Thanks
to itsrelatively strong position in the Slovak economy, Slovenske L odenice was able to receive
some expensive, short-term loans, unlike the bulk of its counterparts, but in 1997 it failed to
receive a major loan from the EBRD because it did not meet EBRD lending criteria [Financial
Times, 28 October 1997]. In 1997 Magyar Loszergyarto Kft. managed to survive thanks to a
medium-term bank loan received with state guarantee.

In the sample only Videoton holding and Slovenske L odenice were able to make significant
new investments. Videoton created several new production profiles and daughter companies,
Slovenske Lodenice introduced a new internal information system and updated its production
system. The other companies could not afford new investments. The most necessary tools,
instruments and documentation for the introduction of the | SO quality control system at Magyar
Loszergyarto Kft. for example were assured by the inherited assets of the company and a small
subsidy fromthe Ministry of Industry and Trade. Since 1989 theonly “investment” ZTSHrinovske
Strojarne was able to carry out was the purchase of two measuring instruments for the
introduction of the ISO quality control system.

3. Regional restructuring

The principa question for both enterprises and regions was how to survive the
unprecedented crisis that hit the defence industry. The most innovative enterprise and regional
level managers however went further and crafted adjustment strategies that capitalized on the
past’s heritage in generating new development.
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Table 7. Checklist of measurestaken by the enterprises

Slovakia Hungary
ZTSMartin ZTS Dubnica PPS Detva ZTSHrinovske Slovenske Videoton Kwattro-Ajkai MFS Magyar DIGEPAG EMV
Lodenice Elektronikai Loszergyarto

Decentralization
Creation of independent daughter \Y% \Y% \Y% \Y% \Y% \Y4
companies
Becoming independent \Y4 \Y4 \Y \Y
Internal reorganization
Formal reorganization \Y% \Y% \Y% \Y% \Y4 \Y4
Genuine restructuring \Y4 \Y4 \Y \Y
Facility reuse
Reusing faciltiesfor new purposes \Y4 \Y4 \Y4 \Y4 \Y \Y
Renting out facilities for outside \Y% \Y% \Y% \Y% \Y% \Y4
partners
Human capital management
Reduction \Y% \Y% \Y% \Y% \Y% \Y% \Y% \Y% \Y% \Y4
Retraining \Y% \Y% \Y% \Y4 \Y4
Hiring (selective) \Y% \Y%
New markets
Internal \Y% \Y4 \Y4
External \Y% \Y% \Y% \Y% \Y% \Y% \Y% \Y4
FDI or foreign cooperation
In civilian production \Y% \Y% \Y% \Y% \Y4
In military production \Y% \Y%
Investment

\Y% \Y%
Financing
State subsidy \Y% \Y% \Y% \Y
Loans \Y% \Y% \Y% \Y% \Y% \Y4
Foreign financing \Y4
Social infrastructure
Preserved (partially) \Y% \Y% \Y4 \Y4
Transferred to other institutions V V V V Vv Vv Vv Vv Vv Vv
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The situation of defence-dependent regions became problematic in the countryside and
smdler settlements of both Slovakia and Hungary. Companies based in the capitals either had
more opportunities to adjust to the new economic environment or their displaced workers had
more opportunities to find replacement jobs. Most of the defence-related companiesin Slovakia
were established aslarge-scale greenfield investments. They created artificidly inflated industrial
centres in regions that had no other economic base or where the forms of previous economic
activity were suppressed. Once the defence industry sank into crisis, the principal source of
demand for these regions’ production was drastically cut off.

According to the findings of the case studies, successful regional management was
characterized by the regiona authority’s ability to:

(1) decrease dependence on the one or two dominant large-scale defence industry companies,
(2) diversify the region’s economic basis and create new job aternatives; and
(3 mobilize resources for these efforts.

A positive example of regional restructuring was Dubnicanad Vahomin Slovakia. Despite
the fact that the town’ s key enterprise could not overcome its deep structural crisis, nor change
its dependence on the defence industry, eventually the town or region was able to do so. In the
town’s economic space a slow reorganization of activity has been taking place, outside the
influence zone of the key enterprises. The company ZTS Dubnica nad Vahom was gradually
reduced to amoreor lesseconomically viable sizeand s multaneously the workforce and the town
found aternatives for themselves. The variety of measures employed by region authorities are
summarized in Table 8.

Thelocal or regional management’ s effortsto promote new economic activitieswere often
jeopardized dueto financial difficulties. Thelocal administration’ scompetencewasoften measured
on how able it was to mobilize the necessary resources for its efforts.

The resources mobilized for regional restructuring in the successful cases included:

(& interna non-financial resources, for example citizens' goodwill and active participation in
development projects;

(b) interna financia resources, for example citizens savings or reallocation of administrative
budgets;

(c) externa non-financial resources, through connections with other townships in the region,
other regions or abroad,;

(d) externa financia resources, for example special state funds, credits, foreign financial
support.

Where local and regional leadership was dynamic, specific emphasis was placed on
improving the services of local governments. These leadersrealized that by providing good public
services they created an important new development asset vis-a-vis their citizens and potential
outside investors. The goodwill and confidence created by improved public services could
eventually be used for mobilizing participation and contributions in restructuring effortsdesigned
by the regiona authorities.

Contact between regionsand towns proved to becrucial. Horizontal network building could
be extremely fruitful because it offered the possibility of concentrating resources for common
development projects and it provided vauable personal contacts, information and know-how.
Contact building and cooperation emerged across administrative borders, including country
borders. The positive examplesin the sample were Dubnicaor Ajka, that tried to create networks
intheir regionand abroad. The negative example was Komarno, whereeven previoudy established
links (economic cooperation, economic and cultural exchanges, commuting) werecut betweenthe
Slovak and Hungarian parts of the town, due to the political changes.
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Table 8. Checklist of measurestaken by the regions

Slovakia Hungary
Martintown  Martin district Dubnica Nova Dubnica Detva Detvadistrict Komarno Szekesfehervar Ajka Sirok B-A-Z county
Facility reuse Vv Vv Vv Vv Vv Vv Vv
Base redevelopment or reuse of
enterprise facilities
Human capital reuse Vv Vv Vv Vv
New job opportunities
Improving local governance Vv Vv Vv Vv Vv Vv Vv
Improvement of social infrastructure Vv Vv Vv Vv Vv Vv Vv
Flats, services, cultural & social
institutions, etc.
Improvement of economic infrastructure \ Vv Vv Vv Vv Vv
Roads, telecommunication, gas,
water, sewage, €etc.
Establishment of new economic institutions Vv Vv Vv Vv
Incubators, business service centres,
industrial parks
Small business devel opment \Y \Y \Y \V \V \% \V
Facilitating administration
procedures, tax favours, specific
regulations
Coordination with socia partners Vv Vv Vv Vv Vv Vv Vv
Employers, unions, other regiona
partners, NGOs, etc.
Foreign investment, assistance or \Y \Y \ \Y \Y

cooperation
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Mobilizing external and internal resourcesfor regional devel opment was adaunting task for
most local leadership. All applied for state-provided development funds and if they had
information about it, many tried to gain access to grants offered by international agencies. In a
rather new approach, the public administration in Ajka and Dubnica used citizens' savings to
partially finance new construction projects. Some managementswereableto gain accesstoforeign
loans or (in Hungary) to borrow on the domestic market. Only the most advanced ones, like
Szekesfehervar, were able to generate considerable revenues through new economic activities.

3.1 Defenceindustry restructuring and regional development

In the past the regions were strongly and unilaterally dependent on their main companies.
The relationship between companies and their respective regions was rather passive; the regions
received the companies contributions to the local economy but did not initiate projects or
programmes that would create an environment conducive to the devel opment and productivity of
these enterprises.

Sincethe changesin economic and political structures, enterprise and regional development
ismore mutually dependent than in the past. The erosion of uniform centralized state regulations
provided an increasing role for the local economic environment in enterprise adjustment efforts.
The ability of the enterprises to mobilize external resources and the potential of the wider region
are becoming crucial. A company’s location, its accessibility and the general level of regional
development have become important factors taken into account by potential investors. Regional
authorities at the same time have more freedom to make use of their endowments and form links
with their major enterprises. Asaresult of these transformations, the relationship between regions
and companieshave changed considerably. Many regionsovercametheir traditional role aspassive
receivers of (state) and enterprise contributions and became active actors shaping their own
development. In some cases they were able to cooperate and launch joint projects with local
companies that had far-reaching positive impact both on the enterprises and the regions.

This new type of relationship was reinforced by the strong personal links between defence
industry enterprises and regional agencies, principaly in Slovakia. The reform of the regional
administration systemrequired many new cadres. Thisgave aunique chancefor professionalswho
were losing their jobs due to de-industrialization or the crisis of their enterprise. They could be
retrained and take key positionsin the newly-formed local or regional administrations. Inthefield
work thiswasthe case for high-ranking regional and local officiasin Dubnica, Detva and Martin
district.

The evidence of the case studies shows that even the best restructuring efforts at the
enterprise or regional level are ineffective if they are isolated. The lack of shared commitment
blocksor limitsdevelopment. A coordinated, committed action on both sidescan produce genuine
long-term results that are beneficial both for the enterprises and their regions.

Among the cases studied, four different types of region-enterprise cooperation were created
(seetable 9):

(1) Inthe best case, there was initiative and willingness to cooperate on both sides. Both the
enterprise and the region launched genuine restructuring projects. At a certain stage these
efforts became coordinated, so they could mutually stimulate and reinforce each other.
Cooperation made it possible to concentrate resources, eliminate devel opment bottlenecks
and accelerate progress. This was the case of Videoton and Szekesfehervar, where the
combined restructuring effortsof the company and the region stimul ated the whol e regional
economy.

(2) Development efforts were one-sided, concentrating only on enterprise surviva. Regional
authorities were not partners, either they were not invited or they were unwilling to
cooperate in wide-scale enterprise-based regional development projects. The successof the
enterprises made it possible to reduce further losses and eventually created a modest
increase of employment and economic activity. The positive impact, however, was limited
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by the reduced size of the enterprise, without important multiplier effects. This happened
for exampleat SlovenskeL odenice, ZTSHrinovske Strojarne a.s. and Magyar L oszergyarto
Kft.

(3) Theother typeof one-sided devel opment effortswaswhenrestructuring effortswerelimited
to aregion-centred survival. Theregion’ skey companieswereunable or unwillingto reform
themselves, so regional authorities had to concentrate their efforts on creating alternative
economic opportunities. This made possible crisis management and development at a
regional level, even if the companies that formerly dominated the region were unable to
contribute to the process. Such was the case of Dubnicaand Ajka. The chances of regional
development-based survival can be extremely low if thereis overwhelming dependence on
one enterprise and hardly any alternative resources available for the region. In the sample
such was the case for Nova Dubnica and Sirok.

(4) Intheworst case neither the company nor the region was able to overcomeits crisis. The
negative effects of the crisis multiplied. The lack of initiative and cooperation blocked
development on both sides, as shown in the examples of Martin and its district or DIGEP
AG and EMV in Borsod-Abauj-Zemplen county.

3.2 The problem of employment

The links between defence-related enterprises and regions have several important
dimensions: employment, general economic activity, direct material contributions. The most
evident and complicated aspect is employment. The problem is often presented as a catastrophe
scenario, with tens of thousands of unemployed and depressed regions created by the reduced
defence industry activity. Undoubtedly employment at defence industry companies has been
drastically reduced, raising social tensionsin defence-related areas. The dimensionsof the problem
however were exaggerated in the official rhetoric in Slovakia (while they were almost compl etely
ignored in Hungary) and were often used to justify certain economic and political decisions, for
example renewed state intervention in the economic management of defence enterprises.

The problem however is much more complex than it appears to be. Thanks to their
advantageous starting position at the beginning of the economic and political transformation,
defence-related regions are not in the worst position in East Central Europe. Even in Slovakia,
where defense industry had played amore crucial role in the national economy than in Hungary,
the general economic situation and particularly the problem of unemployment was much worse
in the North, East and South border regions of the country. These areas were formerly heavily
dependent on agriculture, had a high percentage of Roma population and very few newly created
business and work opportunities. One of the principle targets of the Sovak official policy wasto
preserve the maximum possi ble employment in the defence industry enter prises. Unemployment
ranged from 7 to 10 per cent in the heavily defence-related regions of Slovakia

Able economic and political actors could use the defence-related companies and the
regions assets for regenerating development, as happened in several cases in the sample
(Szekesfehervar, Ajka, Dubnica, Komarno). However, the problems emerging during the painful
transformation of defenceindustry could also beused by political decision-makers, representatives
of the military-industrial lobby and a group of the (former and present) employees of military-
related companiesto gather support for maintaining past paternalistic relationships and economic
structures, even at arather high price for the overall economy.



Table 9. Summary of adjustment outcomes thus far, by enterprise and locality

Successful

Town/
Region
Adjustment

Disappointing

Enterprise restructuring

Successful

Disappointing

Videoton in Szekesfehervar (Hungary, Case 1)

ZTS Dubnica nad Vahom in Dubnica (Slovakia, case
2)

Kwattro in Ajka (Hungary, case 2)

PPS Detva in Detva (Slovakia, case 3)

ZTS Hrinovske Strojarne in Detva district (Slovakia,
case 3)

Slovenske Lodenice in Komarno (Slovakia, case 4)
Magyar Loszergyarto in Sirok (Hungary, case 3)

ZTS Martin in Martin (Slovakia, case 1)
DIGEP and EMV in Zemplen (Hungary, case 4)
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In the past there was considerable overemployment at defence-related enterprises. The
workforce structure was not very healthy either. There was an inflated administrative and
managerial staff, often of low competence. Redundancies in principle could have been used to
create a healthier and more competent workforce structure. However, in general redundancies
were accomplished according to socia rather than professiona criteria in Slovakia (with the
exception of core workerswhich most enterprise managementswere keen to keep). For example,
most Slovak companies examined workers' cases individually and took into consideration the
number of dependent childrenand other family members, the employment status of the spouseand
the opportunity to find new jobs of the would-be unemployed. In away it was a more humanistic
approach, but it often became a trap, leading to a permanent postponement of crucial, painful
decisions about changing production and employment structures. In Hungary the practice was
more mechanical; employees were retrenched when companies had to face major streamlining.

As aresult of these “soft” redundancy practices in Slovakia, those who remained at the
already ailing companiesin general were not the top workers. Thislimited further the companies
chances of aradical restructuring. There were very few cases where redundancies and eventual
new recruitment were carried out according to the professional needs of restructuring. For
example at ZTS Hrinovske Strojarne a.s., adong with a“natural decrease” of the workforce the
company recruited new employeesif ateam leader was able to show how employing a proposed
new colleague would increase the company’ s productivity.

In most cases, the best-qualified, most entrepreneurial employees left defence-industry
enterprises first, when the employers' crisis became manifest. Even if the enterprises could no
longer use their creativity, this pool of workers became an asset in the regions' redevelopment
strategies. If the regions were unable to take advantage of the opportunity and create the proper
environment for new economic activities, the best workers left the regions, as was the case with
the commuters in the Slovak military triangle.

The rest of the workforce released from the traditional heavy industrial centres caused
serious problems for the regions. Trained for traditional industrial needs or unskilled, these
workers were very difficult to re-employ or retrain. The problem of this massive redundant
workforce was in general addressed by central state employment agenciesin both countries.

The evidence of the case studies suggests that the enterprises do not have sufficient
resources and capabilitiesto tackle the problem of worker displacement created by the company’s
restructuring. Despite significant statefinancial assistancefor ongoing production, the Martin and
Dubnica companies had to apply to the National Labour Office for support to cover their labour
costs aswell. In 1997, for six months the Office paid 60 per cent of their workers salaries. The
companies a so received specia support for retraining and introducing production of new civilian
products. The Ministry of Labour provided assistance for employment programmes in Dubnica,
Martin and Detva. In Hungary, redeployment and social services were more the responsibility of
regional or national agencies than of the enterprises themselves.

Experience gathered from the case studies suggests that it may be more productive if the
companies concentrate their efforts on restructuring, increasing production and improving
productivity while the problem of released workforce is addressed at a much wider level - both
state and regional. In this case both regions and specialized state agencies should have additional
resourcesand toolswithwhichto deal withworker displacement and unemployment, to contribute
to the creation of new job opportunities and to help increase the mobility and flexibility of the
workforce intheir respective areas. International agencies can be very helpful, as the example of
the assistance provided by the Phare programme for the Labour Foundation in Martin showed.

The examples of the case studies aso show that the unions lost ground during the
transformation process in East Central Europe. Their role in decison-making mechanisms
concerning general management and specifically human capital issueshasdiminished significantly.
Their participation in the Hungarian cases was practically negligible. (In addition in many
companies unionswere not reorganized after privatization). In Slovakia, specifically at thelarge-
scale enterprises, like ZTS TEES Martin, ZTS Dubnica nad Vahom or PPS Detva, they still had
an important role, specificaly in wefare and hiring questions. State agencies had active



51

cooperation with the KOV O trade union on the questions of defence industry restructuring.
Ministry of Economy and Labor officials had a regular “control day” to discuss the sector’s
specific problems with the trade union representatives (Dudak and others, 1997). There were
regular consultations between the management, union representatives and Ministry of Labour
representatives that tried to respond to the challenges stemming from the economic pressures.

3.3 Theroleof thestatein promoting area-based economic development

It isastate-level political decisionhow muchallowancetowns or regionsareto receivefrom
the state budget and how freethey areto use them. In Hungary in 1994 local budgetsrepresented
73 per cent of the state budget and 15.7 per cent of GDP. In Slovakia they were 14.5 per cent and
4.4 per cent respectively. The real value of state contribution has been diminishing since 1994 in
both countries. (Crédit Local de France, 1996. pp. 4-7).

In the Slovak sample four out of the five local self-governments were headed by officials
who did not belong to the governing coalition parties. They each had serious economic and
financia difficulties, which they addressed in different ways, ranging from passive acceptance to
intense search for external resources. The town of Detva, the only one whose mayor was close to
the government, did not seem to have any difficulty in finding funding for itslarge-scale projects.
InHungary, thelobbying capacity of local salf governmentswas also animportant factor, but local
authorities are becoming more active in trying to find other ways of financing their projects.

National agencies in both countries could be encouraged to free more resources both for
local self-governments in general and for specific regional development projects in particular.
Large-scale local or regiona development projects need much larger resources than
self-governments or local regional authorities can possibly have. Local authorities should be able
to draw additional resources from avariety of national and international development funds.

At the same time, according to the representatives of the regional authorities in both
countries, the proceduresfor distributing central government development fundsare bureaucratic
and slow. The coordination between development projectsat the regional and sectoral level isalso
weak. State authorities could take measures to address these shortcomings.

National and international agencies should find the proper units of reference for efficient
promotion of region-based development projectsaswell. The example of Borsod-Abauj-Zemplen
county in Hungary suggeststhat a county might be too large aunit to promotelocal development
efficiently. County-level projects tend to be vague and difficult to account for. It is at thislevel,
however, wheremost of the government-provided devel opment fundsaredistributed. At the same
time, the lowest level of regional direction, that of the individual villages, often appearsto be too
small. The recent proposals of the Hungarian government to create micro-regional associations
and entrepreneurial regions suggest that thereisa search for more appropriate units. National and
international sponsorship could probably become more effective if it were provided on the basis
of projects, instead of territorial units.

There are four levels of decison-making: state, region (county, district or other larger
geographical unit), immediate town or village and the enterprise itself. Idedlly all these different
levels should pursue similar objectives and cooperatein common projects. Asthe cases of Detva,
Martin and Borsod-Abauj-Zemplen county and their enterprises show, this coordination is often
lacking. The lack of understanding and cooperation limits the chances for development.
Specialized agencies both inside and outside the respective countries could help build the
necessary bridges across the various levels of decision-making and facilitate coordination.

Regional and state authorities could also play a more active role in facilitating the mobility
of the local workforce. At present the bulk of people formerly employed by defence-related
companiesremain in place, evenif their company goes bankrupt or radically reducesitsactivities.
The increased costs of travel, the difficulties of commuting and the general scarcity of
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accommodation seriously restrict mobility. Commuting has significantly diminished within
Hungary and Slovakia. ¥’

Personal experience, networking, information sharing and training al played crucial roles
in articulating and accomplishing devel opment projectsat both the enterprise and regional levels.
In each case of efficient and dynamic management, there was an enterprise manager or aregional
representative with personal experience of how things could work better who tried to adapt it to
suit their specia circumstances. State organizations and international agencies can provide
efficient help for region-based economic devel opment, through training and creating opportunities
to share experience, but effective local leadership isa prerequisite for this assistance to be put to
good use.

In general, both enterprise managers and local and regional officials in Hungary seemed to
have more tools with which to deal with their problems than did their counterparts in Slovakia.
This was principally due to a more open, flexible economy, the society’s broader and longer
experience of economic reform and entrepreneurship, less direct political influence in enterprise
and regiona management, more highly devel oped inter-enterprise and international contacts and
easier accessto information. Concrete forms and methods of addressing restructuring bottlenecks
could be promoted more efficiently, independent of the general economic and political
circumstances. International agencies could play a more active role in introducing, assisting and
eventually financing projects to set up Labour Foundations, industrial parks, special enterprise
development areas and businessincubators, etc. They could also providetraining in economic and
civic management.® Such projectswould providelocal authoritieswithmoretool sto addresstheir
own specific problems and facilitate new network-building within regions and between countries.

Theinvitationto the Czech Republic, Poland and Hungary to join NATO will stimulatetheir
national defence industries, and further widen differenceswith other Eastern European countries
who may join in a second round. It will probably accelerate the modernisation of certain
defence-related branches and companies, leaving others behind. The rest of the companies and
their regions would face again the option of radical conversion, modest defence-related
development or stagnation and even marginalization. The lessons of companies and regions that
wereableto adjust successfully to the changing conditions in the aftermath of the Cold War could
be helpful for company, regional and national decision-makerswho would face these problemsin
the future.

The experience of East Central Europe could provide valuable lessons for the CIS and
Southeast European countries. In these countries the weight and economic importance of the
defence industry was even greater than in East Central Europe. The military sector's decay and
transformation is exacting a heavy economic toll, felt especially keenly in defence-dependent
regions. If these areas of concentrated industrial and regional tensions are not dealt with urgently,
their conditions could lead to serious security threats for the whole Eastern European region.

I nternati onal agenciesand national level decision-making organi sations should addressthese
problem areas before afurther deterioration of the situation. Targeted projects, financed by these
agencies, could potentialy help launch new development processes. The evidence of the case
studies demonstrates that improvement is possible, even if the actual resources for change are
limited. Intensifying company-regional level co-operation, increasing regional autonomy, actively
searching for outside co-operation possibilitiesand economic partners, decentralising management
and improving the efficiency of both enterprises and local agencies proved to be key elementsin
the adjustment strategies pursued by private and public actorsinthe more successful cases studied
in Hungary and Slovakia.

st Commuting to the Czech Republic was a very specia case, due to avery specific historical constellation. The shared
history, common language, tight personal contactsand the pull effect created by the economic decline on one side of the border
and the progress on the other side after the breakup of the Federation, made this choice understandable, as well as feasible.

3 In Slovakiafor example, avery successful programme was run by the LSGAC, the Local Self Government Assistance
Centre.
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