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ABSTRACT

The 2022 Russian aggression war has exposed several serious weaknesses in the European
Defence Technological and Industrial Base (EDTIB) that experts were already aware of, but
which have only now become known to a wider public. Severe capacity and supply chain
problems, fragmentation, lagging behind in the application of civilian technologies in defence,
low level of cooperation and consequently poor technological absorption, etc. Given the
historical and cultural context and the nature of the European welfare model, it will be difficult
to respond to these challenges and to strengthen all three components of the defence
industrial trilemma simultaneously. Hungary started from a much weaker base in defence
industrial capabilities than the EU average, as it had not had a relevant defence industry before
the "Zrinyi Defence and Military Development Program" implemented in 2016. However, the
Defence Industrial Strategy, which was born as part of this programme, is a complex industrial
development strategy aimed at creating a new and modern economic sector. And because
there is a strong government commitment behind the strategy, it has mobilised the capital,
labour, technological and innovation resources of the national economy. Therefore, although
the road to creating a truly competitive industry with long value chains is long and risky, if the
strategy is successfully implemented, the Hungarian defence industrial ecosystem will be able

to provide real added value to the European Defence Technological and Industrial Base.

Keywords: Defence industry | EDTIB | Hungary | Strategy

N.B. This article reflects the author's own professional opinion and cannot be considered as

the official position of the Hungarian Defence Forces or the Ludovika University of Public

Service.
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INTRODUCTION

“But | am certainly questioning my original premise of the fundamental nature of war that

does not change. [...]
You have got to question that now. | just don’t have the answer.”

James Mattis

The Russian invasion of Ukraine has changed a lot of things about the way we think about
fighting and art of warfare (Barno & Bensahel, 2022; Cheung & Mahnken, 2022; Hoffman,
2023), which would take a long time to list, but the three pillars of the requirements for the
defence industry, which we could call the trilemma of the sector, have not changed.
Technological excellence, competitiveness and security of supply are the three main
characteristics that we continue to expect from a good defence industry. This study presents
how the development strategy of the Hungarian defence industry can contribute to
strengthening the capabilities of the European defence industry. To this end, it describes the
framework of the Hungarian defence industrial strategy, with its positive and negative effects,

in relation to joint European defence industrial projects.
HUNGARY’S DEFENCE INDUSTRIAL STRATEGY

Looking back in time, even during the Cold War, the Hungarian defence industry was one of
the least important in the communist bloc, and the decades after the fall of communism have
seen a further decline, as in other countries in the region. (Pernica et al., 2023) As part of this
process, when the country was severely hit by the 2008 global financial and economic crisis,
the defence sector was one of the major victims of the economic recovery, with a significant

drain of resources.

After repeated forceless and unsuccessful attempts to reverse this trend?, the "Zrinyi Defence
and Military Development Program" announced in 2016 brought a definitive turnaround. Not
only was the first real and comprehensive Defence Industrial Strategy (DIS)? (as the second
pillar of the National Security Strategy alongside the National Military Strategy) born in
connection with this programme, but there is also a heavy government commitment to
support the rearmament of the Hungarian armed forces for the 21st century. This

commitment ensures that, although the strategy has been updated perhaps unduly many

1 For example HADIK Plan in 2012.
2 The strategy itself is a restricted document.
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times since then, and the supervising ministry has changed frequently (first the Ministry of
Industry and Technology, then the Ministry of Defence and now the Ministry of National
Economy), the development of the defence industrial ecosystem is proceeding quite according
to plan. Another contributor to this development is that the DIS is essentially a complex
industrial policy strategy. Its comprehensive approach is demonstrated by the fact that it
addresses through its sub-strategies the entire resource base for the creation of defence
industry (technology, know-how, capital, manpower, management and governance,

innovation and R&D capabilities, supply chains, etc.) (Taksas & Heged(s, 2022)

The original version of the DIS included the creation of six defence industry clusters: a combat
vehicle cluster, an ammunition and explosives cluster, a radio and satellite communications
systems and space cluster, a locator systems cluster, a small arms and mortar cluster, and an
aviation cluster. As regards the acquisition of the technology and know-how needed to create
clusters, the strategy's authors correctly understood that there is no scope for organic
development due to the high entry barriers on defence products’ market. Therefore, already
established foreign brands were envisaged as the flagship of these clusters. That is why joint
ventures were set up with Rheinmetall, Airbus, Saab and Dynamit Nobel Defence, why
Austrian Hirtenberger Defence Systems, Czech Aero Vodochody and Israeli Spacecom were
bought by Hungarian firms, while domestic companies bought licences from Ceska zbrojovka

(CZ), Nurol Makina and Unique Alpine.

The demand generated by the complete rearmament of the Hungarian Defence Forces and
the favourable investment conditions provided by strong government will (e.g., public funding
for building both manufacturing and R&D infrastructure), together offering significant
potential for profit growth, have both played a role in the creation of these deals. In addition,
in the case of technologies or companies bought from abroad, the Hungarian buyers (in some
cases state companies, other cases designated or newly established private companies) were
willing to pay the asked price to the owners. Moreover, in the case of the German companies
that play a key role in the process, the motivation - in addition to the excellent German
industrial contacts of the state leaders (Laszlé Palkovics3, Gaspar Mardth?) who played a
leading role from the Hungarian side in the initial phase - could also be that they feared a
further tightening of the already very strict German arms export regulations around 2021.
(Palkovics Laszlo miniszter tajékoztatdja az Orszaggylilés Honvédelmi és Rendészeti Bizottsaga

felé, 2021). Another root of the over-representation of German companies can be found in

3 L4szI6 Palkovics had worked in and collaborated with the German automotive industry for more than 20 years before his
different government positions.

4 After leaving his governmental position, Gaspar Mardth became Head of Eastern Europe Coordination in Rheinmetall AG
company.
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the 2018 Angela Merkel-Viktor Orban meeting, where the German chancellor proposed a
“positive agenda” that includes cooperation between the two countries in the fields of
innovation, digitalisation and the defence industry®. In summary, all of this indicates that, on
the one hand, the German players in the defence industry were offered very favourable
conditions in Hungary, and that, on the other hand, the Hungarian cabinet was able to score
good points not only in German politics, but also in German industry, whose lobbying power

is known to be quite strong in the European Union.

The above technology collaborations and acquisitions require a lot of capital, which can be
provided by several different forms of sources. The Hungarian state budget provides the funds
for setting up joint ventures and building the manufacturing and research infrastructure. A
special industry opportunity to improve the capital position of non-state-owned companies in
defence industrial supply chains is the exemption of defence companies from the EU ban on
direct state aid. (Gombos & Szl(ics, 2019) For firms with a mixed profile or operating in the civil
sector, the traditional options are available: investment, R&D, and export subsidies, loans or
grants, state venture capital funds, strengthening the firm’s capital position and increasing its
profitability through public procurement, etc. The use of these tools is only a matter of
(economic) policy preferences and budgetary room for manoeuvre, although the latter has
now been significantly reduced by the rise in capital market interest rates. In addition, because
of its considerable economic influence, the Hungarian political leadership also has the power
to mobilise the successful domestic private capital accumulation of the past decades for the
goal of developing the defence industry. In the longer term, the aim is that Hungarian

companies will increasingly participate - and even lead - EU-funded defence projects.

The issue of industrial labour shortages in the defence sector is also addressed. It is estimated
that the renewed industry will need up to 3,000 people with related qualifications (Hegedds
& Rudity-Széchenyi, 2020), which could be a bottleneck to development for a long time. The
magnitude of the challenge is well understood by the fact that at the beginning of the
implementation of the DIS in the late 2010s, a total of approximately 2,000 people were
working in defence industry positions throughout the country. (Budavari, 2020) Therefore, in
the secondary and tertiary education portfolio, the state has created a system of specific
courses, specialisations and dual trainings closely linked to the defence industry, with content

and geographic links to the clusters. However, the labour market impact of these programs is

5 Hungary’s Prime Minister's Office (February 10, 2020). The Opportunity to Reach Agreement on the EU Budget Will Certainly
Be Found. https://2015-2022.miniszterelnok.hu/the-opportunity-to-reach-agreement-on-the-eu-budget-will-certainly-be-
found/
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slower than the ramp-up of manufacturing capacity, so in the short-term firms have to rely

heavily on their own internal training systems to retrain available workers.

To address the management skills gap in the defence industry, the governance of partly or
wholly state-owned companies has been brought under a common holding company (N7
Holding Zrt.), from which some companies have since been already spun off and returned to
the control of the former owner, the Ministry of Defence. Even though, the strategy is to
privatise these companies in the long term. In addition, the state provides mentoring to SMEs

that want to join the supply chain of any clusters.

Apart from creating the financing and labour market framework, perhaps the biggest risk to
the strategy is the weak innovation ecosystem in Hungary. (Budavdri et al., 2022) Even with
strong government will and significant capital investment, this raises questions about the long-
term feasibility of developing complete defence industrial value chains in the country, rather
than simple assembly plants. This is perhaps the most difficult task for the strategy's
implementers to tackle. It goes well beyond the already blurred boundaries of the defence

industry.

Finally, as shown in the figures below, following the implementation of the DIS, the budget of
the Ministry of Defence has increased by 1.5 within a few years, while the structure of the
expenses has changed. Investment expenditures have increased due to acquisitions, which
has also led to an increase in material expenditures, as the material and technical support for

these new platforms is much higher than for former Soviet equipment.

Figure 1. Nominal and real value of the budget of the Hungarian Ministry of Defence
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Figure 2. Structure of the budget of the Hungarian Ministry of Defence
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HUNGARY'S POSSIBLE CONTRIBUTION TO THE DEVELOPMENT OF
THE EUROPEAN DEFENCE INDUSTRIAL ECOSYSTEM

At this stage, it is difficult to see how the emerging Hungarian defence industry can help
reduce the challenges faced by the EDTIB. The development of the sector is absolutely driven
by national priorities. As is the case, whether stated or not, with all the other European
countries, since there is no common European defence industrial policy, which is mandatory
for the member countries. Nevertheless, there are some possible linkages through which the

Hungarian defence industrial ecosystem can provide real added value to the EU.

The first and most important link is that the rearmament of the Hungarian Defence Forces and
the import of knowledge by the Hungarian defence industry - in contrast to several other
countries in the region (e.g., Poland, Romania) - is based almost exclusively on European
technology (outside Europe, Israel plays a more significant role). The flagship companies of
the defence industrial clusters listed above are all European firms. This benefits the EDTIB in
several ways. On the one hand, it can somewhat alleviate the serious shortage of capacity, the
severity of which is particularly striking when compared with U.S. or Russian capabilities.
Moreover, the cost of this is borne by Hungarian taxpayers, not Western Europeans, where
this has been a contentious and sensitive issue for some time. On the other hand, incoming
European firms will have the opportunity to identify new suppliers within the clusters, which
could help to unblock or at least reduce bottlenecks in the supply chains of the European
defence industry. Hungary has developed significant automotive and electronics clusters in

recent decades (and new ones are emerging in the field of electric cars), so there is certainly
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a wealth of knowledge and capacity that European defence industry companies can use in
their value chains. In addition, the mobilisation of this potential is greatly facilitated by strong
government will and support (e.g., the mentor program mentioned earlier.) To summarise,
under the defence industry trilemma, Hungary's key contribution to the EDTIB may be divided
into two parts: strengthening supply security with additional capacities and boosting
competitiveness through reduced manufacturing costs (by lower wages and redistribution

costs).

The strong government commitment can also help attracting the R&D capabilities of the
Hungarian economy, which can contribute to the technological part of the trilemma too. By
this is meant both intellectual and physical R&D capacities. This is because, on the one hand,
there is a strong will (backed up by a stimulus from the DIS) to ensure that both government,
higher education and business R&D capabilities work closely with the defence sector to
achieve new innovations. This will bring internationally renowned universities and research
institutes into the defence innovation ecosystem, with positive returns for all actors involved.
This can also help to advance the cause of the European Military-Civil Fusion (Evron &
Bitzinger, 2023), even if the Hungarian innovation capacity is dwarfed by that of the leading
EU Member States (Csath, 2023). On the other hand, in recent years, Hungary has built up
outstanding R&D infrastructure centres, partly for defence industrial purposes, which could
contribute to raising the research activities of the European defence industrial companies
based in Hungary to an even higher level. (Taksas & Hegedd(s, 2022) Examples include the laser
centre in Szeged and the ZalaZone centre in Zalaegerszeg with its drone and unmanned vehicle

test facilities.

Related to the above, the Hungarian defence industry wants to be part of the EU and NATO
defence projects. Hungary has been participating in the PESCO programme from the very
beginning, and NATO DIANA has nine institutions (including eight accredited test centres) in
Hungary. The success of Hungarian companies in EDF tenders has not really grown yet, and
the level of activity and the awarded funds are still very low comparing the size of the country.
Hungarian actors - most of them SMEs, and a smaller part of state-owned companies - won
support in the amount of approximately 5 million euros in 2021, which increased to 8.5 million
euros in 2022 (but with fewer participators). This is not even 10% compared to the amount
won by the biggest players. During the last 3 years, Hungarian actors have participated in
projects such as EUROGUARD (naval category), iMEDCAP (medical response and CBRN),
EUCINF (cyber), FEDERATES (simulation and training), FACT (cyber), TRAVISMOS (open for
SMEs), 5G COMPAD (information superiority), Ifurther (disruptive technologies), EuroHAPS
(information superiority), NOMAD (energy and environment), ALTISS (open for SMEs),
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FaRADAI (digital transformation), CALIPSO (innovative propulsion systems), RESILIENCE-R-
2023 (medical countermeasures). (Masson, 2024) So far, no program has a Hungarian
coordinator. In 2024, Budapest was one of the locations for the Annual EDF Defence

Hackathon & Mentoring.

A strong constraint to increasing participation in EDF is that the above-mentioned flagship
companies of the clusters tend to participate in these programs with their parent companies.
This can be a barrier for their Hungarian suppliers too, and therefore it is certain that strong
governmental incentives and mentorship are undoubtedly required to promote the
engagement of local SME companies. This governmental commitment is evident for the time
being, among other things, in the addition of new departments specifically tasked with the

defence industry to the Ministry of Defence's most recent organisational structure.

Certainly, Hungary itself would not be able to answer the question that often arises is whether
the European defence industry should cover the entire field of warfare with its products or
whether it should rather engage more deeply in global cooperative projects, developing its
comparative advantages in specific areas. The latter would provide an opportunity to export
high added-value components in return for cheaper access to technology and complete
platforms for the European defence sector. (Jan, 2007) This is generally the proposed
development path for defence industries in smaller countries (Petkovics, 2016), and
understandably the US partners prefer to propose it for the overall EDTIB. (Burton, 2023) From
a purely economic point of view, this would probably bring a higher return on taxpayers' euros
spent, but the war in Ukraine has re-prioritised this aspect too. This war highlights the need
for Europe to have a self-defence capability, but this would require the widest possible
spectrum of defence industrial products. In any case, rebuilding Hungarian defence industry
can help the EDTIB more in the expansion of production capacities than in the development

of new niche capabilities, at least in the short term.

CONCLUSION

Although one of the elements of the Hungarian EU Presidency program is the reinforcement
of the European Defence Policy (HU24EU, 2024), it is currently unclear to what extent
Hungary supports closer integration and a more supranational approach in relation to the
European defence industry. No official announcement or statement has been made about
the country's position on the recently adopted European Defence Industrial Strategy (EDIS).
The only publicly available document on the subject is an analysis of the EDIS-EDIP concept
by the Szdzadvég Foundation, a think tank close to the government. (Kiss & Holovacs, 2024a)

The findings of this analysis were adopted by media close to the government, which
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emphasised the most controversial and questionable points. (Kiss & Holovacs, 2024b; Origo,
2024) Nonetheless, it is not possible to draw long-term conclusions about Hungary's future
plans based solely on these analyses, even if the Hungarian government generally prefers
national sovereignty over supranational solutions and occasionally uses the European Peace
Facility (EPF) to block its payments to achieve national interests such as removing the OTP
Bank from the Ukrainian sanctions list, or allowing the transport of crude oil of the Russian

company Lukoil through the Ukrainian pipeline system.
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