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BACKGROUND AND OBJECTIVES

The consumption of raw materials of combustion Sushd of traditional enegy carriers is
prooving to be more and more difficult as yearsogo Globally this is reflected be the fact
that the energy resources are exhaustable andyltyathe uneven geographical distribution
of those assets. Following from this Hungary magefan a short to medium term an
increased import dependency and on the lung rurcdhstriction of its energy reserves. The
sesitivity of this factor is multiplied by our inteational obligations to limit the emission of

poisonous materials.

The initiative to disperse the widespread usagei®fuels is considerably dependent on the
fiscal benefits granted by the state (excise duajye addaed tax, or state subusidies) at the
same time this area is more and more oveshadowettiebgensitive economic budgetary
position of the country. Just as an example thedi@eel program has been on the table for
years. The bio diesel produced through chemicataetibn, esterisation from rape or
sunflower oil is producing much less CO2 exhaustien the usage of diesel petrol. Due to
the fact the the plants do not contain any sulptingrefore they will not pollute the

environment either.

By getting into the environment they will dissentm#hrough natural decomposition without
polluting the soil or the ground waters. The pradducof the bio diesel will not only need the
continued subsidy of the manufacturing processitonéeds separate financial resources to
invest into the manufacturing plants themselveselbs

As a tax expert | feel it extremely important tarqule such a comprehensive report on this
matter which dwells upon the main reasons of oth&riplines in relation to the application
and promotion of bio-fuels and their motives frbmtorical perspective. At the same time |
would like to measure precisely the effect of the@ividual finanical benefits in relation to the
all time situation of the budget deficit, the ina®igenerated from excise taxes and the sales of

traditional fuels by relying upon the experiencé\&dst European countries.



Set of objectives

In order to complete my main set of objectives gfnesearch | have set up the following sub

headings to my self

* The usage and promotion of bio-fuels from histdrpespective

* The evaluation of the current regulations applieatiol bio fuels in West Europe and
escpecially in Hungary

* To illicidate the necessity of a long term natiopabgram as well as suggestions in
relation to the necessary means and set of adnaitiv& infrastucture

» Setting up possibilites and directions for the fatuse (in relation to the regulative
measures, the state subsidies as well as to thecpom of the environment)

Hypothesis
When setting up my objectives | have relied upanfttlowing assumptions

H:1 A long term energy strategy is indispensible lideo to provide a secure and reliable
vision for the actores in the agriculture on onadchand for the car manufacturers and
bio fuels producers ont he other

H.2 In order to provide a comprehensive regulatoistesy we have to define the scope
and content of the state measures as well asdfiets on the budget and social and -
economic environment

H.3 The so called Altener Program envisages a ctnc2% participation of the re-
newable energy resoucres for the members of thepgan Union until year 2020. In
case of Hungary in order to achieve the set taigetsot enough just the cherry pick
on or an other rule the entire regulatory systemstrbe drawn up in a comprehensive
manner by taking into account the economic, speiavironmental and agricultural
considerations.

H.4 In order to promote the conpsumption of bio-fuélks scope of financial benefits must
be extended, i.e. further initiatives are necessary

H.5 In case of bio fuels - similar to E85 fuel - we Bdw grant an excise duty exemption in
order topromote its wider application and to increaseliars int he consumption.

In the course of my research | have tried to btklissues on and around four pillars i.e. on
the environmental regulations set by the Kioto Agnent, on EU’s Alternative Energy
Program, on the agricultural policy issues as aglbn the tax income generated for the state
budget.



2. RESEARCH MATERIAL AND METHODOLOGY

The practical foundations of my research paper \Wadedown during my financial and taxation work
experince at the Turnover Taxes and Customs DepattMinistry of Finance where | worked after
finishing my high school and university studies.tie course of my work | have had the chance to
learn the system of the public administration fisttle way laws are inacted the day-to-day decision
making process at the ministry, the anomalies ef itlterdepartmental co-ordination between the

ministries and the implementation practice of thedr level executive authorities.

The theoratical background of this work was basednmy research during the PhD training and
thereafter the result of which has been reguladpliphed at conferencies and in special financial
papers. These reseaches were in the first insegmender studies. The primer ones were carried out
at the companies concerned and at the ministegjghiments involved. This work was creating the
base which was later on reconfirmed by qualitatie¢a collection and face-to-face interviews with

indutry personalities and | have carried out suvased on qustionnaires as well.

During the initial phase of my research | have matierviews withe the directors of several company,
lobbying group, heads and sub heads of departmiéné aninistries and people the the relevant desks
as well. The information obtained during theserin@vs helped me to work out the methodology of
the quantitative data collection and have re-camdil the soundness of my assumption. The
interviews were carried out in the form of inforimat discussions as this ensured that | could get a
much closer picture of their problems and real eoms which arise at a company in the course of the

day-to-day business i.e questions of the dailyrfirag activities.

Based on the information and data obtained | havepiled a data base and carried out cost/benefit
comparisons in order to support the return of the$tment calculation. The second part of my work
the research of the selected bibliography wasezhout by the way of system analysis.In the course
of this work | have looked at the contemporary rinétional literature which helped me to get an up-
to-date picture of the manufacture and consumplionfuels both at national and at international
level. As step two | have turned to the classicneoaic works, publications which lay down the
foundation of the theoretical framework of my @®sd. This brings me up to the review of the result
of my research. In the course of may works | harenfilated a basic four pillar approach which can

illucidate the complexity of the issue and theatiét choices available.



3. RESULTS

3.1 Production of biofuels and their usage in Hungg

Hungary is a country that has favourable naturdbaments for agricultural production, but,
as a consequence of this and the lack of comprafeeagricultural strategy, it is continuously
struggling with potential overproduction resulting revolving crisis situations in certain

markets.

In Hungary the production of sunflower is fairlygher than the production of rape, this is
also characteristic for other European countrigge Yolumes are different in the countries,
which depends on the size of the land and on tineatit conditions of the given territories.
The total size of territory on which rape is groexteeds 115 000 hectares in Hungary, where
approximately 180 000 tons of rape can be produgedording to the experience that from 3
kilograms rape 1 kilogram biodiesel can be produdéexin the above mentioned quantity 60

000 tons a biodiesel can be produced.

Bioethanol capacity in Hungary

By 2010 Hungary may achieve appr. 1 Million tondmfethanol through the existing biofuel
factories, this means that Hungary can completeElderequirement even if there will be
some export as well. For the 1 Million tons of lifwnol the yearly overproduction of maize
(3 million tons) can deliver the raw material. Howe the current technology which is
growing significantly there is a small chance taate the objective for 2020. Because of the
raw material and territorial burden the bioethamlglectives can be completed only with the
second generation production methodology.

3.2 Taxation framework

In Hungary the biofuel programme has been on thenda for several years, but actually
there have been few results. This is due to thetfet the regulatory background is still not
efficient. What does it mean exactly? The Act omisx duty ensures tax exemption for
bioethanol but not for biodiesel. It is obligatdoyuse a 4.8% bio-component in all kinds of

petrol for sale; otherwise an additional tax haséopaid. However, it is clear that these



incentives are not enough. If we look at the faetscan see that the demand for bioethanol
(E85) is growing while there is no production obdiiesel. At present in Hungary biodiesel
can be produced only at a loss (please see the gtrigcture of it based on the effective tax
rates.) It is worth taking a look at the chart betbat shows how competitive the price of bio-
diesel is in comparison with that of gas oil (diefsl) by taking into account the current
excise tax rates. Due to the fact that 100% biedlissnot available for sale in Hungary we

can compare only the import price and not the Irptage with the wholesale price of gas oil.

Price of biodiesel vs diesel
100% biodiesel (RME) price EUR / tons 805,00
HUF / EUR exch rate 2010.02.01 270,71
100% biodiesel (RME) import
price HUF /tons 217921,55
Density g/cm3 0,88
100% biodiesel (RME) import
price HUF / liter 191,77
HUF / 15 degree C
Excise duty liter 97,35
100% biodiesel (RME) net|HUF/ 15 degee
a.) | price inc. excise duty Celsius liter 289,12
MOL gas oil whole sale price | HUF/ 15 degree C
b.) | (1sth Feb 2010) liter 240,07
HUF/ 15 degree C
c.) | Difference (c = a - b) liter 49,05

It can be seen that the price of biodiesel is nioa@ HUF 49 higher per litre than the price of

standard diesel.

If we examine the effect of excise duty exemptidrbioethanol content in case of E85, the

situation is the following.

E85

Excise duty HUF/1000 liter 15525
Wholesale price of E85 with

85% bioetanol HUF/1000 liter 180146
Retail margin 6,5% HUF/1000 liter 11 709
VAT 25% HUF/1000 liter 47964
Retall selling price HUF/1000 liter 239 820
Retail selling price HUF/liter 239,82

Source: Hungrana Zrt



ESZ 95

Excise duty HUF/1000 liter 120 000
Wholesale price of Euro

Szuper 95 petrol HUF/1000 liter 247198
Retail margin 3,4% HUF/1000 liter 8002
VAT 25% HUF/1000 liter 63800
Retail selling price HUF/1000 liter 319900
Retail selling price HUF/ liter 319,90

It can be seen that there is an appr. HUF 80 éiffee between the retail sales price of E85
per litre and that of ESZ 95. This result arisesrfithe different excise duty levied on the two
fuels but we must add that the world market priaet@iation of crude oil (the price of crude
per barrel has been higher than USD 70 for a long)thas considerably increased the prices

of fuel at the local markets.

However, this price difference (HUF 80 per litre)affset by the 20% higher consumption of
cars running on E85, i.e. although we can buy & ktwer price, we will have to use more of
it. At the same time the higher octane rating okbihanol delivers a 10-20 HP jump in power
output of the engine, which is appreciated by esidstic drivers.

As already mentioned, it has been required in Hon@am 1 Jan 2009 that normal petrol

contains at least 4.8% bio-ethanol . To be moreigeaf petrol without such ethanol content

is sold, it will be liable for a higher rate of tax

In the case of biodiesel the excise rules have gddusince 1 January 2009, It introduced a
similar fiscal position as in the case of bio-ethla\ccording to the basic rule the tax was
HUF 85 for diesel with a minimum biodiesel conteh#.8% while the tax was HUF 89.3 per

litre in case of those with a smaller bio content.

Nonetheless there is a significant difference iat tthe excise rules do not provide tax
exemption for diesel with a higher than 4,8 % bomtent. From another perspective gas oil
(diesel petrol) with more than 40% biodiesel cohtensubject to the same excise duty as
diesel with only 4.8% biodiesel even if it is pesvthat the burning of biodiesel produces far
less harmful emissions (CO2, SO2) than that ofdstethdiesel. This does not seem to make
any sense at first sight, however, from the figpmaht of view it is easy to understand that full

tax exemption for bio-diesel would considerably it state’s tax revenues.



The demand for E85 and unleaded petrol

Regarding the demand for E85 we can see a verg clogelation between the price of E85
and that of ESZ95 petrol. The chart below shows dbeelation between the price and

quantity regarding petrol E85 and ESZ95 in the cakdhe first E85 petrol station in

Budapest.
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It is assessed that if there is an appr. HUF70+8@®& map between the retail selling price of
E85 and ESZ95, the demand for E85 is almost doubled

Results of the survey with questionnaire

Financial incentives regarding the support of diedu

During the survey | focussed on seven financiatmtives, which had to be prioritized on a 1-
5 scale. | think it is interesting that the finaadayrant of investment was scaled at 2,3, which
means that the interviewees do not think that fdsor is significant to support the usage of
biofuels. Similarly the agriculture aid was notsddied with a very higher rate either (3,0).
This was followed (according to set of prioritids) the preferential registration tax, then the
parking allowance and road fee, finally the exadsey allowance (4,8) and the preferential

VAT (4,4) rate were the the most important inceesiv



Avarege
rate
Excise allowance 4,8
Preferential VAT rate 4,4
. . 3.4
Registration tax allowance
3,2
Parking fee allowance
. 3,1
Highway fee allowance
Agriculture aid 3,0
State grant of investment 2,3

Source: Own research, 2010 (measuring level: ndraazde)

The aspects of establishment of the biofuels plant

The following question of the questionnaire bearadajht on the factors which play a role
before establishing a biofuel plant. The resultasy interting as the aspect of 'Is there other
plant in the region?’ was given a small rate. B possibilities of sale, the purchase of raw
material and the predictable legal background weasngthe highest rate. This means that if
the legal framework supports the usage of bioftles more plant will be established, which
will have a positive impact on the labour market ahrough the technical innovation it is

positive from the macroeconomic point of view aslwe

Possibilities of sale of biofules 34%
The purchase of raw material for
producing biofules 17%
Predictable legal beckground 13%
Sales possibility of the by-product 11%
Production facilities of raw material int
he region 10%
Is there any other plant int he region 8%
Supply chain possibilities int he region 7%
TOTAL 100%
Source: Own research, 2010 (measuring level: satde)
)
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The dominance of financial incentives

Regarding the question on purely financial incezgithe following rates were given. The
excise allowance and the preferential VAT ratefarerioritized. It can be seen. It is obvious
that the interviewees are fully aware that aroud«¥ 6% of the retail price is the tax burden in

case of fuels, so with a small tax decrease afgignt price drop can be reached.

Excise allowance 5
Preferential VAT rate 4
Parking fee allowance 3
Registration tax allowance 3
Highway fee allowance 2

Source: Own research, 2010 (measuring level: ndragade)

The possibilities of the enhancement of the plant

During the survey of this topic | received a supgsresult because it was an unambigouos
unwillingness to enhance. | think the reason fas thpinion is that the current regulatory

backgroung is not supportive enough for enhancrogyection facilities

The demand for the product

Regarding this question | determined three alterest namely that since starting the
pruduction the demand for biofules increased, stighor decreased. The result was what |
expected as somewhere it inreased, elsewherergatasd, as the global price of oil influence
the demand for biofules and besdide that crossbdugd tourism is also a driver regarding

the demand.

The increase of the bio component without the retcantion of the engine

| thoguht to examine this question because howthere were researches regarding it, but it
reflects a kind of responsibility from the car m&uturers point that up to what extent the
mixing ratio can be increased in case of clasgingines. Furthermore it is also important that

11



how the regulations can be changed to set a regeirefor an obliogatory mixing ratio. (as
mentioned before in Hungary the obligatory mixiaga is 4,8%). To this question the most

answers fell into the 15-20% and 20-25% intervals.

5-10%

10-15%
15-20% X
20-25% X
25-30%
30-35%
35-40%
40-45%
45-50%
Source: Own research, 2010 (measuring level: satde)

The adequateness of the requlatory background

The aim of this question was that to focus on Wiather the current regulatory background
is efficient enough or not to support the usagebiofules. The answers received were
unanomous that the regulatory background is neti@ént. This also justifies that however
steps were taken but the break through did not dvapiperefore a comprehensive review is

needed.

12



4. NEW AND RECENT SCIENTIFIC RESULTS

E.1. Based on my initial assumptions laid dowmeathe beginning of this section | have prooved
that the application of alternative energy resouselsecoming more and more urgent and
important not only in Hungary but all over the wbds well. The reasons behind this are the
limited crude oil extraction capacities availablbieh are already resulting in high oil prices
in the world market. On the other hand the pricetfiations of the crude oil in world market

constantly influance the prices of the products uf@actured and the services provided.

E.2. My assumption has prooved to be correcinbarieed a medium to long term bio fuel strategy,
which would provide a secured and reliable futuston for the agricultural producres on one

hand and for the the car and bio-fuel manufacturarthe other.

E.3. | have prooved that it is not enough for usthieve the EU set alternative energy levelstust
pick and to modify one or an other piece of finahdegislation but the entire regulatory issue
must be dealt with as a complex including all tker®mmic, social, environment protectional
and agricultural implications.

E.4. My assumption prove true that that the curfemaincial initiatives relating to bio-fuels musg b
expanded.

E.5. | have found that in case of bio diesel fuglilar to the E85 fuel the bio-component must be

granted a full excise duty exemption in order ttréase its share and its consumption.

13



5. CONCLUSIONS AND RECOMMENDATIONS

Therefore, there is a need for such a complex tigagsn and regulatory environment which would
not allow the different and partial fiscal, agritwhl or environmental views to rule the full pictu

A medium to long term bio-fuel strategy which wougive the different actors agricultural producers
on one hand, car and bio fuel manufaftureres orother a clear and unambiguous future in this field

is indispensible to achieve this goal.

| believe that in the field of bio fuels the pastieoncerned feel an air of uncertainty as both the
political disputes, including the interdepartmendiédcussions in Hungary as well as the situation
created within the EU itself remit the same message

| support that on one hand a new consensual syrat@glving all the regulatory departments could

not be postponed any longer and on the other Hanthese possibilites concerning the bio-fuels can
easily be inserted into the fiscal, environmentad agricultural plans and through this it can re-

strenghten the structural reforms and the econtaniets.

In order to achive a new comprehensive and systemaproach we have to set the scope and content
of the state interactions, the country’s abilycarry this burden, the budgetary, economic arthko
effects otherwise we cannot create an up-to-dat@atory environment.

To match this new regulatory environment we havedbthe budgetary resources as current ,lawn
mover” budget cut approach and rule of the thumbgets will mett aonly short term inmediate

targets.

In my opinion in the set up of the new regulatoygtem the tax laws (including the excise tax, viehic
tax, car registration tax and even the VAT law) trlay a decisive role as the fiscal policy is afie
the main tools of the economic policy is an impottafluancing factor in broadening the application

of bio-fuels.

| have to mention here in addition to the fact ttin#t alcohol content of the E85 bio-ethanol fuel is
excise duty exempt we have to create allowancesther tax laws as well which would in turn

increase the use and application of bio-fuels.

For example | would suggest the decrease of thetragjon tax on bio-fuel vehicles to that level
which is currently set by the rules in case of kegbvehicles.
Simultenously | would suggest changing the vehigkeact in orde to take into account the hazardeous

gas emission of the vehicles

14



| strongly believe that that tax system is notadfnt which is only interested in the increasehaf tax
income as in this case the tax payers will not feelurge to buy less polluting vehicles as they fe

only the punitive effect of the tax burden.

In Budapest where on more than 183 out of the 265 df the year the level of air pollution exceeds
the dangerous to health level we have to introdisceoon as possible the new bio-fuel run busses and
we heve to replace the current ones operating ésetiuel.

In addition to the above we have to work out ndidn the capital but in the countryside towns as
well such a parking system which offers an alloveattcthe owners bio-fuel run vehicles.

Further on such owners should be able to use Yiebicles on all days of the year with no limitation
includng the smog rules for driving even or unevegistration number cars on even and or uneven

days.

Currently it is mandatory to add 4,8% bio-compdneio the petrols and diesel fuels on sale in
Hungary otherwise the manufacturers risk the paymea much higher excise tax .

It is public knowledge that the oil companies aot interested in the increase of the bio-fule sliare
their sales as it will trigger an extra cost torthe

It si not a coincidence that at some Hungariarcaihpanies filling station no E85 is available oaty

a so called ,white filling stations”.

Simlutaneously by a regulatory set level the cursliare can be increased up to 15% and in this way
manufactured bio-fule can used by other conventiorghicles as well without any engine
modification requirement.

By setting a higher bio-component threshold on ¢me hand we could more efficiently fight
disadvantegous oil price fluctuations on the warldrket and we could further decrease our CO2
emission.

As far as the VAT rate applicable to the bio-fuslsoncerned | envisage two ways for the future.

On the one hand we could re-class the high bioextir(eg E85 or later if we would introduce E70
then that as well) fules onto the 18% prefereméitd category, or alternatively Hungary shouldaét

the fomer fules to be re-classed under a separaferpntial rate at the EU (source: VAT Directive,
Annex H)

15
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