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(1)

SCHEMES, SCAMS AND CONS:
FUEL TAX FRAUD

WEDNESDAY, JULY 17, 2002

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:00 a.m., in

room 215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Also present: Senator Thomas.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order.
First, I welcome everybody this Wednesday to the Finance Com-

mittee. I particularly appreciate the time you are taking out of
your busy days to come here and help us on this issue. So, thank
you very much.

Today, the committee is holding its second hearing on transpor-
tation trust funds. This is part of the Finance Committee effort to
increase revenue into the transportation trust funds as Congress
approaches reauthorization of both surface and air transportation.
This is also the fourth of a series of hearings on schemes, scams,
and con operations against the Federal Government.

This hearing will provide an overview of different strategies used
to perpetuate fuel tax fraud. We will also examine how this fraud
affects the highway, airport, and airway trust funds.

I am aware that this issue is a bit heated, but one that we must
address. This fraud represents money that the Federal Government
is losing, while crooked individuals are getting rich on the backs
of good, honest citizens.

Uncovering this kind of corruption is what we mean by ‘‘prac-
ticing good government.’’ We need to catch these people, make sure
the money is going where it should, that this is money that goes
to transportation projects and creates transportation jobs. It is very
important to all States, and especially my State of Montana which
very much depends upon the highway trust fund.

Given Finance Committee oversight of all of the transportation
trust funds, it is incumbent upon this committee to examine those
funds and do our very best to make sure the funds increase to meet
our Nation’s transportation needs.

As Congress approaches reauthorization of both TEA 21 and the
Air bill, we call Air 21, the current multi-billion dollar transpor-
tation laws, the Finance Committee will examine the taxes, the
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revenues, and the balance projections that will be the basis for the
Federal highway program over the next several years. In May, we
did just that with our first hearing on the highway trust fund.

As a result, in both TEA–21 and Air 21, revenues collected by
the trust funds are directly tied to spending on surface and air
transportation. Therefore, adequately funding the Nation’s trans-
portation infrastructure, both surface and air, is almost entirely
based on actually collecting all of the taxes that should be collected
by law.

By ensuring collections of all fuel excise taxes, this committee
will be able to grow the surface and air transportation programs
without raising taxes. I introduced a bill in June that will help do
that, S. 2678, the Mega-Trust Act, which recoups for the highway
trust fund both the interest and revenue for the losses due to the
ethanol subsidy. Now we embark on an effort to ensure that rev-
enue that should be going into the trust fund actually does go into
the trust fund.

Before I get into the nuts and bolts, let me first say how pleased
I am to see Senator Grassley is very interested in this subject, as
he is in transportation issues, generally. I look forward to his at-
tending this hearing at a later time.

Iowa, like Montana, is very rural and has a lot of highways. Our
States have needs that are different from other areas of the coun-
try. I look forward to working with Senator Grassley not only on
this issue, but on TEA–21 reauthorization as well.

I also particularly want to thank Senator Jeffords. He is not here
at this moment, but as chairman of the Environment and Public
Works Committee he is the main person, the point person, on sur-
face transportation in the Senate, and fortunately is also a member
of this committee so that we can work together on trust funds, as
well as on highway reauthorization.

I have served on that committee, that is the Environment and
Public Works Committee, for 20 years. I have had the good fortune
of working on both ISTEA and TEA–21. Those two highway bills
helped create jobs, certainly in my State of Montana.

Skilled and unskilled jobs in highway construction are good-pay-
ing jobs. In many States, these jobs provide employment opportuni-
ties for workers who have lost manufacturing jobs with minimal
training requirements.

I plan to do all I can to help create more jobs for all States under
the next highway bill, and the best way to increase jobs is to in-
crease funds into the trust fund. A good way to increase funds
going into the trust fund is to ensure that taxes are paid.

In light of that responsibility, today we continue what is a series
of transportation-related hearings. We will discuss the subject that
is crucial to all States, especially my State of Montana, one that
I have always cared about and have been very involved with, that
is, transportation trust funds.

This hearing will provide members an opportunity to better un-
derstand the fuel excise tax structure in a tax collection system for
fuel excise taxes. You will also hear about schemes, scams, and
other shady operations that are used by participants in the fuel
distribution chain to evade Federal and State fuel taxes.
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Additionally, there will be discussion of some of the efforts under
way by both the Federal Government and the States to combat this
evasion. I understand that there will be some fairly interesting sto-
ries about the elaborate strategies and dishonest use to circumvent
the fuel excise tax system. I look forward to hearing about those
efforts, and also efforts undertaken by various agencies, the IRS,
and States to curtail this fraud.

Let me also say that today, for the first time before this com-
mittee, we have Mary Peters, Administrator of the Federal High-
way Administration. Ms. Peters has been a good friend to high-
ways, and I look forward to working with her on upcoming reau-
thorization.

I would also like to mention that Senator Graham of Florida has
asked me to extend his apologies for not being present. He is not
able to be here today, but would like to welcome the witness from
Florida, Mr. David Skinner, and all of the witnesses here today.

I am also aware that Senator Lott would like to introduce the
witness from Mississippi, Mr. Wayne Rhoads, and Senator Lott will
do so if he is able to get here. He is busier than all of the rest of
us, so I am not sure he will be able, but I know he would like to.

I look forward to the testimony from all of you today, and we will
also ask questions, as you would expect, afterwards, to try to get
down to the heart of the matter.

I would like, now, to turn to my good friend from Wyoming, Sen-
ator Thomas, for any statement he might have.

OPENING STATEMENT OF HON. CRAIG THOMAS, A U.S.
SENATOR FROM WYOMING

Senator THOMAS. I do not really have a statement. I am very
much interested in highway funding. I was on the Public Works
Committee when we did TEA–21. My State is very similar in terms
of mileage per capita, and so on.

So I do not know much about this issue, but I have looked at a
little bit of some of the things that have been said and the allega-
tions that are there. If they are true, then I am very disappointed
in the agencies that have the responsibility for doing something, to
either not do something or come to the Congress and say they need
changes in the law to do something.

In any event, I look forward to hearing about it, and hopefully
we can make some changes, if that is necessary.

The CHAIRMAN. Thank you, Senator.
I will begin with you, Mary. We look forward, again, to having

you here for the first time. I suspect there will be some others
down the road. But thank you very much for all that you do. I
know how hard you work, and we appreciate it.

STATEMENT OF MARY PETERS, ADMINISTRATOR, FEDERAL
HIGHWAY ADMINISTRATION, WASHINGTON, DC

Ms. PETERS. Good morning, Mr. Chairman, Senator Thomas and
members of the committee.

Thank you very much for scheduling a hearing on this very, very
important topic today, the continuing problem of fuel tax evasion.

Today I would like to provide an overview of FHWA’s fuel tax
evasion program, including measures that have been taken to en-
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courage compliance and enhance enforcement, as well as some sig-
nificant problems that remain.

I would ask that my written statement be made part of the
record for this hearing.

The CHAIRMAN. Without objection. All of the statements will be
included. I forgot to remind you, about 5 minutes, if you could sum-
marize your statements.

Ms. PETERS. Certainly.
The CHAIRMAN. But all of your statements will be included.
Ms. PETERS. Thank you, sir.
[The prepared statement of Ms. Peters appears in the appendix.]
Ms. PETERS. As you know and as was mentioned, the Federal

Highway Trust Fund finances virtually the entire Federal invest-
ment in our Nation’s highways and a major portion of Federal tran-
sit programs as well.

The Highway Trust Fund itself is supported by highway system
users through payment of Federal excise taxes on gasoline, gasohol,
and diesel fuels, and on the sale of large trucks, trailers, and truck
tires, as well as a special-use tax on heavy trucks.

The most significant portion of the revenues comes from fuel
taxes, projected at approximately 90 percent of the revenues into
the Highway Trust Fund over the next 10 years. Loss of motor fuel
taxes poses a serious threat to both Federal and State transpor-
tation programs.

Fuel tax evasion exists because illicit profits on sales of untaxed
fuel can dwarf the profits made on legitimate sales. Enforcement
is often difficult because of the complexity of the motor fuel dis-
tribution system.

I have two slides I would like to project, and they are up on the
screen for you. The first slide illustrates the basic fuel distribution
process, although there can be many variations to this process.
Fuel moves from the oil refinery in bulk shipment by pipeline, ship,
or barge to a terminal—the storage and distribution facility. Some
30 million gallons of fuel move through these systems daily.

When fuel leaves the terminal by truck or rail, it must pass
through a rack, that is, a mechanism used to dispense motor fuel
products into tank trucks or rail cars. It is at this time that the
use of the fuel is determined and the Federal taxes are imposed,
unless the fuel is determined to be tax-exempt. Some exempt uses
include school buses, construction equipment used off-road, farming
and home heating.

At this point in the distribution system, the tax-exempt diesel
fuel and kerosene are dyed red. However, aviation-grade kerosene
may be removed from the terminal without taxes being imposed
and without being dyed if certain conditions are met. State fuel
taxes may be imposed at any level in the distribution system, in-
cluding the bulk level.

Substantial revenue losses caused by motor fuel tax fraud, in-
volving organized crime, were first discovered in the New York
metropolitan area in the 1980’s. Subsequent investigations revealed
a nationwide problem.

The Internal Revenue Service and the Federal Highway Adminis-
tration began to combat fuel tax evasion by supporting changes in
tax collection procedures and promoting enforcement activities.
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Congress responded with a number of legislative changes that
brought about significant progress in reducing evasion.

Under the Tax Reform Act of 1986, progress was made in gaso-
line tax enforcement by moving the point of tax collection from the
wholesale level to the rack level, reducing the number of gasoline
taxpayers from about 8,000 to 1,000, and considerably simplifying
payment tracking.

In ISTEA, Congress provided funding for the Joint Federal/State
Motor Fuel Tax Compliance Project. I will, in the future, refer to
that as the Joint Project. Three million dollars were allocated an-
nually to the States for participation in regional motor fuel tax en-
forcement task forces, and another $2 million was provided to the
IRS to supplement its fuel tax enforcement efforts. Forty-nine
States and the District of Columbia now participate in one or more
of the Joint Project’s nine task forces.

Diesel fuel tax enforcement was strengthened by two provisions
in the Omnibus Budget Reconciliation Act of 1993. The Federal
point of taxation for diesel fuel was moved up to the terminal rack
level, consistent with gasoline, and any untaxed—that is, exempt—
diesel moved from the terminal was required, again, to be dyed red.

In the first year of the new law, Federal diesel tax revenues in-
creased by over $1 billion, with $700 million of that increase attrib-
uted to improving compliance. States that have piggy-backed legis-
lation on the point of taxation and have dyed fuel provisions, such
as was done in Arizona during my tenure there, have also seen
substantial revenue improvements.

TEA–21 continued support for fuel tax compliance projects and
gave States the option of using one-fourth of 1 percent of their STP
funds for such projects. However, the main focus of the fuel tax
compliance program shifted to developing and maintaining a Fed-
eral automated fuel tracking system.

Over the life of TEA–21, the IRS was provided $31 million to de-
velop and implement the system. States shared $4 million for com-
pliance activities. But, because of competing priorities for STP dol-
lars, most States have not been able to benefit from the option of
using the STP funds for fuel tax compliance projects.

While legislative changes have made substantial inroads in the
motor fuel tax evasion problem, fraud schemes have quickly adapt-
ed to take advantage of any remaining loopholes.

I would like to quickly review some of these evasion schemes for
you. Before the dyeing of diesel fuel and the change to the terminal
rack point of taxation, a daisy chain was a popular evasion method.

This involves multiple paper transfers of fuel among fictitious
companies to conceal the party liable for remitting the tax.
Schemes involving false information filing continue to operate
today, and may be ongoing especially in the jet fuel distribution
system.

Bootlegging, where the fuel is smuggled across State lines, or
perhaps tribal boundaries or international borders, without paying
taxes due, is a particular threat to State fuel taxation and it usu-
ally occurs where a high-tax State borders a lower tax State.

The importation of foreign-finished motor fuel products is an
area of potential motor fuel evasion that, to date, has not been fully
addressed. With the Joint Project, FHWA is currently studying the
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finished motor fuel importation process, focusing on truck and rail
shipments across our borders, barge movements, seaports, and fuel
moving through foreign trade zones.

While a number of agencies collect data on imported fuel, com-
plex processes and overlapping responsibilities for tracking foreign
fuel may allow loopholes for fuel to enter unreported and untaxed.

So-called ‘‘cocktailing’’ refers to the blending of tax-paid fuel with
untaxed products to extend the supply. This results in the loss of
both Federal and State taxes. Additives can include jet fuel, petro-
leum waste products, and even hazardous waste materials, leading
to potentially dangerous emissions and damage to motor vehicle en-
gines, in addition to revenue losses.

The potential for aviation fuel to find its way onto the highway
system untaxed has recently become a particular area of concern.
Because jet fuel can be used in diesel engines ‘‘as is’’ or can be
blended with diesel for use in on-road trucks, exempt removal of
clear, untaxed jet fuel from the terminal rack provides evasion op-
portunities.

The second slide that I would like to put up compares the trend
in jet fuel production and consumption from July of 2001 to March
of this year. It suggests that there is a considerable quantity of jet
fuel remaining after taxable airline consumption, although some of
the difference can be accounted for by tax-free exports of that fuel.

Because Federal taxation of jet fuel is not currently required at
the terminal rack level, tracking fuel and revenues can be difficult.
Florida is the only State to tax aviation fuel at the rack, and in
doing so they reported a 21.4 percent increase in aviation fuel taxes
collected in the first year under the new system.

A study prepared in December, 2001, by KMPG Consulting,
using data from the Energy Information Administration at the De-
partment of Energy, FHWA, the FAA, and the IRS, estimated that
the potential revenue loss from jet fuel diversion could range from
$1.7 to a high of $9.2 billion for the period fiscal years of 2002
through 2011. This estimate was arrived at, in part, based on the
difference in volume of fuel production and the volume of airline
consumption.

An ongoing commitment to enforcement is needed to continue the
progress already made in combatting fuel tax evasion. Increased
tax compliance means increased revenues.

FHWA will continue, through the Joint Fuel Tax Compliance
Project, to promote enforcement activities and develop new strate-
gies to encourage compliance. This is also an important part of our
role as stewards of the Federal-aid highway program investments.
Revenues do not yet meet the gap that is there with the need.

Mr. Chairman and members of the committee, this concludes my
statement. I again thank you for the opportunity to testify today
on this very important topic, and I would be pleased to answer any
questions you may have at the appropriate time. Thank you.

The CHAIRMAN. Well, thank you very much for that overview,
Ms. Peters.

Next, Joseph Brimacombe, who is Deputy Director for Compli-
ance Policy, Small Business-Self-Employed Division at IRS.

Mr. Brimacombe, thank you very much for taking the time to
come and talk to us.
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STATEMENT OF JOSEPH R. BRIMACOMBE, DEPUTY DIRECTOR,
COMPLIANCE POLICY, SMALL BUSINESS-SELF-EMPLOYED
DIVISION, INTERNAL REVENUE SERVICE, LANHAM, MD; AC-
COMPANIED BY W. RICKY STIFF, PROGRAM MANAGER, EX-
CISE TAXES, INTERNAL REVENUE SERVICE; AND C.A. BLOCK,
VICE PRESIDENT, BUSINESS DEVELOPMENT AND TECH-
NOLOGY, MEHL, GRIFFIN & BARTEK, LTD

Mr. BRIMACOMBE. Thank you for inviting me. I appreciate the op-
portunity to describe recent compliance trends and issues in high-
way-related excise taxes and to highlight Internal Revenue Service
activities to address them.

The IRS is responsible for administration of more than 40 sepa-
rate excise taxes, including motor fuel. Motor fuel excise taxes are
an important source of Federal and State revenues and finance a
large share of the improvements to our Nation’s transportation sys-
tem.

Six separate excise taxes are imposed to finance a Federal High-
way Trust Fund program. Three of these taxes are imposed on
highway motor fuel.

Federal and State excise tax rate increases over the years in-
creased incentives for tax evasion with the tax significantly exceed-
ing the margin of profit for these products. The corresponding rev-
enue losses are a significant problem for tax administrators and
honest business taxpayers facing competition from tax evaders.

When taxpayers do not voluntarily meet their tax obligations, the
IRS must use its enforcement power to collect the taxes due. How-
ever, we simply do not have the resources to attack every case of
non-compliance. Therefore, we must apply our resources to where
non-compliance is greatest, while still maintaining adequate cov-
erage of all other areas.

The IRS identified and is addressing critical areas of excise tax
non-compliance. These include the continued misuse of dyed diesel
fuel, bootlegging to evade payment of taxes at a higher rate, smug-
gling to evade payment of any or all taxes, and cocktailing to ille-
gally reduce the effective tax rate, and the diversion of aviation jet
fuel to highway.

In the last decade, there have been four major exise tax compli-
ance success stories. They are: the moving of the point of taxation
for motor fuel to the terminal rack; requiring home heating oil and
other diesel products to be dyed red if sold tax-free; taxation of
undyed kerosene on the same basis as a regular diesel fuel; and the
development and implementation of the Exise File Information Re-
trieval System, EXFIRS.

The EXFIRS system is made up of a number of subsystems that
will support the collection of motor fuel industry operational infor-
mation. One of the most critical subsystems to ongoing compliance
efforts is the Exise Summary Terminal Activity Reporting System,
EXSTARS.

EXSTARS is the information reporting system that enables the
IRS to track all fuel transactions that occur within the fuel indus-
try’s bulk shipping and storage system. It provides tracking capa-
bilities of fuel from the pipeline system to the point of taxation for
the Federal exise tax at the terminal rack.
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The IRS is currently receiving information reports on 10 to 14
million fuel transactions monthly; approximately 60 percent of
these are filed electronically. We are currently processing both the
paper and electronic documents, transcribing all of the summary
data into the system.

However, we are finding it both impractical and cost-prohibitive
to transcribe the supporting detailed information on the paper doc-
ument. This detailed data transcription is critical to State compli-
ance activities.

One other area that continues to pose a challenge is the report-
ing of carriers of fuel involving highway-borne traffic. Recent regu-
lations have required the registration of pipelines and barges, how-
ever, there is no tax or economic penalty for failure to comply.

The IRS is developing sophisticated and state-of-the-art tech-
nology to address exise tax evasion techniques such as smuggling,
bootlegging, and cocktailing. For example, the IRS developed fuel
fingerprinting technology to combat fuel tax evasion occurring
below the rack, particularly bootlegging, smuggling, and the adul-
teration of fuel through cocktailing or blending of products.

In another example, the IRS is also developing state-of-the-art
technology to identify smuggling of motor fuel at the U.S. border
points of entry and ocean-going vehicles and barge traffic over the
intercoastal waterways.

Under existing processes, illegal smuggling activities can only be
detected by physically detaining a truck at the border, reviewing
the manifest, extracting a sample of the cargo from the tank, and
analyzing the sample to determine if it is the same thing as re-
ported on the manifest.

The IRS worked with the Department of Energy’s Pacific North-
west National Laboratory, PNNL, to design, develop, and test a
new technology called an Acoustical Identification Device, AID,
that uses hand-held sonar technology to identify the liquid content
of a sealed container, such as a tanker truck.

Concurrent with this effort, PNNL is working with the U.S. Cus-
toms Service to use the same technology for other purposes, such
as drug interdiction. I would like to show you a couple of slides on
this device, and also do a quick demonstration of it.

The CHAIRMAN. Sure. That would be great.
Mr. BRIMACOMBE. This is a picture of the device that we are

using, the yellow device that looks like a drill. That is the actual
device, and that is a computer screen below it.

This shows an individual actually using it on a tanker truck. On
the right-hand side of the slide is what would actually show up on
the screen of the computer. Here is another example of somebody
using it.

And the last slide. This is the commercial product which I am
going to demonstrate right now. This uses a PDA.

The CHAIRMAN. I am sorry. PDA?
Mr. BRIMACOMBE. Like a Palm Pilot.
The CHAIRMAN. All right.
Mr. BRIMACOMBE. He just shot through a can of pink grapefruit

juice.
The CHAIRMAN. And what resulted?
Mr. BRIMACOMBE. That it is fine to drink, Senator.
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The CHAIRMAN. All right.
Mr. BRIMACOMBE. And that was a can of pineapple juice. This

will device will be available after the hearing for anybody who
wants to look at it or try it.

The CHAIRMAN. Now, wait a minute. I am not sure what we did
here. You shot the device at two different cans, right?

Mr. BRIMACOMBE. I am sorry?
The CHAIRMAN. You aimed the device and used the device with

two different cans, with liquid in each can.
Mr. BRIMACOMBE. Right.
The CHAIRMAN. And they both had juice in them.
Mr. BRIMACOMBE. Correct. I can bring a technician up here to ex-

plain it, but basically, based on the density of the product when the
sonar goes through it, it can actually, using the computer, deter-
mine what kind of liquid is within the can. They have 60 different
kinds of liquid loaded into the computer.

The CHAIRMAN. I see.
Mr. BRIMACOMBE. So basically they get, like, a fingerprint of the

liquid, compare it to what is on the computer, and identify what
the liquid is.

The CHAIRMAN. And it can go through certain thicknesses of ves-
sels?

Mr. BRIMACOMBE. Yes.
Mr. BLOCK. Yes. And it does not make any difference what the

thickness is. We can do anything up to eight inches to eight feet.
The CHAIRMAN. Oh, really? All right. Thank you.
Senator THOMAS. But what do you decide? If it is taxable, it does

not look any different than if it is not taxable.
Mr. BRIMACOMBE. Well, let me give you an example. If you are

at the border, a truck could come. It could have ‘‘Milk’’ on the side.
Before, we would have to stop the truck, go in, dip, see what was
on the manifest, see what was inside the truck.

Senator THOMAS. This does not have anything to do with cock-
tails or any of that sort of stuff, though.

Mr. BRIMACOMBE. No. It really is to identify fuel coming in ille-
gally at the border where it may be disguised as something else.

The CHAIRMAN. Thank you.
Mr. BRIMACOMBE. Mr. Chairman, in conclusion, each of the com-

pliance concerns outlined thus far involve diesel fuel. However,
bootlegging, smuggling, and cocktailing can be used for gasoline
evasion schemes as well. But our efforts to explore and address this
have been constrained by resources and a limited ability to miti-
gate safety hazards involving handling and shipping samples of a
more volatile gasoline.

I believe that we are making progress in our goals to ensure that
the Federal motor fuels taxes are reported, paid, and collected, and
made available to the Highway Trust Fund. We are using tech-
nology in the administration of the exise tax program more effi-
ciently and effectively than ever before.

I thank you for your continued support.
The CHAIRMAN. Thank you very much, sir. We appreciate it.
[The prepared statement of Mr. Brimacombe appears in the ap-

pendix.]
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The CHAIRMAN. Next, is Mr. Barnhart. Mr. Barnhart is director
of the Center for Balanced Public Policy here in Washington, DC.

STATEMENT OF RAY BARNHART, DIRECTOR, CENTER FOR
BALANCED PUBLIC POLICY, WASHINGTON, DC

Mr. BARNHART. Thank you very much, Senator.
I am Ray Barnhart, a former administrator of the Federal High-

way Administration during the Reagan years, a resident of Texas,
and a man who this morning is not only hoarse from allergies, but
very genuinely grateful to you all for holding a hearing on this pet
subject of mine.

The record documents that motor fuel tax theft dates back 20
years, back to 1982, and enactment of the highway bill wherein the
Federal gasoline tax was increased from 4 cents to 9 cents a gallon,
and diesel from 4 to 15.

Since that time, through the cooperation of Federal and State of-
ficials, as well as industry, we have recovered for transportation lit-
erally billions of dollars in fuel taxes that previously were being
stolen. Nonetheless, those efforts are inadequate and organized
crime continues to siphon billions of dollars that should be now
going to the Highway Trust Fund and to State departments of
transportation.

The written testimony I have submitted for the record details
some of the history of evasion schemes and the revenue leakage
analysis that you have, along with other material, further elabo-
rates on those schemes starting on page 5 of that document.

Jet fuel scams have been operating for years, but the magnitude
of the theft finally became evident after the tragedies of September
11, when airline travel plummeted and fuel consumption by the
commercial airlines was, thus, drastically curtailed.

I refer in particular to this colored graph that I believe you have
entitled ‘‘Civilian Jet Fuel Supplied Versus Airline Consumption.’’

The volumes of jet fuel reported by the commercial airlines to
have been consumed by those airlines in a particular month are
shown in blue, whereas the volumes of jet fuel allegedly supplied
to those airlines are shown in that magenta color.

Since 9/11 occurred, as the graph shows, the major airlines used,
on an average, each month, 300 million gallons of jet fuel less than
what was allegedly supplied to them. Even in March, 3 months
ago, the differential was almost 280 million gallons, as you can see
from the sheet immediately following this color graph. It has a list
of months and the differential.

For years we have been told that jet fuel cannot be used in
trucks, that is too powerful and will burn up the diesel engines. So,
there was no problem. But that is nonsense. Jet is kerosene that
has been through one more stage of refinery. You add motor oil to
jet fuel to provide lubricity, and you effectively have diesel motor
fuel.

Most folks who work on transportation issues—and I am as
guilty of this as anyone, and I have been in it for 20 years—have
misread this problem. I am concerned about highways and highway
safety, not the aviation trust fund. If the trust fund is losing money
due to theft, it is somebody else’s problem, not mine. But that is
a wrong concept.
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When jet fuel, modified with that motor oil, is bootlegged to truck
stops and sold illegally as diesel motor fuel, from my perspective
that is not a problem of the Aviation Trust Fund losing 4.4 cents
a gallon, that fuel is displacing diesel that is taxable, and 24 cents
should be going into the Federal Highway Trust Fund, and another
20 cents or so going to State transportation programs direction.
That is 300 million gallons at month at 44 cents a gallon being lost
to transportation. That is $120 million a month. It is a big-time
deal.

Where am I? I am afraid I get caught up in this. [Laughter.]
The CHAIRMAN. You are doing very well.
Mr. BARNHART. Now, how does this happen? Because, you see,

while Congress has required that gasoline and diesel fuels be taxed
at the terminal rack, you excluded taxing jet fuel at that terminal
rack.

Like in the old days back when we started on this thing, if you
wanted to be a dealer in gasoline or diesel, all you had to do was
fill out a little, old proper Form 637, wherein you promise, on my
honor, when I sell this fuel I am going to collect the taxes, and so
help me, I will remit the money to you.

Well, today that is what happens with jet fuel, only you have a
637–H. And who is there to check on it? IRS, 3 months, 4 months,
a year later. That is where the problem is. We must move the point
of incidence of jet fuel to the terminal rack, like these other fuels,
if we are ever going to get this under control.

Let me make this clear. I do not in any way suggest that the
major oil refineries, the vast majority of fuel distributors, or the
airlines are parties to stealing taxes. They are not. They are, how-
ever, extremely clever mafia-types and other dishonest individuals
who grasp every opportunity to make a dishonest buck, and they
have been robbing us blind for decades.

Unlike on gasoline and diesel, this is a special problem for IRS.
I feel for these guys because it is great press to attack the blasted
tax collectors. It is a national past-time in Washington and
throughout the country.

But they are critical to our survival as a country and to the in-
tegrity of the collection process. They are under-funded, quite
frankly. They have an especial burden on jet fuel, because, you see,
most States have practically no tax on jet fuel.

My State of Texas—and I hate to say this because I am a proud
Texas—is among the worst in the whole Nation in enforcing tax
collection laws. I will stand behind that, for the record.

So what happens? Texas does not even have a State tax on jet
fuel. Your State, sir, has a tax of, what 4 cents?

The CHAIRMAN. Right.
Mr. BARNHART. Yes. Iowa has 3 cents, New Jersey, 2 cents. I be-

lieve you have 5. California has one cent. Louisiana has none. The
State revenue people cannot direct their people to enforcing the col-
lection of jet fuel taxes because the revenue received cannot be jus-
tified by the expense.

So these guys are the goats. By God, they are inefficient. We
have got all this corruption going on here and they sit and watch
it. Why? Because they are not equipped to handle this thing.
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Judge for yourself. Now, put yourself in their places. Nationwide,
there are approximately 140 Federal fuel compliance officers in the
entire Nation, who not only ride herd on 1,500 terminals that han-
dle hundreds of millions of gallons of fuel, but they also are respon-
sible for on-the-road checks to see that truckers are not cheating
and burning tax-exempt diesel.

Now, they have got big help, though. They have got 300 audit-
types for the Nation to audit all of these companies, thousands of
them. Now you see why a thief says, I am not going to worry about
it. These guys are not going to get around to us for four or 5 years.

That is what happened with the daisy chains. Those daisy
chains, one dealer can peddle it to another guy and says, oh, well,
I did not sell it so there is no real tax due. But this guy needed
fuel, I had an over-abundance, so I moved it over to him.

Then he moves it to here, to here, to here. Suddenly, when you
get over here, this guy’s statement says, hey, this is taxable and
I collected the money. By the time IRS goes from this audit, to this,
to this, to this, that paper does not exist. It is paper. It has dis-
appeared, along with billions of dollars.

Then when we catch him, what happens? Like these guys from
New Jersey who steal $200 million. What do the judges do? We are
going to throw it to you. We are going to fine you $2 million and
give you 6 months in jail. My God, this is an Enron opportunity
for crooks. We have got to change the law.

And here is another thing that really, really disturbs me. I un-
derstand from the grapevine—and I do not know if these career
guys can respond to it—that this division is subject to a 20 percent
reduction in its budget on enforcement next year. Good heavens.
Billions of dollars, and we are going to save money by cutting down
enforcement?

Hey, I am a Republican. I support this administration. I want to
horse whip whoever wants to cut that budget. I am serious about
it. Call a spade a spade. It is absolutely irresponsible. I hope you
folks will not allow that to occur.

Another point, then I will shut up very soon, Senator. Like the
CIA and FBI got chastised for failing to communicate prior to 9/
11, it is startling to be in a meeting with Federal law enforcement
officials and hear one of them say to another comparable official in
another agency, oh, we cannot discuss that. Because of jurisdic-
tional problems, it is inappropriate for us to discuss this with you.

Also, to have a Federal official tell a State guy who says, hey,
I understand this guy is a thief, he has been convicted over here,
he is moving into my State, give me the low-down on him, oh, we
cannot do that. That would be improper. We have got to clean up
the jurisdictional problems if we are going to control this thing.

I have used up my time and I do not like to abuse you gentle-
men. I do want to conclude with this. Seventeen years ago, as Ad-
ministrator of the Federal Highway Administration, I started on
this issue to stop this terrible abuse of our system, the unconscion-
able theft of motor fuel.

I hope, before I die, that we will finally get it under control. I
cannot do it. These folks cannot do it. The only key to stopping it,
quite frankly, sir, is you and your committee, and I pray that you
will do so.
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Thank you very much.
The CHAIRMAN. Thank you very much, Mr. Barnhart. That has

been a very compelling statement. Thank you very much.
[The prepared statement of Mr. Barnhart appears in the appen-

dix.]
The CHAIRMAN. Mr. Rhoads? I may have to leave a few minutes

into your testimony, Mr. Rhoads, because there is a vote going on
now. But Senator Craig Thomas is going to come back as quickly
as he can, so we will try to continue without any interruptions.

Mr. RHOADS. I understand, sir.
The CHAIRMAN. Go ahead, Mr. Rhoads.

STATEMENT OF WAYNE RHOADS, ADMINISTRATOR OF FUEL
TAX COMPLIANCE, MISSISSIPPI DEPARTMENT OF TRANS-
PORTATION, JACKSON, MS

Mr. RHOADS. I want to take this opportunity to tell you it is an
honor to testify. I am not quite as great a public speaker as the
ones who have just spoken, but I do know what I am doing, and
we speak from the heart.

The Mississippi Highway Department was changed to the Mis-
sissippi Department of Transportation, MDOT, in 1992. By this act
of the legislature, it now includes highways, transportation such as
rails, ports, aeronautics, and public transit.

Also during that legislative act, the fuel tax enforcement and
weight enforcement came under the Department of Transportation.
Now, this is a little different from a lot of your State agencies.
Most of the time, the State agencies that enforce the fuel tax laws
are from the Revenue Department. This is a twist on enforcement.
Most Revenue Departments trail paperwork.

At the Mississippi Department of Transportation, our enforce-
ment is on the road, on the barges, actually as they transport the
fuel, checking for documentation such as import notices.

Import notices. When a fellow wants to bring a load in from Lou-
isiana, then he must file an intent to import, a notification with the
Tax Commission, our revenue agency, or he can stop at the first
weigh station, which we regulate, on his way in and he will get an
import notice number.

Well, that was an enforcement tool. The penalty for not having
an import notice was—and what we are talking about here is boot-
legging—was that he must pay the tax on the fuel right then, we
impound the vehicle, and enforce 25 percent penalty.

Well, we did not have to do that but a few times, and all of a
sudden everybody got right and they got right quickly.

As a matter of fact, I will say this. Most of our trucking associa-
tions, truck drivers, and barge operators were very professional.
We did not have one complaint out of them the whole time. As a
matter of fact, we got responses like, well, it is about time you all
started looking at what is going on out here. We had the same
thing come up from our honest fuel distributors; thank God you all
are doing this.

So that beefed us up a little bit more, and we got a little more
courage. So we started stopping every fuel tanker truck moving in
the State of Mississippi. My good friend Ricky Stiff from the IRS,
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in talking about the EXFIRS and EXSTARS program said, that if
it moves, we want to know about it.

I thought, if we are going to do on-the-road enforcement, we need
to know about it. So we are going to stop every fuel tanker moving
for a short period of time and do a survey.

We had an MDOT fuel tax form they filled out declaring who
owned the fuel, where the fuel originated from, where it was going,
and the bill of lading number. By doing that, our MDOT officers
became very familiar with who is supposed to be where, at what
time. This started in January of 2001.

We did this for 6 months, and again we had no complaints from
anybody. As a matter of fact, we had compliments that we were out
there doing it.

When September 11 hit, our officers were educated on who was
supposed to be where, so they could tell unfamiliar tankers in unfa-
miliar territory, in strange places. So, we were at a heightened
alert to check for everything and that really benefitted us a lot.
Our guys knew who was supposed to be where.

The CHAIRMAN. Mr. Rhoads, I apologize. I am going to have to
leave to go vote. I will be right back. So the hearing will be in re-
cess indefinitely until either I or Senator Thomas returns. I expect
that to be in the next 5 and 10 minutes, then we will continue
where we left off.

Mr. RHOADS. Thank you.
The CHAIRMAN. Thank you.
[Whereupon, at 10:47 p.m. the hearing was recessed.]
Senator THOMAS. I think we will go ahead. The Senator will be

back in a moment. I think, Mr. Rhoads, if you would like to go
ahead, we will move forward.

Mr. RHOADS. All right. In late 2001, we had been monitoring the
fuel that was coming in from the State of Louisiana, from the State
of Alabama, and from Tennessee by the import notices.

We started noticing something a little bit different. We had folks
bringing in jet fuel to municipalities in the State of Mississippi that
did not have a jet port within 100 miles. So, that was a little
alarming to us.

We found out that about an average of 30,000 gallons a month
had been coming in for the last year around these areas. So we
sent out an alert with all of the law enforcement officers to start
looking around these municipalities and cities and doing fuel
samplings of diesel tanks. Sure enough, we found some interesting
sites.

This picture here, sir, shows, behind a truck restaurant—truck
drivers usually know the best places to eat—that tanker truck you
see there has jet fuel. It is placarded ‘‘1863,’’ which is jet fuel.
There are some more shots of it. We also found that this tanker
truck was equipped with gasoline pumps, hoses, and nozzles.

Now, some of our officers were asking, what in the world is this
jet fuel doing here. Is it not much higher in price? Well, if you can
buy it tax-free, it is much cheaper than diesel fuel. So we started
finding clear fuel, crystal clear fuel, in these areas from the diesel
truck tanks. That stirred up a lot more research.

We went to the Web site of a Dodge Ram truck, and found, as
you can see on the second line, it says that these fuels are alright
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to burn in Cummins diesel, which is equipped in the Dodge truck:
number 1 and number 2 diesel, number 1 and number 2 kerosene,
Jet A, Jet A1, JP–5, and JP–8. So that told us for sure that, yes,
jet fuel is being burned on the road.

We went on and did a little more research and wanted to see
what the consumption of jet fuel was like in the State of Mis-
sissippi during that year. You would think the consumption of jet
fuel would go down after September 11, when all the airlines were
sitting on the ground in September and October.

But if you see this chart up here, this next page, you will see
that the month of October was the highest month of jet fuel re-
ported in the State of Mississippi. We have a fuel tax of 5.25 cents
a gallon on jet fuel.

Well, we were alarmed about that and we started really beefing
up our enforcement, doing a lot more sampling of diesel tanks out
on the road. In February and March, we had extensive details.

You can look at the results in April. In April, the jet fuel con-
sumption dropped 1.9 million gallons. At the same time, you can
look over here at undyed diesel. On-the-road diesel went up 1.9
million. That might be a coincidence. We think it is good law en-
forcement.

We wanted to see also if our State was different from a lot of
other States. We called the State of Louisiana and they did not
have a tax on jet fuel, so there were no records. So we went and
looked at Alabama. Alabama did not show a big dip in their sale
of jet fuel, either, after September 11.

Now, here is a comparison that you can see between what we call
crystal clear fuel—this can be kerosene, number one diesel, jet fuel,
and the normal diesel that is run on the highway. You can see that
the fuel on the left is water clear, crystal clear. You can smell the
difference. It smells like kerosene.

In Mississippi, we are bordered by the Mississippi River on the
one side, the Tennessee Tom Bigbee on the other side, and the Gulf
Coast intercoastal waterway also borders us. So ,it makes us a good
place for large amounts of fuel to be barged in.

We are also the only place in the United States that a coast-to-
coast, east-west, north-south, rail service meet right there in Jack-
son, Mississippi, so it is also a good place to monitor rail movement
of fuel.

But our law gives us the authority to check barge traffic, so we
initiated a detail with the Coast Guard on the Tennessee Tom
Bigbee, including the Bureau of Narcotics, Department of Wildlife
and Fisheries with the State, and the Corps of Engineers.

We stopped several barges going back and forth. We found out
a lot of different things about the amount of fuel that as going up
the Tennessee Tom Bigbee, the classification of some products such
as solvents, fuel oils, and things like that.

It was an education for us because the barge captains and the
Corps of Engineers personnel both told us that it was about time
somebody started looking at what is going through these locks.

So that led to some more study. Right now, we are involved with,
trying to set up a systematic monitoring of the river systems and
the inland waterways in Mississippi.
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Now, what this is going to entail? Probably flying the Mis-
sissippi, the Tennessee Tom Bigbee, and all the intercoastal water-
ways looking for sites where a barge and truck can come in close
range to off-load fuel into a tanker truck. By the way, there are 60
tanker trucks in a barge. They can carry 60 tanker truckloads of
fuel.

After doing this detail, we got a lot of response. A lot of folks
were asking different things about what is going on in Mississippi,
and are you all doing anything about barge transfers.

Well, this is a site that the IRS and I found on one of our water-
ways. It is a very extensive, elaborate sea wall built out of power
poles where a barge could pull up. That dark object that you see
under the crane up there is a huge pump. It can actually offload
a truck on that gravel road and a rail car at the same time.

We have not found anybody offloading fuel here, but it is a type
of site that could offload fuel. As a matter of fact, we have not
found anything since we went in there with a marked car. Some
of our officers do not understand undercover yet. [Laughter.]

On the Mississippi River, the average tow is 25 to 35 barges. On
the Tennessee Tom Bigbee, the average tow is somewhere between
10 and 15 barges. That is a lot of fuel if you want to carry one load
up the Mississippi.

We flew the Mississippi with the Bureau of Narcotics and one
other Federal agency. We were looking for sites where, possibly,
barges could be tied to trees and offload fuel.

Now, this shot shows a place where they had a stone sea wall
built up. Evidently, it was a site for some type of offloading.

We found a lot of portable pumps in the area, a lot of flexible
hose, and mooring rope. We have still got this site under investiga-
tion. To our knowledge right now, no one has proven that anybody
has used this for a fuel offloading site, but it is still under inves-
tigation.

After seeing all of this, we found that one thing that is common
out there, is that nobody is communicating with anybody else. The
Coast Guard does not know what is going on a lot of the time. They
are not familiar with it because they have not been told about it.
Customs was kind of vague on it. So, we decided to establish an
enforcement task force.

On April 18, we had our first meeting in the southeastern States.
We had Coast Guard, Customs, the IRS, some State agencies, and
we had the Corps of Engineers. Everybody was amazed about the
number of fuel barges that traffic up and down the rivers.

Since that time, we have established some other investigations
going on with other smuggling. But one of the things we feel that
could help us a lot in enforcement, is first of all, take away the
ability to buy tax-free jet fuel, except by the commercial airlines,
from the rack.

Put money in on-the-road enforcement. This is an area where
you can stop the activity in its tracks. You do not have to go
through a year of paperwork and auditing, then catch a guy and
put him in jail for, did you say, $2 million fine? (Referring to Ray
Barnhart’s speech) We are just educating the crooks that it is a
profitable business out there.
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We need some more resources to be able to do this, to fly the
Mississippi, to enforce barge traffic. We need boats, we need un-
marked cars, and things like that. But I will be available for any
questions you all want to ask later. Thank you.

Senator THOMAS. Thank you.
[The prepared statement of Mr. Rhoads appears in the appendix.]
Senator THOMAS. The Chairman has returned.
The CHAIRMAN. Thank you.
Mr. Skinner?

STATEMENT OF DAVID L. SKINNER, FUEL TAX COMPLIANCE
COORDINATOR, FLORIDA DEPARTMENT OF REVENUE, TAL-
LAHASSEE, FL

Mr. SKINNER. Thank you, Mr. Chairman, and thank you to the
committee for inviting me to come here to speak.

I have been aware of the proposals to change the Federal tax on
jet fuel to the terminal rack, and am also aware of the reasons be-
hind some of those proposals.

Florida, to my understanding, is the only State that currently al-
ready taxes jet fuel at the terminal rack, so it may be that some
of our experience may be of some use to the committee in consid-
ering the proposal to make the Federal change.

I need to explain, though, that there are some idiosyncracies here
that might have an effect. It is not a real simple matter to try to
look at Florida’s experience and gain any insight from it because
there are some real complexities.

First of all, in the Florida law, we very closely link the jet fuel
with kerosene. Basically, jet fuel is just kerosene that has been re-
fined to the Federal specifications to keep us flying when we are
flying in a jet. But they can be used pretty much interchangeably.
At least, jet fuel can be used for the same purposes that kerosene
can be used for.

In Florida, we do impose the tax on both jet fuel and kerosene,
if it is undyed, at our aviation fuel tax rate, which is 6.9 cents per
gallon. We do not tax kerosene at our highway rate, as the Federal
law does, which in Florida is very similar. It is currently 26.4 cents
a gallon, the highway tax on diesel fuel.

In Florida, very similar to the current Federal law, kerosene is
exempt if dye is injected at the terminal rack before it is delivered.
If undyed kerosene is used for home heating or other exempt pur-
poses, we allow credit or refund.

There are a few little differences that were available to us in our
law that eliminates some of the problems with consumer refunds,
but nonetheless, we do allow the credit of the 6.9 cent aviation fuel
tax if kerosene is used for an exempt purpose.

What I would like to briefly do this morning, is explain to the
committee how we arrived at this solution for jet fuel kerosene,
what the results have been since we did this—and this goes back
to July of 1996—and then also to share with the committee some
of the recent trends in Florida as far as jet fuel or aviation fuel tax
collections since September 11.

First of all, as I mentioned, kerosene and jet fuel are tied to-
gether in our law. The way we ended up approaching the taxation
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of kerosene and jet fuel when we made some changes back in 1996,
was just one very small part of a much larger legislative change.

What happened back in 1994, is we had observed that a couple
of States—I think Indiana and Michigan—and the Federal Govern-
ment had changed their taxation point on diesel fuel and imposed
the law that required a dye to be injected if it was not taxed when
it left the rack.

So a group of us got together in what we called a PIT crew—it
stands for Process Improvement Team—comprised primarily of De-
partment of Revenue people, representatives from the mid-level
wholesalers, the Florida Petroleum Marketers Association, and
from the major oil companies through the Florida Petroleum Coun-
cil, which, I do not exactly understand, is somehow linked to the
API, to the American Petroleum Institute.

So that core group, along with other interested parties, formed
this team to just look at our whole overall fuel taxation system and
to see how it might be improved to make it more efficient, to limit
any unnecessary burden, and so forth.

We had a lot of issues, as you might imagine, in considering
these changes. But we very quickly came to the conclusion that, to
the extent that we could model after Federal law, it would create
some efficiencies, both for the government administrators and for
the industry, to pay the tax.

Without going into the detail of the other changes, the kerosene
and jet fuel basically was left to the end of our decision. We really
did not know, up until very close to the end of the workings of this
PIT crew, what we were going to do.

We knew that at that time the Federal Government was consid-
ering some changes to kerosene, which ultimately were adopted, I
believe, in July of 1998, to impose a tax on kerosene at the rack.
But that had not taken place, so we did not really have a model
to follow.

So, basically what happened, is that we knew that kerosene and
jet fuel, as has been heard here today, that those products could
easily be blended into a highway fuel, a diesel fuel, and could be
illegally used on the highway. So, we felt we needed to do some-
thing.

What we came up with, was simply to tax both jet fuel and ker-
osene at the aviation fuel tax rate, the 6.9 cents per gallon, on the
idea that at least if the crooks were trying to evade tax by doing
it, at least they would have to pay part of the tax, the 6.9, not
under any delusions that this would be the cure-all to the problem.

So, really, the reasons that we made the change was that we
knew that the products could be blended with diesel fuel and we
were trying to limit the amount of tax that could be evaded, and
in fact some studies that were given to the group indicated that as
much as 90 percent of the kerosene/jet fuel that was in our termi-
nals in Florida had been refined to jet fuel specifications. So, they
were basically the same product, and interchangeable.

We also looked at the efficiencies of the tax reporting. We had
already put both gasoline and diesel fuel at the terminal rack. So
by putting the aviation fuels at the same point, we could merge
them all on one tax form, have the same taxpayers paying it, and
we could derive all of the efficiencies that you might imagine you

VerDate 11-MAY-2000 17:07 Feb 03, 2003 Jkt 000000 PO 00000 Frm 00022 Fmt 6633 Sfmt 6633 83051.000 SFINANC2 PsN: SFINANC2



19

would get from having the same taxpayers doing it the same way
for all three types of fuel.

The results, I believe, have been published in the KPMG report
after the first year under this law. We set about to examine what
the revenue was. Really, of course, our purpose or main focus was
not on the jet aviation fuel tax so much as it was on the highway
taxes, the diesel fuel and the gasoline.

But to our surprise, quite frankly, we found that there was over
a 21 percent increase in the aviation fuel tax. Now, understand
that the products that are taxed at that aviation fuel tax rate, 6.9
cents a gallon, include not only jet fuel, but also aviation gasoline
and any kerosene that was not exempted, that was taxed at that
6.9-cent rate.

So the obvious question is, you got a 21 percent increase. Why
did that happen? Well, we have not done any kind of detailed
cause-and-effect analysis to try to really get to the bottom of that
question, but I can offer several possibilities to the committee.

One, is that, simply, the tax structure that we have in Florida
may have resulted in that. Basically, if the kerosene is not taxed
at the 6.9 cents, then it becomes subject to our general sales tax,
which is, in most counties, 7 percent of the purchase price.

So what that means, is if the kerosene sells for a dollar a gallon
net of tax, that a person has a choice: for a gallon, pay 7 cents sales
tax, or pay the 6.9 cents aviation fuel tax. I believe that kerosene
generally sells for even more than a dollar a gallon.

So it is quite possible that part of the increase in our aviation
fuel tax resulted from people simply not claiming the refund on the
6.9 cents, because if they did that they would have to pay 7 percent
of the purchase price.

I do not know for certain to what extent that exists, but it is cer-
tainly plausible that that is at least one factor. Now, do not be con-
fused. Home heating is exempt.

The other possibility, is simply evasion of the fuel tax law. It
could be that the 6.9 cents was being paid in order to avoid paying
the highway tax, or it could simply be the economic growth factors.

I also included in the prepared written testimony the results
since September 11 in our aviation fuel tax. It is very interesting
that the average since then comes to a decrease of 19.8 percent,
which is very close to what the airlines had been reporting as their
decreased consumption. I do not know for sure what that means,
but that is some information that might be useful to you.

Thank you.
The CHAIRMAN. Thank you very much, Mr. Skinner.
[The prepared statement of Mr. Skinner appears in the appen-

dix.]
The CHAIRMAN. I would like us to pull out this chart. Help me

better understand, at least collectively, what you all think hap-
pened as a consequence of jet fuel supply, as well as consumption,
post-September 11.

I ask the question because, as I look at this chart, in July/August
there is roughly, I would say, 30 percent more still supplied than
consumed. Then the big fall-off, of course, is September 11.

What is it here that sort of compellingly shows that, even though
airline fuel consumption dropped and is very low, that civilian fuel
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supply is high? What does this show as to what happened to that
fuel?

Mr. Barnhart, you were talking a lot about this. If you could just
kind of explain that a little more fully, please.

Mr. BARNHART. We do not know what happened to that fuel. We
believe that it has been bootlegged over there and sold at truck
stops. Where did it go?

The CHAIRMAN. And mixed with motor oil or mixed with some-
thing?

Mr. BARNHART. Sure. Some motor oil, or in some instances you
could use it straight. As a matter of fact, an interesting thing. Sat-
urday night, just casually, I attended a 50th anniversary of a
friend of mine. There was a gentleman there who was a mogul in
the aviation industry.

My friend had mentioned to him that I was on fire about all of
this, the aviation fuel tax. This guy said, that is why I bought my
diesel truck. That is all I burn, is jet fuel. I was floored. But I have
always ignored that because I thought it was just the Aviation
Trust Fund.

The CHAIRMAN. So where does he get his fuel?
Mr. BARNHART. He gets it from a distributor who supplies the

airline. They get that fuel that is supposed to go in here to this air-
plane. They kind of divert before they get there and go over here
and bootleg.

The CHAIRMAN. Now, why should the imposition of a jet fuel tax
not be at the rack?

Mr. BARNHART. It should be.
The CHAIRMAN. Does anybody have any reason why it should not

be?
Mr. BARNHART. Well, I will tell you what the objection is. I ran

into that 20 years ago. Good people who were not involved, busi-
ness corporations, what have you, are more comfortable with the
status quo. Everybody is afraid of change because it may gig them
in some way and increase their costs.

But we worked with the commercial airlines. They will not be
hurt on this, I guarantee you. There is no reason for them to object
any longer.

The CHAIRMAN. We have four others here, now. Ms. Peters, do
you have any thoughts on that?

Ms. PETERS. Senator, I think it is something that we do need to
look at. We did not move the incidence—of taxation and I am going
to speak to my prior experience in Arizona—of aviation fuel. But,
like Mr. Skinner indicated, it was simply because we just did not
know the potential for problems.

I do not know of a reason why it should not be taxed at the rack,
but I would suggest that we look at it within the context of the
whole issue to determine if there are reasons why it should not be,
or what the impacts and burdens would be if we were to move it.

The CHAIRMAN. Now, you have implied, Mr. Barnhart, that air-
lines have objected in the past. Is that correct?

Mr. BARNHART. Yes, sir. Commercial airlines.
The CHAIRMAN. Why?
Mr. BARNHART. They are not stealing.
The CHAIRMAN. Why do they object?

VerDate 11-MAY-2000 17:07 Feb 03, 2003 Jkt 000000 PO 00000 Frm 00024 Fmt 6633 Sfmt 6633 83051.000 SFINANC2 PsN: SFINANC2



21

Mr. BARNHART. I have never really understood it, except I think
it is that same old thing, that the status quo is safest. Let us not
take a chance on a change lest we get hung up in it somehow.

The CHAIRMAN. Or it might be cash flow, too.
Mr. BARNHART. Yes. But you see, they have been promised we

will not give them the shaft on the cash flow, because they can get
that exempt on their purchase until they use it. We can work that
deal out very easily.

The CHAIRMAN. But do you think, the five of you, that if jet fuel
were taxed at the rack, that that would significantly reduce any po-
tential or actual scam and so forth?

Ms. PETERS. Mr. Chairman, I think based on what we are seeing
today, it would appear to be so. It would appear to at least allevi-
ate this issue. One of the things you asked was the question of
what happened to this fuel.

It could be, as I indicated earlier, tax-free exports; it could be
stockpiling of supply. Yet, the graph does not indicate that the sup-
ply was stockpiled, because the usage figures then go up post-Sep-
tember/October.

One of the real problems that we have is a lack of total fuel ac-
countability. We do not have good data on the different types of
fuels, on on-road use of fuels, on exempt fuels, on aviation fuels.

That lack of good data on total fuel accountability allows some
of the things to occur that have been described here today.

Some of the things that we would suggest, would be looking at
the total issue, the total supply of fuel; what fuel is out there;
whether it is taxed or exempt based on what the intended use is;
and include sales tax, as Mr. Skinner indicated. At the state level,
if it is not being taxed as an excise tax for on-road or aviation use,
it ought to be taxed based on a sales tax.

Then, look at what the actual use is and see if the actual use is
consistent with the intended use, to see if it was taxed properly.
Unfortunately, we do not have a system that gives us that total
fuel accountability to date.

The CHAIRMAN. Right. Well, let us talk about that a little bit. I
would ask each of the five of you, where is the greatest gap in fuel
accountability and/or where is the greatest need? We are in this
homeland security debate in the country right now, trying to co-
ordinate agencies and so forth.

It has been touched on here, there is lack of coordination, to
some degree, among State agencies and the Federal Government,
and so forth, which allows malfeasors to take advantage.

Mr. BARNHART. Mr. Chairman, there is another problem here
with the IRS now. They mentioned EXSTARS. For the first time,
when we get this thing implemented, we will know how much fuel
is distributed in a particular State. That is so necessary.

The problem is, when you get into that, that is after the fact. The
law enforcement official out here that stops this guy who is steal-
ing stuff, he has not stolen it because he has still got a month and
a half before he has to report it. So if he gets stopped, he can go
in and alter his records.

The CHAIRMAN. Right. Right. But where is the biggest gap in re-
porting? Would you all agree? Would you all have different gaps?

VerDate 11-MAY-2000 17:07 Feb 03, 2003 Jkt 000000 PO 00000 Frm 00025 Fmt 6633 Sfmt 6633 83051.000 SFINANC2 PsN: SFINANC2



22

If Congress is going to do something about all of this, what should
we do?

Mr. RHOADS. Mr. Chairman?
The CHAIRMAN. Yes, Mr. Rhoads?
Mr. RHOADS. I think the way this thing is sitting, is on a three-

pronged stool, but we are just sitting on two prongs right now, or
two legs. We have got the IRS doing the EXFIRS and the automa-
tion reporting. Then you have the States doing their bookkeeping.

But somewhere along the line there is no on-the-road enforce-
ment tool. In other words, every time you see that chart for lines
going from a tank, farm, or refinery, those lines represent means
of transportation.

If we had one DOT regulation that required anybody moving fuel
by barge, rail, truck, or pipeline—well, it would have be a little dif-
ferent on pipeline, but I could address that—to have a certified no-
tification on board that he has contacted the next taxing jurisdic-
tion that he is about to go into and he has given the information,
who owns the fuel, where it originated from, where it is going, so
an on-the-road officer or Coast Guard officer that is monitoring the
barge traffic can see that.

He will call in that same automated system and get the same in-
formation back and let him go. We can take that to one step fur-
ther. A lot of our officers are radio-equipped with these truck driv-
ers. CBs are wonderful. We can just do it right on there while he
is following and never have to slow him down.

With pipeline right now, Mr. Chairman, you have got three peo-
ple involved. You have got a buyer, you have got a seller, and you
have got a gauger. All of these people are independent business-
men. All these people are independent of each other.

Where is the government’s checkpoint? If we just had one meter,
if the government had a meter either here or here that went into
a computer that registered the flow amount, it would take the pos-
sibility away of those three guys collaborating, getting together to
cheat. We are talking about millions and millions of dollars here.
But we just have to take those steps.

The bad thing about it is, even an honest distributor working in
his business has to compete with these guys who are cheating, and
to survive, sometimes he may have to let a load slip through and
not report it.

The CHAIRMAN. As Mr. Rhoads mentioned, there is a third leg
here, on the road, some kind of data confirmation system of some
kind.

What do the rest of you all think about that, or do you have an-
other candidate?

Mr. SKINNER. I certainly agree with Mr. Rhoads about that. That
is probably the leg that is broken in Florida right now. We are very
much aware of it and are trying to improve in that area.

I think that the accountability will be solved, to a great extent,
with the EXSTARS program. I think that collecting that data will
enable the States and the Federal Government to at least isolate
the legal transactions in fuel from the illegal transactions so that
the efforts can be focused on the illegal. That is one thing.

The CHAIRMAN. I am sorry. Could you explain the EXSTARS pro-
gram again, please? What is it?
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Mr. STIFF. Mr. Chairman, I am the program manager for Excise
Staff. My name is Ricky Stiff, with the Internal Revenue Service.
EXSTARS is a newly inactive reporting system. I am sure you are
familiar with the 1099 system that is used in income.

The CHAIRMAN. Very familiar.
Mr. STIFF. It works the very same way. Each carrier that deliv-

ers fuel to a terminal reports to us how much they deliver. Each
terminal operator than reports on a monthly basis their beginning
and ending inventory, plus their disbursements. They also report
to us the taxpayers that owe the tax on the fuel that is disbursed
on a monthly basis.

We take that information, then just like a 1099, at the end of the
quarter we add it up and we match that against a 720 to see if,
in fact, it does match. We believe that EXSTARS is going to go a
long way to handling and tracking what I would call all legal fuel.
When we say that, it is because all legal fuel in this country moves
through a terminal. It comes in through the system through refin-
eries into the pipelines, into the terminals.

The greatest obstacles that we face in the future, if aviation fuel
is taxed at the rack, which we acknowledge is a problem, we will
still have instances of people trying to cocktail, mixing waste prod-
ucts and things of that nature with fuel. They go buy 100 gallons
of diesel fuel, pay the tax, mix in 100 gallons of waste product, and
they save 50 percent of the tax. That will be an ongoing problem.
I do not believe we will adequately fix it.

The CHAIRMAN. Now, where will that be sold, that product?
Mr. STIFF. They will sell it at retail stations. In most situations,

the retail stations do not even know that they are buying the prod-
uct. Some unscrupulous person buys waste products and, in many
cases, we found evidence where the person who blends the product
has actually been paid by a company responsible for disposing of
hazardous waste. They pay the blender.

The blender goes and gets paid for getting the bad product, the
waste product. They then take that waste product and mix it with
diesel fuel and go sell it to some unsuspecting retail outlet that
then sells it to people who burn it in trucks and cars.

The CHAIRMAN. How much of this is going on?
Mr. STIFF. That, I do not have the answer for. The only way we

can ascertain that is on a hit-and-miss basis with the resources we
have. We have to find it and sample the fuel.

We have a fuel fingerprinting program now that we do use that
enables us to go to a retail station, we can pull a sample directly
out of the pump, and we run the fuel through a test very much like
a human fingerprint. Fuel has a distinctive pattern that we can
match to determine if it does contain a waste product or some adul-
terations that may have been added.

We find that, based upon the studies that we have done to date,
roughly 5 percent of the fuel that we have sampled falls into that
category.

The CHAIRMAN. I am sorry. What is that percentage, again?
Mr. STIFF. Roughly 5 percent of the fuel that we have sampled

over the past 2 years falls into that category.
The CHAIRMAN. And that gun that you have, that can determine

it?
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Mr. STIFF. That gun also will assist us in determining that and
checking the tanker. But the gun was developed by us primarily to
assist us in the border crossings. There are millions of trucks cross-
ing the Mexican and Canadian border every year. For us to stop
those trucks and inspect them would basically shut down inter-
national traffic.

So we have to have a method that enables us to do a quick check,
then when we find something wrong, then pull the truck over. That
is what the gun was developed for.

The CHAIRMAN. You said unsuspecting retailers sometimes buy
these mixtures. I mean, would a retailer not want to make sure he
has got good product?

Mr. STIFF. The retailer would naturally want to know that. But
they are buying from someone. The tanker truck pulls up and un-
loads the mixture right into his underground storage. To hold the
retailer 100 percent responsible for that would require the retailer
to have to conduct a chemical test on each and every load.

The CHAIRMAN. Yes. Right.
Again, we are kind of going down the row here, and we have

mentioned the third leg here, on-the-road confirmation, and then
we talked about EXSTARS helping. What are the other gaps that
we should know about that perhaps we should focus on or help you
with? Or do you agree on those?

Ms. PETERS. Mr. Chairman, I think that we have to do a couple
of things, a combination of the two. The on-the-road inspection is
certainly very important, particularly, as was indicated by IRS, at
the borders. There is a tremendous amount of product that moves
across the borders, so I think that on-the-road enforcement, both
intrastate and interstate, as well as international, is important.

The CHAIRMAN. Right.
Ms. PETERS. But, using the database system along with that will

help us. We need to be able to focus our enforcement efforts where
the greatest potential for evasion exists. Having a good data system
that tracks that fuel so that we know where the greatest potential
is for evasion will allow us to maximize our efforts.

A number of people on the State level, as was indicated by sev-
eral of my fellow panelists here, have responsibility for this, as do
people on the Federal level. But we need to capture the efficiencies
of using this on-the-road workforce in a manner where it is going
to give us the biggest bang for the buck and give us the greatest
efficiencies.

The CHAIRMAN. Right. But examples. EXSTARS sounds like a
good data system that is going to help here. What other data sys-
tems or what other reporting systems? We have talked about the
gun here, we have talked about Mississippi experience with on-the-
road reporting.

Ms. PETERS. I would suggest, then I will yield to the rest of the
panelists, where you have someone who is not playing fair and is
not doing the right thing, being able to share that data from State
to State would be important. Otherwise these schemes may move
from one State to another. You do not have the ability to track
them because of the inability to share data right now.
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The CHAIRMAN. Have any of you got a good idea how much U.S.
taxpayers are being cheated by these operations, or do you know?
Do you have any sense?

Mr. STIFF. Yes, sir. We have an estimate, just on cocktailing, not
counting aviation fuel. It is based solely on the fuel fingerprinting
samples that we have discovered throughout the past 2 years. Our
estimate is that we are losing a billion dollars a year in Federal
tax.

The CHAIRMAN. That is in cocktailing.
Mr. STIFF. In cocktailing.
The CHAIRMAN. Now, let us go down the list. What about jet fuel

incidents?
Mr. BARNHART. I think we are losing that much in jet fuel, if you

just looked at the volume of jet fuel that is involved.
The CHAIRMAN. About a billion dollars uncollected taxes?
Mr. BARNHART. Oh, absolutely. I have said that, and more.
The CHAIRMAN. And you have got a pretty good feel that that is

pretty accurate?
Mr. BARNHART. I believe so.
The CHAIRMAN. Yes.
Mr. BARNHART. I wanted to mention one other thing, Senator.

There are other issues that are very significant, but we do not feel
comfortable talking about them in a public forum and I would like
very much to have a brief opportunity to outline them to you con-
fidentially.

The CHAIRMAN. All right. We will make that happen.
Mr. BARNHART. Thank you.
The CHAIRMAN. You are very welcome.
Is there anything else, before we adjourn this hearing, anyone

would like to say?
Mr. RHOADS. Mr. Chairman, I would like to second what Mary

said about the communications. We feel like, at the law enforce-
ment level, the IRS has their hands handcuffed about what they
can let us know about tax information, even though we are charged
with responsibilities.

They have so many disclosure regulations, that it is absolutely
impossible to get the proper information. They want to tell us, but
they cannot. They are forbidden to tell us by the disclosure proce-
dures. So, you may want to look into that.

The CHAIRMAN. Mr. Brimacombe, perhaps you can talk about
that a bit. Can there not be a way for IRS to give relevant informa-
tion to another law enforcement officer, still respecting taxpayers’
privacy, but on the other hand, cooperating?

Mr. STIFF. Currently, sir, we are limited. We can only share that
information with revenue departments within the States. In a lot
of the States, the fuel tax is a little bit unique.

In some States it is administered by the Department of Trans-
portation and law enforcement agencies that are not part of the
revenue department of that State, so we are precluded from ex-
changing information with those departments.

The CHAIRMAN. That is because of some regulations of some
kind. Is there a public policy reason for not sharing with the Trans-
portation Department, like with Mr. Rhoads in Mississippi?

Mr. STIFF. That, I could not address, sir.
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The CHAIRMAN. But off the top of your heard, based on your ex-
perience, I mean, your own personal view?

Mr. BRIMACOMBE. I think it really gets down to our overall con-
cern with taxpayer privacy. So when privacy laws were passed,
they were passed in such a way to ensure that information we had
on taxpayers were not shared just across the board, that there
were specific ways and agencies we could share them with. I really
think it just comes down to the privacy.

The CHAIRMAN. Well, I am sure that is the genesis. But I sug-
gest, Mr. Rhoads, that you kind of look into this, too, and we would
like to help out. If you see some area where the statute could be
changed in a way that is fair to taxpayers and also helps you in
your law enforcement efforts, boy, we would be interested. We want
to help out, but sometimes we need your help, too. We cannot do
it all ourselves.

Mr. BARNHART. I assure you, you will be taken up on that chal-
lenge.

The CHAIRMAN. All right. Good. We will get a meeting later, Mr.
Barnhart, too, on this issue that you raised.

Mr. BARNHART. Please. Thank you.
The CHAIRMAN. All right. Senators may have questions that they

will submit for the record, and I would like you to answer, please,
within a week if you could. You made a lot of good points. We have
this bright staff back here, and we have got to figure out what to
do with all of this so we can do something that is effective.

Mr. BARNHART. They have been very, very helpful.
The CHAIRMAN. Good. Thank you.
The hearing is adjourned.
[Whereupon, at 11:40 a.m., the hearing was concluded.]
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PREPARED STATEMENT OF HON. CHARLES E. GRASSLEY

Thank you Chairman Baucus for holding this hearing. As you know this is the
fourth of our Committee’s hearings focusing on our concern for ‘‘Schemes Scams and
Cons’’ played on the American taxpayers.

Today we will be hearing witness testimony regarding fuel tax fraud. I am not
talking about just moving around a few numbers on a tax return. Today we will
be discussing millions of gallons and billions of dollars of missing fuel and missing
tax dollars. This problem not only robs the U.S. Treasury it also robs the American
Taxpayer.

We rely on these tax dollars to fund not only the Highway Trust Fund, which is
charged with constructing and maintaining our national transportation system,
which includes our highways and public transportation systems. In addition, this
also robs money from our Airport Trust Fund.

In light of September 11, the safety and soundness of maintaining our nation’s
transportation infrastructure is now more than ever of the utmost importance.
These issues are not just tax fraud—not only are we concerned with the tax loss,
but where else is this money going—is it being used to fund terrorism? Yesterday
this Committee also had a hearing on Homeland Security and it has become obvious
that a sound system of monitoring transportation and collecting tax on these fuels
will ultimately create a safer environment for Homeland Security.

We need to know where all of this fuel is going. What makes us think that if we
cannot find the fuel to collect the tax, that we could find the fuel to stop the terror-
ists acts. A missing barge could hold sixty tanker truck loads of fuel, that’s about
$200,000 in federal and state excise taxes left uncollected. But what is even more
disconcerting is that the same missing barge and its sixty tanker trucks of fuel
could be used like the bomber used fertilizer and fuel in Oklahoma City. That can-
not happen.

Today I hope our witnesses will review the problems, report on the state of en-
forcement and make recommendations on how to stop fuel tax fraud and put the
tax money back in the trust funds.
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COMMUNICATIONS

STATEMENT OF THE AMERICAN PETROLEUM INSTITUTE

These comments are submitted on behalf of the American Petroleum Institute
(API) and its members for inclusion in the record of the July 17, 2002 Senate Fi-
nance Committee Hearing on fuel tax fraud. API represents approximately 400 com-
panies involved in all aspects of the oil and gas industry including exploration, pro-
duction, transportation, refining and marketing.

API members historically have supported efforts to curb evasion of motor fuel
taxes where there was credible evidence of significant evasion activity. Our position
is that evasion of these taxes creates a competitive disadvantage for honest tax-
payers and undermines the legitimate distribution of petroleum products to the pub-
lic.

In addressing evasion issues, Congress should first rely on IRS to curb evasion
of motor fuel taxes through its enforcement activities. IRS should look to improved
surveillance and auditing practices, including more stringent registration require-
ments, if necessary to curtail tax fraud. If having taken these steps, Congress finds
it necessary to modify the present collection system in order to curtail evasion of
motor fuel taxes, then API would support such modification, as it has in the past.

For example, when the points of collection of the gasoline tax, and later the diesel
tax, were moved to the terminal rack, API supported those legislative changes and
worked closely with Congressional staffs and trade organizations to develop the stat-
utory language. Similarly, API supported legislation subjecting kerosene to excise
tax in order to curb evasion of the diesel fuel tax. In each of these instances, there
was solid evidence of extensive evasion activity that IRS was unable to curb through
its enforcement of existing laws.

API understands that a proposal has been made to move the point of collection
of aviation fuel to the terminal rack to curtail alleged widespread evasion of tax on
such fuel. However, as yet there is no credible evidence of substantial evasion of tax
to support this change. To our knowledge, except for anecdotal evidence of isolated
instances of evasion, the primary support for allegations of aviation fuel tax evasion
is a study dated December 17, 2001, which has been submitted for the record of this
hearing, and prepared by KPMG Consulting Inc. for the Center for Balanced Public
Policy.

API has reviewed that study and has concluded that the analysis utilized therein
is materially flawed. The study relies on data from a variety of data sources to sup-
port its conclusion that there is excise tax leakage of aviation fuel taxes; however,
there is a lack of coordination between these separate data sources. This lack of co-
ordination makes it difficult, if not impossible, to make credible comparisons of in-
formation reported to the various sources. The study fails to take into account any
of the differences between those various data systems.

For example, the study compares aviation fuel production data reported by refin-
ers to the EIA with aviation fuel consumption data reported by US carriers to the
FAA. Based on that comparison, the study estimates the tax gap attributable to jet
fuel which is alleged to be diverted to highway use. The study fails to account for
the substantial amount of aviation fuel that is reclassified to diesel or kerosene in
the pipeline or at the terminal level (with appropriate excise taxes being collected
and remitted when due). Such reclassification occurs for a variety of reasons. For
example, aviation fuel is used to improve the cold weather properties of diesel fuel
and heating oil. The study also fails to recognize that the production data reported
by refiners to EIA includes aviation blendstocks and aviation fuel that is produced
for export to foreign countries. These three components of the production data re-
ported by refiners to EIA (reclassification, blendstocks and exports) could account
for most of the difference between the higher level of aviation fuel production re-
ported by refiners to EIA and the lower level of aviation fuel consumption reported
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by domestic carriers to FAA. Yet, the study fails to account for any of these dif-
ferences.

There are other differences between the various data systems that the study relies
on to support its contention of aviation fuel tax evasion, but none of those dif-
ferences is explained in the study.

Further, the study expressly provides that its estimates are based on certain as-
sumptions that cannot be fully documented. Given the level of uncertainty expressly
stated within the body of the study, it should not be relied on as credible evidence
of widespread aviation fuel tax evasion.

In the absence of credible evidence of significant evasion of taxes on aviation fuel
that is unlawfully diverted into the diesel fuel market, API’s position is that Con-
gress should rely on IRS to address such evasion through its enforcement of existing
laws. Any legislative modification at this time would be premature.

As stated above, API has historically supported efforts to curtail evasion of the
motor fuel tax laws when there was sufficient evidence of evasion. Accordingly, API
recommends that Treasury Department conduct a study of the incidence of evasion
of tax on aviation fuel and issue a report of its findings. The recently implemented
ExSTARS reporting system should be a reliable data source for such study.

If such study finds significant evasion activity related to aviation fuel that IRS
cannot adequately address through enforcement activities, API will vigorously pur-
sue a legislation solution, including moving the point of collection of tax on aviation
fuel to the terminal rack. We note, however, that our members have concerns over
the technical aspects of any refund or credit mechanism that might be included in
a legislative proposal, due to the complexities of the aviation fuel distribution sys-
tem and the different tax rates that apply to commercial and general aviation fuel.
Thus, API takes the position that any refund claims regarding aviation fuel should
be made by the ultimate purchaser and not by the terminal position holder or ulti-
mate vendor, who may not know whether the ultimate purchaser is exempt from
tax or if the fuel is used in a tax-reduced or tax-free manner.

Æ
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