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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.



5

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.



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 Al, 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
il}}legally 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
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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 1s 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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fs‘uplgly is high? What does this show as to what happened to that
uel?

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.

b g‘he CHAIRMAN. Does anybody have any reason why it should not
e’

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?



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?



22

If C(i)r‘l?gress 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. STirr. 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. StirF. 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.]



27

APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

PREPARED STATEMENT OF RAY BARNHART

Mr, Chairman and Members:

I am Ray Barnhart, a former Administrator of the Federal Highway Administration
during the Reagan years, a resident of Texas, and a man who is genuinely grateful to you
today for holding this hearing.

Even though fuel tax theft was shown to be a major problem seventeen years ago, it
continues to siphon billions of dollars from our federal and state fransportation programs,

A very brief re-cap of the situation. You’ll recall that motor fuel taxes weren’t worth
stealing until Congress, twenty years ago, enacted the *82 federal highway bill. For the
first time in 23 years federal fuel excise taxes were increased, and they were increased
dramatically: the gasoline tax was more than doubled, from 4¢ per gallon to 9¢, and the
diesel tax almost quadrupled, from 4¢ to 15 ¢ per gallon. The ink had hardly dried on
that law when organized crime moved into the fuel distribution business, for it
immediately saw that it could reap literally billions of dollars by stealing those taxes!

Since so few dollars were involved when the taxes were only 4¢ a gallon, collecting those
taxes was low on the priority list of federal and state revenue officials: they had bigger
challenges to face with their limited budgets, such as ensuring the collection of the tens of
billions of dollars of income taxes. Why fret over penny-ante problems?

At that time anyone could become a motor fuel distributor: just fill out a simple form,
called a 637, stating you were in the fuel business, and promising ~ on your honor ~ to
faithfully remit to the government treasuries the fuel taxes you’d collect on the
governments’ behalf from the service stations when you sold them the fuel.
Accordingly, the Mafia-types immediately took advantage of the situation and
implemented a number of schemes whereby they would keep those taxes for themselves,
and with little danger of being caught in the process. Some of those tax schemes are
briefly described on page 5 of the kpmg Consulting analysis.

In 1985, as FHWA Administrator I was shocked to learn how many Trust Fund dollars
Treasury estimated we’d be able to distribute to the state departments of transportation
the ensuing year. The tremendous revenue gain we'd anticipated from the '82 highway
bill tax increases hadn’t materialized! A review of the possible explanations led to but
one conclusion: organized crime had entered the fuel distribution business, big time! 1
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asserted publicly that criminal enterprises were stealing as much as $ 1.7 billion dollars
annually in federal fuel taxes, and that state governments were losing a comparable
amount.

Subsequently, to close Joopholes in the tax collection procedures, Congress moved the
point at which the federal gasoline tax was levied from the distributor level to the
terminal rack, which is one step removed from the refinery. This is where the fuel
“breaks bulk” and one can determine if the fuel is to be used for a taxable or a tax-exempt
purpose. Not surprisingly, the mob then curtailed its gas tax scams and switched to diesel
fuel scams. To cope with this new fraud scheme, Congress then required that diesel fuel
be taxed at the terminal rack as was gasoline. The first year after that change became
effective Trust Fund revenue increased $ 1.32 billion.

Now that government had gotten serious about collecting gasoline and diesel taxes, the
mob then developed scams involving home heating fuel. There are two major differences
between home heating fuel and diesel to power trucks: (1) some additives, primarily for
brand identification; and (2) an average of more than 40¢ per gallon in federal and state
taxes. The crooks began bootlegging home heating fuel and selling it to truck stops as
diesel, but keeping the taxes for themselves. To show how rewarding this type scam can
be, one mob family in New Jersey was finally busted in the mid ‘90s. It owned 4
terminals that allegedly handled only home heating fuel for the Northeast. It also
happened to own 7 truck stops in the state of Virginia. When after several years
authorities finally had a solid case, they seized the 4 terminals, the 7 trucks stops - - and
57 tanker trucks. There was a steady stream of these trucks, each hauling 8,000 to 10,000
gallons of home heating fuel from New Jersey, and selling it as diesel fuel across state
borders, 300 miles away in Virginia. A dishonest operator could — and still can — net as
much as $ 4,000.00 by stealing the taxes due on a single truckload of fuel!

We’ve made much progress in coping with fuel tax theft during the past decade, but
because of continuing weaknesses in our tax collection systems the problem is still
massive. The fraud is multi-faceted, it occurs all across the nation and, while I can’t
document it because records are so incomplete, I’ll stake my reputation on this statement:
each year it means that billions of dollars are lost to federal and state transportation
programs!

If you should think that’s a reckless assertion, let me buttress my argument by briefly
discussing just one more scheme of the many that exist.

You’ve been given a “Motor Fuel Excise Tax Revenue Leakage Analysis” that highlights
some of the details regarding aviation jet fuel (starting on page 8 of the analysis).
Additionally, you have a graph in color that dramatically shows what has transpired
concerning jet fuel since the tragedies of September 11.

Following that frightful day, airline travel plummeted. Yet according to the Bureau of
Transportation Statistics, as you can see from the graph, through May of this year the
commercial airlines actually used an average of more than 300 million gallons of jet
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fuel LESS per month than the amount of fuel allegedly supplied to them! You can
see from the data accompanying the graph that a year ago, in March of 2001 — long
before chaos hit the airline industry — even then the amount of jet fuel supposedly
supplied to them was 317 million gallons MORE than what they reported using. Jet
fuel scams, now becoming evident because of 9-11, have been on-going for years!

Where did that fuel go? P'm convinced that most of it, at least, ended up being
bootlegged to truck stops and sold as diesel motor fuel. And without remitting the
appropriate taxes to government agencies! Since it thus displaced regular taxable diesel
fuel, the tax loss from jet fuel could amount to $ 160 million per month, dollars that
should have gone to fund vital transportation programs.

How is this possible? Because while Congress has required that gasoline and diesel fuels
be taxed at the terminal rack, it excluded aviation jet fuel from that provision. Like in the
old days with gasoline and diesel taxes, fill out a form 637H, promise on your honor that
you’ll remit to Treasury any taxes on the fuel that you collect, and you, too, can become a
dealer in jet fuel! If you cheat, beware! An overworked IRS agent may in a year or so
get around to auditing your books!

Because aviation fuel is exempt from taxation at the terminal rack, organized crime
continues to have free reign. I plead with you: revise the IRS Tax Code to close
loopholes that facilitate tax theft, and MOVE THE INCIDENCE OF THE AVIATION
JET FUEL TAX TO THE TERMINAL RACK!

Let me make this clear. In no way do I suggest that the major oil refiners, the vast
majority of fuel distributors, or the airlines are parties to stealing taxes! There are,
however, extremely clever Mafia-types and other dishonest individuals who grasp every
opportunity to make a dishonest buck. Their scams can be stopped only if the Congress
will enact meaningful laws and see that they’re enforced.

Aviation fuel is especially vulnerable to tax cheats, much more so than scams involving
gasoline, diesel, and home heating fuel. Why? Because with but a few exceptions, the
burden of auditing and enforcing tax laws pertaining to jet fuel falls almost entirely on
the U.S. Treasury agents!

Unlike on gasoline and diesel, the taxes state governments impose on jet fuel are
relatively insignificant — if they exist at all. My state of Texas, for instance, with three
major airlines (Continental, Southwest, and American), doesn’t even levy a state tax on
jet fuel; Montana has a 4¢ tax; Iowa taxes commercial jet at 3¢; New Jersey 2¢;
California 1¢; etc. As a result, the revenue agencies in those states focus little attention
on jet fuel auditing because the cost of doing so can’t be justified by the dollars returned.
Accordingly, it is most often left to federal officials to ensure the integrity of the tax
collection process. The fundamental question is, are the feds equipped to cope with this
massive undertaking?
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Judge for yourself: there are approximately 140 federal fuel compliance officers in the
entire nation who not only must ride herd on some 1,500 terminals that handle tens-of-
billions of gallons of fuels, but also do on-road checks. Then there are an additional 300
audit-types that check thousands of individual companies, but those folks have to monitor
not only motor fuels, but 44 other excise taxes as well.

And here’s another of my major concerns. [ understand through the grapevine that this
IRS Division may be subject to a TWENTY-PERCENT REDUCTION in the coming
fiscal year! “Hallelujah”, the mob must be shouting, “another miniature Enron!”

Please do NOT allow that to happen. This IRS Division MUST be adequately financed if
we are to put an end to these multi-billion dollar scams. I realize that it’s popular with
the public to damn tax collectors, but darn it, they’re absolutely critical to the functioning
of the country and to ensuring the integrity of our tax system. Additionally, two new and
innovative programs, ExXFIRS and ExSTARS, that have for months been under
development, are now at the point of implementation. When that occurs, for the very first
time it will be possible to determine how much fuel of each type will be sold in particular
states. Because this knowledge is essential to getting tax theft under control, those
programs must not be scuttled under the guise of “saving money.” It would have the
exact opposite result! I dare say that some of the federal initiatives that have been
developed so far to fight fuel tax theft are among the most cost-effective in the history of
tax enforcement, one of which returned $ 27.00 for each dollar spent.

Thus far we have but touched the tip of the tax evasion problems. We haven’t even
discussed the lack of control over fuel imports and supposed exports! Billions of gallons
of fuel are imported and moved throughout the country by ships and barges, as well as by
trucks moving across our borders. Gaps a mile wide! There are numerous federal
agencies involved in those maritime shipments, each collecting data of one kind or
another. But is there an effective way to ensure that any taxes due on those fuels are
actually paid to the proper authority? There are thousands of barge shipments each year,
with each barge handling anywhere between 400,000 gallons to one million gallons of
fuel. As near as I can tell, the collecting of data is the end in itself, and with little or no
coordination between the diverse authorities.

Which brings up another significant issue to conclude my testimony. Just as the FBI and
CIA failed to communicate pre-9-11, in many instances because they were precluded by
laws from doing so, in the same way federal authorities in the various agencies involved
in motor fuel tax enforcement often cannot exchange information on corrupt individuals
and organizations between themselves or with their state counterparts. It’s appalling to
hear a federal law enforcement person in one agency tell an agent from another
comparable agency, when a particular crook’s activity arises in conversation, that “we
cannot discuss this issue.” Or to have that fed assert that he cannot share information
with a state law enforcement official about a known crook who has moved into the state
and started operations there.  Although I'm not a lawyer, I do recognize that problems of
jurisdiction are complicated and must be handled delicately. Nonetheless, barriers that
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prevent authorities from exchanging important information on illicit activities must be
eliminated wherever possible.

Thank you, most sincerely, for the opportunity to discuss these important issues. And
they are exceedingly important. The entire highway community in this nation .... the
state DOTs, contractors, and suppliers, are up in arms over the proposed reduction in
federal highway funding due to RABA. I'm convinced that at least half of that RABA
shortfall is due to one thing: motor fuel tax theft, fuel taxes that don’t find their way into
the Trust Fund. The problem can readily be resolved IF you will give us the means to do
so. Revising the IRS Tax Code, closing loopholes, and moving the aviation jet fuel tax to
the terminal rack will be a major help. Once that’s accomplished, or better yet
simultaneously, | hope we’ll turn our attention to accounting for the hundreds of millions
of gallons of fuel that are imported into our country and that should be subject to our
highway taxes.

One final statement, hopefully to generate future discussion and action. A few states
have aggressively attacked the problem of their state fuel taxes being stolen. But despite
the documented results achieved thus far with federal fuel taxes, where billions of dollars
have been re-directed to the Federal Highway Trust Fund rather than going to the coffers
of criminals, most states continue to give this situation short shrift. Michigan emulated
the federal procedure of levying the state tax at the terminal rack and increased its
revenue § 38 million a year; Wisconsin gained $ 30 million, as did Oklahoma, and
California increased its state fuel tax revenue by $ 65 million. My state of Texas, I regret
to say, but I proclaim it FOR THE RECORD, is among the majority of states whose
efforts in this regard are deplorable. Perhaps, through this Hearing, those states will
finally gut up to their responsibilities.

Thank you.
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2002-01-03 12:11:00 EST
+**JET FUEL PRODUCTION RISING TO PRE-SEPTEMBER 11 LEVELS

The week’s API report contained a notable piece of news. Just four months
after the September 11 attacks, production of jet fuel by U.S. refiners is
¢limbing back to normal levels.

The report shows national jet output at 1.524 million barrels per day,
the highest figure since September 7th. The number rivals production levels
reported by ‘API in August, a month before the infamous attacks. Production
rose almost 100,000 b/d for the week. It is lower than a year ago by some
70,000 b/d.

Bigher production may reflect stronger December demand for jet fuel.
Airlines are starting to report December traffic figures and the numbers
look encouraging. Continental, for example, just reported record load
factors for December 2001 that were higher than the prior year record. The
record applied to domestic and international system-wide traffic.

Whether or not the boost in production is permanent or not remains to be
seen. Jet fuel spot prices have been among the highest of any of the refined
products, giving refiners lots of incentive to make fuel. Production has
risen almost 200,000 b/d in the last six weeks.

On a regional basis, jet fuel production is higher than last year in the
Bast and almost the same in the Midwest and on the West Coast. It continues
to be noticeably below year-ago levels in the Gulf Coast. Based on last
week's figures, however, jet output rose everywhere except on the West

Coast.
Ben Brockwell, bbrockwell@opisnet.com

Copyright 2002, 0il Price Information Service.
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2002-06-26 09:42:10 EST
*#*GULF COAST JET PREMIUMS HIT NEW 2002 HIGHS

§/26/02 - Solid buying by several name-brand oil companies and a handful of
trading houses has sent Gulf Coast cash premiums for jet fuel scaring. Over
the last 24 hours jet premiums have jumped to their highest point of 2002 - a
salid 1.5 cents over the August NYMEX. They bave tripled in values this week.

Just a week age jet barrels in the region commanded no premium to the
futures market. As recently as June 3 barrels were discounted to the NYMEX by
almost a permy. Most of 2002 has seen jet fuel in the Gulf trade at a discount
to the NYMEX.

The sudden turnaround in is groundsd in active buying by the refining
sector, couple with a scarcity of sellers. It is ironic that so few sellers
would be willing to move jet fuel. After all, the most recent demand figures
from API - through May - continue to show jet usage off about double digit
amounts. :

Nevertheless, the surge in cash differentials in the Gulf is impacting
other markets. Group 3 jet barrels, for example, had been discounted to the
NYMEX by nearly a penny. That discount has shrunk to just 0.25 cents. There
are no Gulf Coast barrels going into the Group.

New York jet premiums have risen to a solid 4 cents over the NYMEX. This
too matches the highest premiums of 2002.

Last night's API report revealed jet stocks in the East to be 23 percent
behind year ago levels. The deficit in the Gulf is a smaller 9 percent,

U.S. refiners did keep national jet fuel production over the 1.5 million
b/d wmark for the second straight week. This is the first back-te-back 1.5

million b/d figures since January.
Ben Brockwell, bbrockwell@opisnet.com

Copyright 2002, il Price Information Service.
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Independence Pipeline Ditched After Failing to Secure Customers

The final chapuer In the long-ranning
saga of the Independenze Pipeline was
reached Monday when its sponsors agreed
1e dvop out of the project — which would
have wanspored 916 million cubic feet per
day of gas from Fort Deflance, Illingis, 10
Leidy, Pennsylvania - because it was un-
able to secure contracts with long-term
customers.

“We're not going forward because ofa
lack of customer support,” said El Paso
spokesman Mel Scout. Bl Pase purchased
original Independence sponsor ANR
Pipeline during its merger with Coastal last
year.

Independence and its tangentisl
pipelines Supplylink and MarketLink —
sponsored by Williams’ Transcontinental
Gas Pipe Line {Transco) - were perhaps
the most contraversial pipeline projects in
US histery, considering the overwhelming

e " ki

Canadian gas supplies from 1he Alliance
and Northern Border pipeline systems into
the gas-starved US Northeast.

In filings with the Federal Energy Regu-
tatory Commission {FERC}, Independence
and Supplylink said they were unable to
meet the customer contract requirements
that the regulators imposed as a condition
of their approval. Lo order for construction
on the pipelines o proceed, FERC required
that 68.2% of Independence’s capacity be
held by executed contracts, whiie Sug-
plyLink needed executed contracts for
71.7% of its capacity (OD Jul 13,00,p1).

{ranically, both pipelines were scheduled
to have a ruling made at today’s FERC
meeting on requests {or extensious on the
contrac: conditions, which would have ex-
pired ot Jul. 12. The extensions would
have given the pipelines uruil Nevember
2004 to find the customers.

*Local disiributior electric

groups, and paliticians living along its
oute.

Independence was dosigned 1o carry the
case to Transcos Leidy hub, where the
MarketLink project would carry the gas
from Leidy into the northern New Jersey-
New York marketplace.

Supplylink was to carry gas supplies
from Sandwich, illinols, 10 ANRS Fort De-
fiance hub with the intention of moving

Airlines Face Turbulent Skies as Jet Fuel Demand Still Taking Hit

Although air traffic vohames in the US
have recovered graduslly from the post-Sep.
11 lows, latest satistics from the Alt Trans-
port Assotiation {ATA) confirm that airlines
suill face 2 Jong road 1o recovery, which is
not good news to producers of jet fuel.

Earlier this year, the ATA suggested that
the US airline industry — arguably the
worst hit by tast year$ terrovist attacks —
could bounce back 1o pre-Sep. 11 passen-
ger volumes by the third quarter of this
year. But as the second quarter draws to 3
close, that projectior: looks overly opti- -
mistic.

The aitline industry moved quickly after
the hijack airplane attacks on the U$
wrned many people off flying. Though
they slashed capacity utilization and ticket
£031s to match shrunken demand, they
may face more darknass before the dawn.

Despite & small boost fror Memorial
Day weekend travel, revenue passenger
wiles in May still fell nearly 8% short of
year-eatlier levels along domestic routes,
and international routes were even harder
hit by that measure.

This year to date, domestic revenue pas-

generators, and matketers have 2l been
unwilling or unable to commit to long-
erm service agreements,” independence
said in i:s filing.

Independence backers had complained
throughout the process that FERCS capaci-
ty contract conditions, which depended on
10- or 15-yesr contracis, tan counter 10 the
ditection of the market which was de-
manding more flexibility and shorer-ierms

senger miles are about 9.5% below 2001,
and intemnational revenue passenger miles
are 12.3% lower. But availatle seat miles
have been slashed even more, which has
actualiy beiped boast load factors — the
ratio of filled 10 available seats = to slight-
ly above last years level. But austerity mea-
sures aren’t painless - airline ticket prices
are currently about 13% lower than atthis
ttme last year, according o ATA, and US
airlines arent likely to tern 2 profit anil
fate 2003 “at best.”

Data confirm anecdotal evidence that
mote travelers ave hitting the roads instead
of fiying domestically, snd ATA points w0
the government taxes and fees, and the
“hassle factor” as reasons why the recovery
has been slower than anticipaied.

Not surprisingly, fewer planes ia the sky
have meant less jet fuel consumpuon this
year. Just prior o the Sep. 11 actacks,
OECD jet fuel demand was on average al-
ready about 1.5% below year-earkier levels,
at about 3.5 million barrels per day, dueto
2 slowing economy. And, with the excep-
ot of & brief spring break reprise in sever«‘/
al countries, Jer demand has trailed last

Juene 26, 2002 @ OIL DALY

for prpeline capacity contracts.

Further dampening Independence and
SupplyLink's chances was the general slow-
down ir natural gas demand since the
summer of 2006, when FERC approved
the projects.

The onerous conditions that FERC
placed on the two pipelines reflected the
immense political pressure placed on
FERC frotg then-New Jersey Cov. Christine
Todd Whilman, numerous congressmen —
both Republican and Democratic - and
local political officials.

The landowner opposition against Inde-
pendence and s related projects reached a
new level of sophistication that poriends
future concern for the natural gas pipeline
iadus:ry and for infrastructure projects in
general. Specifically, the landowners, most-
Iy farmexs that claitned the pipeline would
destroy their livelihood, formed associa-
sions 10 challenge the pipelines efforts,

MarketLink eventually moved on with-
out Supplylink and Independence by se-
curing approval from FERC to build in
phases as supply was needed. The 166
MMcl/d first phase was finished in Decem~
ber 2001, while the 130 MMcind second
phase will begin service in November,
bringing incremental service into Pennsyl-
vania, New Jersey, and New York.

 Christian Schmollinger

year’s levels by 10%-16% in most months
since September.

North American jet fuel demand regis-
tered the full impact of the attacks first,
quickly followed by Western Europe. De-
mand in Asia, where the large kerosene
market can easily absorb excess et sup-

lies, has been more sporadic,

Tatest US data still show jet fuel demand
down some 11.5% on the year in May —
similar to the rate of decline in most other
months this year. US data suggest the de-
cline in jet foel consumption has been
somewhat less than the acwal drep in air
miles traveled would stuggest, probably be-
cause airlines have grounded or retired
older, less elficient zixcraft,

Bu, tike the airline industry, OBCD re-
finers know a crisis when they see ang and
were swilt to rein in jet fuel production
post Sep. 11, successfully averting any sup-
ply overhang, As early as September,

OECD jet fuel production plunged more
than 8% below the previous year, and con-
ttoued to fall by couble digits through the
carly part of this year.

h Katherine Spector

www.energyintel.com

W/
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kpmg Consulting Inc. Motor Fuel Excise Tax Revenue Leakage Analysis

MOTOR FUEL EXCISE TAX REVENUE LEAKAGE ANALYSIS
Executive Summary

Motor fuels excise tax evasion is a continuing problem. Constant monitoring and continued
diligence are required in making and enforcing statutory and regulatory changes so that tax
administration is more effective, efficient, and fair, while minimizing compliance costs to the
greatest extent possible. This discussion document prepared by KPMG Consulting, Inc. for the
Center for Balanced Public Policy describes various tax evasion techniques and makes a rough
estimate of the potential scope of the problem. Documented evasion techniques include daisy
chains, bootlegging, cocktailing/blending, fraudulent exemption claims, failure to file or filing
false information returns, and the use of jet fuel in highway vehicles. We particularly focus on jet
fuel because it is the only major transportation fuel supply not currently subject to federal excise
tax at the terminal rack.

Using several federal data sources and supported by recent Florida experience, we estimate the
federal revenue shortfall from jet fuel diversion alone may range between $1.7 billion and $9.2
billion over the next 10 years. State transportation tax collections may be suffering similar losses.
As with most estimates of tax evasion, this estimate is necessarily approximate and based on
certain assumptions that cannot be fully documented. It does indicate that ongoing revenue losses
are a significant problem for tax administrators and honest business taxpayers facing competition
from tax evaders.

We describe some of the many tax evasion techniques found in the literature, court cases, and
press articles. While there have been significant revenue Josses in the court cases we have
identified, it is quite likely that much more evasion occurs than the amount caught and
documented. We have not been able to develop enough information to prepare independent
revenue estimates of losses resulting from these techniques, but the information that is available
indicates that substantial losses continue to occur.

Florida began taxing aviation fuels at the rack on July 1, 1996, along with other changes. During
the first year under the new system, Florida experienced 2 21.4-percent increase in aviation fuels
taxes. While it might be necessary to fine-tune Florida’s approach if implemented at the national
level to avoid any unintended consequences that could harm cash flows and affect compliance
costs of commercial airlines and business aircraft users, such a policy has the potential to mitigate
revenue losses and simplify fuel tax administration. In addition, while evidence suggests that
taxing jet fuel at the rack could eliminate much of the ongoing federal revenue drain, the kinds of
policy actions required to reduce or eliminate other forms of evasion are less clear.

©2001 KPMG Consulting, Inc. All rights reserved. Printed in the USA.
2
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Introduction

Motor fuel excise taxes are an important source of federal and state revenues and finance a large
share of improvements in the nation’s transportation system. Most federal motor fuel excise
taxes are deposited in trust funds for this purpose. Some collections have gone into general
revenues and a small portion is deposited in the Leaking Underground Storage Tank (LUST)
Trust Fund. Federal and state tax rate increases over the years have correspondingly increased
incentives for tax evasion with the 18.4-cents per gallon federal gasoline tax and 24.4-cents per
gallon diesel fuel tax greatly exceeding profit margins on fuel sales at any point in the distribution
system. While numerous legislative and regulatory steps have been taken by the federal and state
governments, evasion remains a problem.

Monitoring federal excise tax collections and evasion is complicated by the variety and lack of
coordination between federal data collection systems. The Energy Information Administration
(EIA) tracks gallons produced, imported, exported, changes in stocks, and consumption. Using
reports from the states, the Federal Highway Administration (FHWA) tracks gallons consumed in
taxable and nontaxable use and tax collections. The Federal Aviation Administration (FAA)
collects survey data on jet fuel costs and consumption of U.S. carriers, but not foreign carriers
going to and from the U.S. The FAA also does not separately report U.S. carrier purchases
within the U.S. and purchases overseas. IRS tracks federal excise tax collections, but not gallons
consumed. IRS tables reporting excise tax refunds are inadequate for accurately determining the
specific excise tax to which refunds are attributable or the quarter to which refunds apply. This
difficulty is particularly acute when there is a tax rate change. Table 1 shows selected fuel excise
tax collections reported on IRS Form 720 for fiscal years 1999 and 2000.!

Table 1
Federal Excise Taxes Reported by the IRS?
(Millions of dollars)
Fiscal Years

1999 2000
Retail Excise Taxes
Special Motor Fuels, total 24 20
Manufacturer Excise Taxes
Aviation gasoline 58 58
Gasoline except for use in gasohol 21,237 21,041
Diesel fuel 7,898 8,230
Gasoline for use in gasohol 244 270
Gasohol 1,799 2,124
Aviation fuel, noncommercial 173 159
Aviation fuel, commercial 650 668
Kerosene (effective July 1m 13998} 78 80
Total 32,158 32,649

! The federal fiscal year runs from October | to September 30.
2 SO1 Bulletin, Spring 2001, Table 21, Internal Revenue Service, (Washington, DC: Department of the Treasury).

©2001 KPMG Consulting, Inc. All rights reserved. Printed in the USA.
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In FY 1999, $35 billion of motor fuel excise taxes was deposited in the Federal Highway Trust
Fund.® This fund is used for developing and maintaining U.S. highways, mass transit, and other
transportation related purposes. In FY 1999, excise taxes on the sale of gasoline, diesel and
special fuels, and gasohol were about 90 percent of Federal Highway Trust Fund receipts.’
Gasoline excise taxes account for about 60 percent of Federal Highway Trust Fund receipts.

Motor Fuel Excise Taxes Deposited in the Federal Highway Trust Fund,
FY 1990-1999
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Policy makers became aware of widespread motor fuel excise tax evasion schemes soon after the
1983 federal excise tax rate increase from 4 cents to 9 cents per gallon, and a further increase on
diesel fuel to 15 cents in 1984. Since the mid-1980s, Congress and the states have enacted
numerous statutory changes in attempts to reduce motor fuel tax evasion. Evasion was once
estimated to be between 3 and 7 percent of all fuel taxes, and between 15 and 25 percent of diesel
taxes alone.” Widespread motor fuels excise tax evasion in the early 1980s led to a series of
federal statutory changes beginning with the Tax Reform Act of 1986 (see Appendix II). One

3 FY 1998 trust fund deposits are understated and FY 1999 deposits overstated relative to historical experience because
there was a one-time delay in transferring deposits.

“Federal Highway Administration, Status of the Federal Highway Trust Fund 1958-1999 (Table FE-210, available from
htp://www.fhwa.dot.gov/ohim/hs99/fuel.htm). FHWA defines special fuels as “diesel fuel and, to the extent they can
be quantified, liquefied petroleum gases such as propane.” In addition to motor fuels, certain other excise taxes are also
transferred to the Highway Trust Fund, including $3.3 billion in FY 1998 and $4.0 billion in FY 1999.

% Federal Highway Administration, Department of Transportation. Fuel Tax Evasion: The Joint Federal/State Motor
Fuel Tax Compliance Project. Report No. FHWA-PL-92-028. (Washington, DC: The Federal Highway
Administration, June 1992), 18.

©2001 KPMG Consulting, Inc. All rights reserved. Printed in the USA.
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key change has been to generally impose federal fuels excise taxes upon removal from the
terminal rack, including gasoline, undyed diesel, kerosene, and gasohol.

Motor Fuel Excise Tax Evasion Schemes

Various schemes have been used for evading excise taxes, including “daisy chains,” bootlegging,
cocktailing/blending, fraudulent exemption claims, failure to file or filing false information
returns, and the use of jet fuel in highway vehicles.

Daisy Chains. The “daisy chain” creates a paper trail that makes it difficult for auditors to track
the sale and taxation of the fuel. Typically, the paper trail shows that the motor fue] is taxed at
some point in the chain and sold to the retailer tax-paid, but the tax is never remitted to the
government. The entity in the chain with liability for the tax often disappears. The taxation of
diesel fuel at the rack, dyeing, and expanded enforcement have reduced the use of daisy chains®,
but this progress is instructive in demonstrating how evaders have been able to move on to other
technigues. Indeed, fuel tax evasion history is characterized by a series of policy changes and
enforcement activities resulting in some evasion opportunities being curtailed only to be replaced,
at feast in part, by others. While evasion may never be eliminated as long as taxes are imposed
on fuels, excise tax analysts generally believe evasion can be significantly reduced by taxing as
much fuel as possible at the rack.

Bootlegging. Like other smuggling, motor fuels bootlegging occurs when a low tax jurisdiction
is near a high tax jurisdiction. Such smuggling frequently occurs between states, costing states
tax revenues and their share of the Federal Highway Trust Fund; however, bootlegging may also
occur when motor fuels enter the country over the border. Similar probiems may occur with fuel
sold on Indian reservations.

Fraudulent Exemption Claims. Evaders frequently make fraudulent claims for the nontaxable
fuel use, such as for home heating oil or off-road farming, to avoid excise taxes or to resell fuel at
a tax inclusive price without remitting tax to the government.

For example, in April 1997, US Oil Week reported that prosecutors in Riverside County,
California, charged two individuals in the motor fuel distribution business with multiple counts of
state excise and sales tax evasion for supposedly forging farm exemption certificates for the
purchase of tax-free clear diesel fuel. The defendants allegedly sold the tax-free diesel fuel to
customers as tax paid.”

Failure to File or Filing False Information. Failure to file an excise tax return or filing a false
excise tax return are common techniques used by evaders.

® There bave been a number of successful prosecutions of daisy chains since the 1980s. The IRS recently reported
successes in prosecuting individuals in refation to operation “Red Daisy.” More than two-dozen defendants have been
convicted for their roles in a motor fuel distribution evasion scheme operating in the New York metropolitan area in the
1990s. One transaction defrauded the federal government and the State of New Jersey of more than $140 million of tax
revenue on the sale of 500 million gallons of gasoline. The courts 1 the eight defendants named in the report
to a variety of terms of imprisonment and to restitution totaling over $2 million. See Criminal Investigation. “Excise
Tax.” FY 2000 National Operations Annual Report. (Internal Revenue Service, Department of the U.S. Treasury).

7 “In the News.” Fuel Tax Evasion Highlights. Volume 6, December 1997. Federal Highway Administration,
Department of Transportation. {Available from hitp://www.fhwa.dot.gov/policy/hi97dec.htm.)

©2001 KPMG Consulting, inc. All rights reserved, Printed in the USA.
5



43

Kpmg Consulting Inc. Motor Fuel Excise Tax Revenue Leakage Avalysis

®  On March 24, 1999, Delbert Delmar Clark Il was indicted on 11 counts of excise tax
evasion, totaling $209,764.23, for selling untaxed diesel fuel at a tax inclusive rate, without
remitting the tax to the government. Clark pleaded guilty, and was sentenced to 15 months
imprisonment and ordered to pay all taxes, penalties, and interest due.®

a8 On June 23, 2000, Keith A. Parry, operating out of Phoenix, Arizona, pled guilty to income
tax evasion and was sentenced to 15 months imprisonment and ordered to pay the
underreported taxes (over $800,000) relating to the preparation of false federal excise tax
returns in an effort to defraud the federal government of taxes on the sale of jet fuel, diesel
fuel, and gasoline.”

Cocktailing/Blending. This technique increases profits by extending diesel fuel with used motor
oil and other distillates including pollutants, cleaning agents, and unfinished refinery products.
There are two reasons in particular why this technique is attractive:

the substances used to extend the fuel were often not regulated so those quantities
were not in any fuel ax reporting system; and ... in some cases the substances were
regulated as waste materials so an unscrupulous person could get paid to dispose of
the products and then blend them into gasoline and get paid again by the public.”

A 1981 exposé on gasoline bootlegging by the Long Island newspaper, Newsday, recounted an
incident where a cab driver pointed “...a gun at a station operator when the mixture caused the
cab to stop running while still in the station.”"!

We understand that cocktailing/blending, also referred to as “below the rack blending” continues
to the present and not only results in an ongoing revenue loss, but is also dangerous to society at
large when hazardous waste is blended with taxable fuels. IRS’ ExStars program is studying
ways to prevent untaxed below the rack blending.? “Fingerprinting” is a method for tracing fuel
from the retail outlet, back to the distributor and the terminal system, so that authorities may be
able to learn where in the distribution chain the fuel was blended.

The following table originally published in U.S. Oil Week in 1996 illustrates various schemes
used to evade taxes that are largely focused on cocktailing/blending.

¥ Criminal Investigation. “Excise Tax.” FY 2000 National Operations Annual Report. (Internal Revenue Service,

Department of the U.S. Treasury).

¢ Criminal Investigation. “Excise Tax.” FY 2000 National Operations Annual Report. (Internal Revenue Service,
Department of the U.S. Treasury).

 Ronald E. Raven, Ph.D, Deliver Us From Evil: Governmental Responses to Reports of Fuel Tex Evasion
Washi D.C.: Federation of Tax Admini 1999}, 21. R

! hid, 24.

12 “ExStars Briefing, February 24, 1999.” (Available from hitp://www.petrolz.com/ExStars,html.)

©2001 KPMG Consulting, inc. Alf rights reserved. Printed in the USA.
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“Fuel Tax Cons Rampant”*®

IRS district Alleged evasion type Amount
allegediy
evaded
Albuguerque Biended transmix w/diesel, gasoline $89,145(d);
$100,026(g)
Atlanta Used oil reprocessor indicted (Jerry Radney pled guilty OW $2,500,000(d)
212: 6/26/95)
83 other used oil cases $1,000,000 +
Bought fuel from airport at $0.20/gal., sold to T-stops NA
Birmingham Blended crankcase oll w/diesel $2,000(d)
Brooklyn Russian Mafia blended kerosene w/diesel $100,000
Russian Mafia blended kerosene widiesel $173,000
Buffalo Three entifies blended kerosene widiesel $48,000;
$1,6000;
$1,4000(d)
Burlington, Vi, Blended 50% kerosene widiesel $2,000(d)
Chicago Refiner used motor oil to produce diesel, kerosene $644,406(d)
Greensboro Blended crankcase oil w/diesel $40,000
Houston Refinery sold middie distiliate ofl as off-spec fuel $1,586,140(d)
Blended gasoline blendstocks w/gasoline $326,800(g)
Blended used oil wioff-spec diesel between two tanker trucks NA
Indianapolis 10 entities blended kerosene widiesel
Laguna Niguel, | Blended light cycle ofl, fransmix, PO-70 widiesel $313,424(d)
Calif.
Blended transmix, light cycle oil widiesel $198,437
Blended transmix, light cycle ol w/diesel $139,806
Blended waste products w/diesel $1,000,000+
Blended fuel ofl widiesel $48,480(d)
Phoenix Unregistered refiner fractionated transmix into diesel fuel, $1,000,000 {g/d)
naptha; naptha blended wigasoline
71 blending cases 1,600,000
Small refiner blended 70% taxable diesel w/30% oit $500,000(d)
San Jose Refinery produced middle distillate oil, charged excise tax; $15,000,000
didn't remit
Biended atmospheric gas oil w/diesel $350,000(d)
Blended atmospheric gas oil w/diesel $350,000(d)
Seattle Bought diese! from boats under repair, blended wibarge $50,000(d)
strippings, bunker fuet
Cleaned up oil spills, blended w/diese!, kerosene $50,000(d)
(d)=diesel;
(g)=gasoline

" The above table has besn reproduced, in-full, from U.S. Oil Week (Bob Gough, “Fuel tax cons frampant,” U.S, Qi
Week, (Juze 10, 1996). 18.)
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Jet Fuel Use in Highway Vehicles. Unlike the federal taxation of gasoline and diesel fuel, excise
tax is generally imposed on non-gasoline aviation fuel (“jet fuel”) when sold by registered
producers. Jet fuel is essentially the same as kerosene'* (which is taxed at the diesel rate), but
under current law is taxed at either 4.4 cents a gallon, in the case of commercial use, or 21.9 cents
for non-commercial use.” Exempt removal of undyed jet fuel from the rack creates tax evasion
incentives and opportunities that may result in the loss of not only federal and state aviation taxes,
but more importantly diesel fuel excise taxes, because so-described “jet fuel” can readily be used
in on-road diesel trucks.

While somewhat dated, a 1983 case illustrates jet fuel tax evasion opportunities. On August 17,
1983, the New York State Tax Commissioner issued Tenneco Oil Company a Notice of
Determination of Tax Due Under Motor Fuel Tax Law alleging that Tenneco owed tax on jet fuel
it sold untaxed to Doug-Long, Inc. An audit of Doug-Long, a registered distributor of diesel
motor fuels, had revealed that from September 1981 to February 1983, of the 317,816 gallons of
jet fuel Tenneco sold untaxed to Doug-Long, 116,367 gallons were sold at a truck stop operated
by Doug-Long, or sold to heating oil jobbers. However, the Notice of Determination against
Tenneco was canceled because the court ruled that Tenneco’s sale to Doug-Long was not a retail
sale, and therefore not subject to the taxes imposed on motor fuel. The court did conclude that
tax was due on the sale of jet fuel as motor fuel from a registered motor fuel distributor. The
finding did not directly result in the assessment of Doug-Long, and we have been unable to
determine whether the state ultimately collected the tax.'

In a similar case, after a year-long investigation ending in August 1995, 23 defendants were
charged with participating in an evasion scheme that involved purchase and blending of jet fuel
with diesel fuel. This blended mixture was sold at service stations and truck stops in Southern
California. As of December 15, 1995, six defendants had pleaded guilty.”

Jet fuel may leak into the motor fuel distribution system through a combination of the following
events,

1. Jet fuel taxed as jet fuel and used as diesel fuel. When tax is paid on jet fuel but the fuel
is used as diesel fuel for an on-road use, the Airport and Airway Trust Fund receives the
benefit of the 4.3-cents per gallon tax (for fuel sold for commercial use), or the 21.8-
cents per gallon tax {for non-commercial use), while the Federal Highway Trust Fund
loses the 24.3-cents per gallon on-road diesel fuel tax. The 0.1-cent per gallon LUST
Trust Fund is not affected.

2. Jet fuel not taxed and used as diesel fuel. When tax is never paid on jet fuel but it is used
as on-road diesel fuel, the Airport and Airway Trust Fund receives no benefit and the
Federal Highway Trust Fund and the LUST Trust Fund Jose the 24.4-cents per gallon
on-road diesel fuel tax.

' Jet fuel must meet certain additional specifications, but these do not affect its suitability for highway use.

' Jet fuel can be taxed at the 24.4-cents per gallon kerosene rate when removed at the rack, but is not taxed at the rack
if certification is provided that it will be used as fuel in an aircraft. Commercial aviation users may register with the
IRS and either pay a 4.4-cents per galion tax when they purchase jet fuel from a producer {the commercial aviation tax
rate) or purchase it tax free and self-assess tax when the fuel is used. Commercial aviation users paying the full tax rate
are allowed to claim a refund or credit for tax in excess of 4.4 cents when the jet fuel is used.

' New York State Tax Commission. “In the Matter of the Petition of Tenneco Oil Company.” New York State Tax
Reporter, (CCH Incorporated: February 18, 1986.) X

1753 Plead Guilty to Bilking Government Out of Fuel Taxes,” The Los Angeles Times, B4.
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3. Diesel fuel is described and sold as exempt jet fuel, but does not meet jet fuel
specifications and is used as highway diesel fuel. Here, the Highway Trust Fund loses
the 24.3-cents per gallon diesel tax, and the LUST Trust Fund loses 0.1 cents per gallon.

Taxing aviation fuel at the rack would bring it into conformity with federal gasoline and diesel
fuel taxes and would remove major tax evasion opportunities, As described above, the diversion
of jet fuel for on-road use is only one of a number of fuel tax evasion schemes, but it is one where
it may be possible to develop rough estimates of the current revenue drain and the corresponding
revenue increases that could result from taxing it at the rack.

Using data from the Energy Information Administration (EIA), the Federal Aviation
Administration (FAA), and IRS’ SOI Division, we have estimated the national tax gap potentially
attributable to jet fuel diverted for highway use. Because these tax gap estimates are based on
differences in the fuel volumes reported in several federal data systems, these estimates may be
understated or overstated due to sampling error and other inconsistencies and inaccuracies
between data collection systems. These estimates assume jet fuel volumes reported by air carriers
to the FAA are consistent with those reported to the IRS. To the extent this is not the case, it
would contribute to a further revenue shortfall. In addition, we do not attempt to estimate any
shifting of fuel to the 4.4-cent commercial tax from the 21.9-cent noncommercial aviation tax.
Such transfers would also increase the revenue loss and these effects could be mitigated by taxing
Jjet fuel at the rack.

The first section of Table 2 begins with EIA data on jet fue} supplied for domestic consumption
expressed in thousands of barrels per day and removes tax-free military jet fuel production.
These net figures are then converted into annual gallons supplied for commercial jet aircraft use.

The second section shows FAA jet fuel consumption data for domestic and international flights of
U.S. carriers, which are reported on a fiscal year basis. These data are adjusted in the third
section of Table 2 to approximate calendar years. General aviation data are collected in surveys
on a calendar year basis and we had to estimate fiscal year effects.

Jet fuel used in commercial international travel is not taxable and must be removed. Domestic jet
fuel purchases by foreign flag carriers are not available, but this is largely offset by foreign fuel
purchases of U.S. carriers that are included in the data.”® The difference between EIA data on niet
jet fuel gallons supplied and FAA data on jet fuel consumed represents a portion of the potential
tax gap.

Because EIA measures product supplied as being equal to domestic production plus net imports
(imports less exports), less the net increase in primary stocks, there may be small timing
differences between when jet fuel leaves the refinery and when it is reported to the FAA as
consumed. We understand a small amount of total jet fuel production is used in electric
generation to meet air quality requirements and for fueling certain turbine generators. This will
reduce the gap between ElA-reported jet fuel production and FAA-reported jet fuel consumption.
Some jet fuel consumption reported by commercial carriers to the FAA is reported by refineries
to EIA as kerosene or as No. 1 distillate production. This will increase the gap. It is also likely

'® 1.8, carriers report their total fuel consumption to the FAA, but foreign carriers do not. On net, there are slightly
more arrivals on U.S, carriers from foreign destinations (using fuel purchased abroad) than U.S. departures on foreign
carriers (using fuel purchased domestically). As a result, by sub ing FAA-reported 1 ional fuel ¢ pti
of US. carriers we may overstate domestic use and understate the estimated tax gap. Statistics collected by the
Department of Transportation from domestic and foreign air carriers show that for the 1996-1998 period, 5.9 percent
more passengers arrived from foreign destinations on 1.8, carriers than depanted from the U.S. on foreign carriers, See
tables 1-37 and I-38 in "National Transportation Statistics 2000," Department of Transportation.
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that some jet fuel is lost between the refinery and aircraft fuel tanks, which could result in an
overstatement of the tax gap.'g On net, we do not know whether the potential tax gap is actually
somewhat smaller or somewhat larger due to these reporting inconsistencies; however, we believe
that any net adjustment would not affect our conclusion that significant volumes of jet fuel are
being diverted for on-road use.?

' For example, if 0.25 percent of the EIA-reported 23,501 million gallons of jet fuel in 1999 were to have been lost
before reaching the aircraft tank, the tax gap would be reduced by 59 million gallons, or 2 percent of the estimated
2,901 million gallon gap. If jet fuel were taxed at the rack, it is likely that thess losses would be subject to federal
excise tax.

* The EIA also collects data on jet fuel delivered to ultimate customers using Form EIA~782C. These data, which aro
collected from approxma@ely 190 prime suppli and inter-State resellers and
retailers, show a gap averaging about 2.8 billion gallons per year over the 1995 2000 period and of about 3.3 billion
gallons in 2000. Conversations with EIA staff indicate that they are not certain of the reasons for this reporting
difference. They suggest that a portion of the gap could be attributable to direct importation of jet fuel by commercial
airlines, which are not included in EIA’s sample frame. They also cite a May 1996 Bocing Corporation paper
indicating that part of the gap between jet fuel supplied by refineries and through imports and jet fuel consumption
implied by annual seat miles (ASM) reported to the FAA exhibits a seasonal pattern. The Boeing paper reports that
EIA-based demand is “the highest from the late fall through the middle of the winter, while the ASMs show that it
should be the highest during the summer.” See “Jet Fuel Data Status & Importance,” Momenthy, AM., Boeing
Commercial Airplane Group, IATA Fuel Trade Forum, Johannesburg, May 1996, p. .3. Because much of the data used
in the Boeing report reflects years before the dyeing regulations took effect, the extent of any jet fuel diversion into use
as heating fuel, as implied by the report, is uncertain. EIA staff have not considered any issues associated with the
potential diversion of jet fuel for on-road use.

©2001 KPMG Consulting, In¢. All rights reserved. Printed in the USA.
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Table 2
JET FUEL TAX GAP

1995 1996 1997 1998 1999 2000
Energy information Administration

Jet fuel supplied {mb/d) 1,514 1,578 1,589 1,622 1673 1,725
Less military jet fuel produced (mb/d) 176 168 144 142 140 151
Net commercial domestic supply (mb/d) 1,338 1,410 1,455 1480 1533 1,574
Domestic supply (mil. gal.fyear) * 20,512 21,675 22,305 22,688 23,501 24,196
Federai Aviation Administration (mil. gallly«a:ar)21

Fiscal years

Domestic cariers 12,652 13,022 13,429 13,754 14,243 14,742
International use 4,417 4,557 4,818 5128 5186 5433
Total US carriers 17,063 17,579 18,247 18,882 19,4298 20,175
General aviation 538 596 634 772 929 1,035
Total jet fuel 17,607 18,175 18,881 19,6564 20,358 21,210
FAA data to reflect CY (using 75/25 allocation) .

Domestic carriers 12,812 13,187 13,660 13,877 14,402 14,824
intemational use 4511 4,668 4,964 5186 5250 5463
Adjustment for unreported foreign carrier use 0.845¢ 0.9100 0.9491 0.9620 0.9411 0.89411
Net infemational use 3,816 4,239 4711 4939 4841 5141
Total US carriers 16,628 17,426 18,371 18,866 19,344 19,966
General aviation 560 608 642 815 967 1,035
Total jet fuel 17,188 18,034 19,013 19,681 20,311 21,001
Estimated Tax Gap

EIA gallons less FAA gallons 3,323 38640 3,202 3,008 3,190 3,195
Percent gallons missing {gap/ElA) 16.2% 16.8% 14.8% 13.3% 13.6% 13.2%

* Thousands of barrels per day are converted to million of gallons per year using 42 gallons per barrel and
365 days per year, except in 1996 and 2000 when then are 366 days per year.

Over the 6-year period from 1995 through 2000, this gap averaged 14.6 percent of domestic
supply. By growing the 2000 gap of approximately 3.2 billion gallons with the growth in real
GDP as projected by the Congressional Budget Office, and by assuming an October 1, 2061
effective date for shifting the point of taxation to the rack, we can make a projection of the
potential shortfall in Federal Highway Trust Fund and LUST Trust Fund deposits. The potential
shortfall in Federal Highway Trust Fund deposits for the FY 2002 to FY 2011 period is $9.2
billion and the LUST Trust Fund deposit shortfall is $38 million. It is not necessarily the case
that 100 percent of this shortfall could be recovered by taxing jet fuel at the rack.

Table 3 illustrates revenue loss projections assuming that diesel fuel taxes are being evaded at
24.4 cents per gallon. It is possible that only a 4.4-cent commercial aviation tax is being evaded.
If that were to be the case, the net 10-year revenue shortfall would be reduced from $9.2 billion to

! Table 22. “FAA Aerospace Forecasts Fiscal Years 2001 — 2012,” Federal Aviation Administration, FAA Plans and
Policy, March 2001. http://api.hq.faa.gov/foreca0l/Tabofcont htm.
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$1.7 billion. Similarly, to the extent the 21.9-cent per gallon noncommercial aviation tax is being
evaded, the net revenue shortfall would be $8.3 billion.

Table 3
Potential Revenue Loss Resulting from Jet Fuel Diverted for On-Road Use™

(Dollars in millions)
1999 2000 2001 2002 2003 2084 2005 2006 2007 2008 2009 2010 2011 Total

CBO real GDP 1.7% 2.6% 3.3% 3.2% 3.2% 3.2% 3.2% 3.2% 3.2% 3.2% 3.2%
growth

Jet fuel diverted 3,190 3,195 3,249 3,334 3,444 3,554 3,668 3,785 3,906 4,031 4,160 4,293 4,431
(mil. gal.)

Lossto Highway 775 776 790 810 837 864 891 920 949 980 1,011 1,043 1,077
Trust Fund
(30.243/gal.)

Loss to LUST 3 3 3 3 3 4 4 4 4 4 4 4 4

Trust Fund

($0.001/gal.)

Fiscal year effects
Highway Trust Fund 641 831 858 886 914 943 973 1,004 1,037 1,070 9,157
LUST Trust Fund 3 3 4 4 4 4 4 4 4 4 38
Total 644 835 862 889 918 947 977 1,009 1,041 1,074 9,195

Florida recently moved the point of taxation for aviation fuel to the terminal rack, along with
other changes. In 1997, one year after Florida started taxing gasoline, diesel, and aviation fuel at
the rack, the State’s Department of Revenue analyzed excise tax collection data and found that
the state experienced the largest gain in tax collections for aviation fuel. While no published
analysis has directly linked the increase in tax collections with the change in treatment of aviation
fuel, over the one-year period beginning July 1, 1996, when aviation fuel was first taxed at the
tack, aviation fuel tax collections increased by 21.4 percent.”

This dramatic increase could be attributed to a number of factors. There could be a decrease in
illegal blending with diesel fuel. It may also be that moving the tax collection point upstream
decreases the potential for evasion simply because fewer and larger businesses are responsible for
remitting tax to the government. Another portion of the dramatic increase in Florida could be due
to kerosene being reported as aviation fuel in Florida. It could also be that previously unreported
on-road fuel use is now being reported as taxable at the lesser aviation fuel tax rate, and is still
used on the road.

2 Estimates of diesel tax lost is the amount that would go to the trust funds if the entire gap between EIA reported
volumes and FAA reported volumes is currently being diverted for on-road use. This loss could be significantly
reduced by moving the collection point to the rack. The calculations assume this change would be effective on October
1, 2001. These estimates are before any offsets for income and payroll taxes used in computing net federal revenne
effects. In making these esnmates we assume these taxes will be extended at current rates, which is consistent with
congressional score-keeping req Under current law, the LUST Trust Fund financing rate goes to zero after
March 31, 2005 and the diesel tax rate goes to 4.3 cents after September 30, 2005.

B State DOR analysts adjusted the data to remove the effect of tax rate changes and other features of the legislation that
were unrelated to shifting the point of taxation. Florida defines aviation fuel as *...fuel used in aircraft, and includes
aviation gasoline and aviation turbine fuels and kerosene.” (The 2000 Florida Statutes, Title XIV, 206.9815.)
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While the 21.4 percent gap experienced by Florida is significantly more than the 14.6 percent gap
observed in the national data, other factors may have contributed to Florida’s aviation fuel uplifi,
and not just the capture of aviation fuel previously diverted for on-road use, Nevertheless, the
Florida experience indicates that large percentage fuels tax increases are possible.

Jet Fuel Use in Nonhighwav Vehicles. Another opportunity for jet fuel-source highway tax
evasion is via off-road use refunds.”® While jet fuel can be taxed at the 24.4 cents a gallon
diesel/kerosene highway tax rate when removed at the rack, it will not be taxed at the rack if
certification is provided that it will be used as fue} in an aircraft. Clear jet fuel may be removed
tax-free from the rack and certified for use in an aircraft, but resold through one or more below
the rack brokers in a daisy-chain like scheme to honest ultimate vendors and described on resale
documentation as clear, tax-paid diese! fuel. Ultimate vendors or off-road purchasers may
subsequently file refund claims resulting in a federal revenue loss of up to 24.4 cents per gallon
and comparable state losses without knowing that federal and state highway tax had never been
paid thereon in the first place. Because ultimate vendors and off-road users may not be aware
that what they believe is clear, tax-paid diesel fuel is actually untaxed jet fuel, and the ultimate
vendor and end user invoices will describe the product as tax-paid diesel fuel. It would be very
difficult for IRS to identify the abuse. This simple process may also be used simultaneously by
unscrupulous intermediary resellers to avoid EPA prohibitions on distribution of high sulfur fuel
for highway use. Jet fuel ASTM specifications for jet fuel sulfur content can be as high as 3,000
PPM - six times the sulfur level allowed by EPA for highway use. The use of comparatively
lower viscosity jet fuel can result in damage to highway user vehicles' engines if too high a
percentage of the jet fuel is used continuously in lieu of #2 diesel in a hot weather environment.

Conclusion

Motor fuels excise tax evasion is an ongoing problem requiring continual monitoring. As each
new opportunity for abuse arises, revenue losses will be reduced if evasion is addressed through
ongoing legislation, regulation, or increased enforcement activity. Based on our analysis, it
appears that the diversion of jet fuel for highway use could be the cause of a significant, ongoing
revenue shortfall.

Florida began taxing aviation fuels at the rack on July 1, 1996, along with other changes. During
the first year under the new system, Florida experienced a 21.4-percent increase in aviation fuels
taxes. While it might be necessary to fine-tune Florida’s approach if implemented at the national
level to avoid any unintended consequences that could harm cash flows and affect compliance
costs of commercial airlines and business aircraft users, such a policy has the potential to mitigate
revenue losses and simplify fuel tax administration. In addition, while evidence suggests that
taxing jet fuel at the rack could eliminate much of the ongoing federal revenue drain, the kinds of
oolicy actions required to reduce or eliminate other forms of evasion are less clear.

While the experience of Florida may or may not be representative of the revenue increase that
would result from moving the point of jet fuel taxation to the rack, national statistics from the
EIA and the FAA strongly suggest the existence of a large revenue drain today.

“ Because we have no data on off-road vehicle use of jet fuel, the resulting revenue shortfall is not séparated from the
sreviously discussed evasion figures for on-road vehicle use of jet fuel.
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In addition to reducing tax evasion resulting from jet fuel diversion, opportunities exist to
increase tax revenues by addressing other schemes for evading federal and state excise tax

collections.
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Appendix I: Review of Evasion Literature

Public and private organizations have attempted to determine the extent of motor fuel excise tax
evasion over the years. Indeed, the fuel tax evasion literature is extensive and this overview is
not intended to capture all the work that has been done. While most estimates were prepared
before federal regulations governing the current tax system were finalized, many of the tax
evasion techniques described continue to be used.

National Economic Research Associates, Inc., February 1985

In 1985, the New York State Petroleum Council asked National Economic Research Associates,
Inc. (NERA) to estimate the extent of gasoline excise tax evasion in the State of New York. In
October 1992, New York moved the point of gasoline excise tax collection from the retailer to the
distributor, but this move greatly increased the incentive to evade tax collection. NERA
estimated gasoline excise tax evasion by comparing gasoline consumption to reported sales.
NERA’s first method extrapolated U.S. gasoline sales growth from 1982 to 1984 to New York.
Their second method compared New York gasoline consumption with New York Department of
Transportation traffic information and gasoline prices. Using the first method, NERA estimated
that unreported gasoline sales were equal to 11.7 percent of reported sales in 1984, and 18.0
percent of reported sales in 1985. Using the second method, NERA estimated that unreported
gasoline sales were equal to 14.5 percent of reported sales in 1984, and 20.9 percent of reported
sales in 1985.%

National Economic Research Associates, Inc., January 1987

In 1987, another NERA study reported that federal gasoline tax evasion increased dramatically
after 1983, and that evasion from 1984 to 1986 was approximately $500 million per year. NERA
arrived at this evasion figure using two separate estimating methodologies. The first compared
national consumption estimates to volumes upon which tax was collected to measure the tax gap.
Using this method, NERA found little evasion from 1979 to 1982, but that evasion increased
dramatically following the 1983 gasoline tax rate increase.”®

The average difference between consumption and volume taxed over 1979-1982 was
about 1.8 billion gallons (which could be attributable partly to exemptions), but the
average annualized difference over 1984-1986 was in excess of 7.1 billion gallons. Thus
the gap between (annual) consumption and taxed gallonage rose by over 5.3 billion
gallons after the rate increase, strongly suggesting a sharp rise in evasion.

NERA’S second methodology regressed figures of taxed gasoline gallons on two consumption
series (Energy Information Administration and the Federal Highway Administration) and
compared these data to data on taxed gasoline gallons to measure the tax gap. Using both

* Dunbar, Frederick C. Gasoline Tax Evasion in New York: Statewide Estimates. (Washington, DC: National
Economic Research Associates, Inc., February 25, 1985}
2 Addanki, Sumanth, Yuval Cohen, and Frederick C. Dunbar. Gasoline Tax Evasion. (Washington, DC: National
;c;conomic Research Associates, Inc., January 21, 1987), 2. :

Ibid, 5.
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methodologies, NERA estimated that approximately $500 million of gasoline tax revenue was
evaded annually.

NERA also evaluated previous state gasoline tax law changes to determine whether moving the
incidence of taxation affected state revenue collections. NERA reported that when New York
State moved the incident of taxation from the wholesaler to the point of importation, taxable
gallonage increased 18 ?ercent above the 1.6 percent nationwide average increase for the same
period (1995 and 1996.)°®

The Joint Federal/State Motor Fuel Tax Compliance Project, 1992

This comprehensive 1992 report discussed motor fuel tax evasion problems, and concluded,
based upon prior studies, congressional testimony, and investigations, that “...the current level of
gasoline tax evasion is between 3 and 7 percent of gallons consumed, and that the level of diesel
fuel tax evasion is between 15 and 25 percent of gallons consumed.™ This study was the first
comprehensive discussion of the issues surrounding fuel excise tax evasion.

General Accounting Office, 1996

In Diesel Fuel Excise Tax Change, the GAO reported that diesel tax collections increased by $1.2
billion, foliowing the Omnibus Budget Reconciliation Act of 1993 change that moved the diesel
tax collection point to the terminal.

IRS’ preliminary data indicate that diesel excise tax collections increased about 31.2
billion, or 22.5 percent, in calendar year 1994 as compared with 1993. This increase
does not include additional revenues due to the OBRA 1993 increase of 4.3 cents per
gallon in the tax rate. After adjusting for increased refund and credit amounts, and for a
portion of the increase that may be due to economic growth, the Treasury Department
estimated that an increase of $600 million to 3700 million was solely the result of
increased compliance.”

This represented an increase of diesel fuel excise tax collections of 17.5 to 20.4 percent.

2 hid, 15.

2% Federal Highway Administration, Department of Transportation. Fuel Tax Evasion: The Joint Federal/State Motor
Fuel Tax Compliance Praoject. Report No. FHWA-PL-92-028 (Washington, DC: The Federal Highway
Administration, June 1992), 18.

% General Accounting Office. Diesel Fuel Excise Tax Change. GAQ/GGD-96-53. (Washington, DC: U.S. General
Accounting Office, 1996), 4. .

3 Using FY 1993 and numbers from the Federal Highway Administration, Table FE-210, we calctlated the evasion
loss range as a percentage of FY 1993 excise tax collections.

©2001 KPMG Consuiting, inc. All rights reserved. Printed in the USA.
16




54

kpmg Consuiting Inc. Motor Fuel Excise Tax Revenue Leakage Analysis

Council on State Governments and the Council of Governors’ Policy Advisors, 1996

In addition to reviewing the literature on previous attempts to quantify fuel excise tax evasion,
Road Fund Tax Evasion: A State Perspective estimated the loss of motor fuels taxes using two
methods. First, the authors created three surveys to measure the perception of evasion and the
magnitude of the problem, and to collect information on strategies states are discussing and
implementing.
Principal revenue administrators esti d that the revenue from motor fuels taxes
(gasoline and diesel fuels} would be increased by 6.53 percent, on average. The state-by-
state percentage revenue gain as provided in the survey was multiplied by the motor fuel
taxes currently collected, to derive the $1.2 billion estimate provided...”

Unfortunately, supporting information in the report is limited in that it does not separate the
evasion estimate into the gasoline and diesel components or the state-by-state components.

The authors’ second method developed a statistical model comparing the estimated demand for
motor fuels fo excise tax revenue collections. The step-wise regression model estimated demand
for each state using three equations with the following inputs: gallons of fuel per resident;
gallons of fuel per driver; and gallons of fuel per vehicle. This approach yielded a revenue loss of
$952 million.”® The study did not provide the state-by-state estimates, the gasoline and diesel
components of the revenue loss, or the percent of evasion that $952 million represents (on an U.S.
aggregate or a state-by-state basis).

To check their two estimates, the authors used estimated fuel evasion percentages from prior
studies:
®  The Federal/State Motor Fuel Tax Compliance Project — 3 to 7 percent of ail fuel taxes; 15 to
25 percent of diesel taxes.
Congressional Testimony — $1.1 billion lost to the Federal Highway Trust Fund.
Virginia Study — New York equals 18 to 40 percent; California equals 1.3 to 2.2 percent;
Virginia equals less than 10 percent.

This method resulting in a fuel excise tax evasion loss of approximately 7.8 percent of collections
(31.5 billion).*** However, the authors do not indicate how they derived their $1.5 billion figure
or the gasoline and diesel shares.

32 Council of State Governments and the Council of Governors’ Policy Advisors. Road Fund Tax Evasion: A State
Perspective. (Lexington, KY : Council of State Governments & Council of Governors' Policy Advisors, 1996), 55.
* The report did not state the percent of excise tax collections that $952 million represents, but using the relationship

between the revenue loss and p ges of the first method described, this estimate would equal approximately 4.9
gcxccnz of excise tax collections.

Council of State Governments and the Council of Govemors® Policy Advisors. Road Fund Tax Evasion. A State
Perspective. {Lexington, KY : Council of State Governments & Council of Governors' Policy Advisors, 1996}, 55-56.
3 The report did not state the percent of excise tax collections that $1.5 billion represents, but using the relationship
between the loss and p ges of the first method described, this estimate would equal approximately 7.8
percent of excise tax collections,
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Steve Baluch, Federal Highway Administration, 1996

Stephen Baluch’s 1996 study describes how the effectiveness of enforcement activities can be
measured, For example, taxes assessed upon audit and the examination of returns, or the losses
associated with criminal investigations can provide quantifiable data on evasion activities. For
example, after Pennsylvania conducted a series of truck stop raids beginning in 1992, officials
observed that taxable gallons increased by 4.2 percent in the first year.>® In addition, the impacts
of legislative changes can be observed, although it is difficult to separate the types of legislative
changes.”’ Baluch stated that although federal statutory changes in the last 15 years have
decreased the evasion levels, the potential for large revenue losses still exists.

Since enactment of the dyved fuel program, at least 60 percent of the estimated evasion
losses are now being recovered, an extremely favorable result considering that the
FHWA fuel dye and marking report to Congress concluded that recovering 50 percent of
the estimated losses would be optimistic. And yet, even if diesel fuel tax evasion has been
reduced from a range of 15 to 25 percent of the taxable product to a range of 3 to 7
percent, that still represents several hundred million dollars of revenue yet to be
recovered. And with a comparable range for gasoline, where evasion may actually be
increasing again because of the greater difficulty of evading diesel fuel taxes, the total
federal evasion losses may still amount to nearly 81 billion, which leaves a substantial
potential revenue target for future comfiiance efforts, although the relative cost and
effort to recaver it would likely increase.”

Raven, Ronald E., Ph.D,, Federation of Tax Administrators, 1999

Ronald Raven’s work is a comprehensive compilation of the events surrounding the changes in
the taxation of motor fuels. He chronicles attempts by state and federal officials to address motor
fuel tax evasion, as well as various schemes used by evaders. Raven reviews prior motor fuel
evasion literature, and describes a number of court cases and investigations of the more notorious
fuel tax evaders. This detail illustrates the magnitude of the evasion problem, as well as the
necessity for governments to attack the creativity of the fuel tax evaders. His analysis focuses on
the actions of Congress, the states, the Department of Justice, the Internal Revenue Service, and
the Federation of Tax Administrators, as well as private parties, to combat the evasion of motor
fuel excise taxes. After describing tax systems developed by federal and state governments to
date, Raven describes an excise tax collection model that would meet the requirements of the
main actors. This model, the Federal “Sponge” Model, would establish a uniform tax rate at the
federal level that would apply to all states and Native American reservations and would be
allocated to states in the same manner as the International Fuel Tax Agreement (IFTA). State
governments would collect taxes and conduct audits, while the federal government would gather
information and provide refunds.

3 Baluch, Stephen J. “Revenue Enh Through I d Motor Fuel Tax Enforcement.” Washington, DC:
f;edcral Highway Administration, Department of Transportation, 1996, 71,

Ibid.
¥ Ibid, 72
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Appendix II: Post-1986 Gasoline and Diesel Excise Tax Legislative Ch.‘:mges39

Major Motor Fuels Excise Tax Legislative Changes Since 1986 .-~

Gasoline
1987 Effective January 1, 1987, the tax rate increased by 0.1 cent per gallen [to 9.1 cents per
gallon.] [Enactment of the LUST tax.]
1988 The Tax Reform Act of 1986 moved the taxing point upstream from the wholesale level to

the terminal or refinery level. This was intended to reduce the tax administration burdens
on fuels outlets and IRS tax collection and enforcement costs. [Effective January 1, 1988}
1989 The Technical and Miscellaneous Revenue Act of 1988 permitted wholesale distributors to
sell gasoline on a tax-exempt basis and to claim the refunds for sales for (1) export, (2) use
by state and local government, (3} use in [foreign trade in] aircraft or vessels, or (4) certain
nonprofit educational organizations. This provision was intended to lessen administrative
burdens of excise tax refund procedures for exempt users.

1990 Effective September 1, 1990, the tax rate decreased by 0.1 cent per gallon [to 9.0 cents per
gallon.] [Expiration of the LUST tax.]

1990 The Revenue Reconciliation Act of 1990 raised taxes by 5.1 cents per galion [to 14.1 cents
per gallon] fo raise revenue for the Highway Trust Fund and for deficit reduction. [Effective
December 1, 1990]. [LUST tax was not in effect from September 1, 1990 to December 1,
1990]

1991 The Revenue Reconciliation Act of 1980 imposed tax upon (1) removal from any refinery or
terminal, (2) entry into the United States, or (3) sale to any unregistered person (unless
there has been a prior taxable removal or entry), whether or not taxes have been
previously paid. Removals or entries are not taxed for bulk transfers to terminals. A refund
(without interest) may be obtained if a taxpayer establishes that the gasoline was
previously taxed. This was intended to discourage selling of tax-paid gasoline within a
terminal and to collect excise tax on all fuel when is dispensed over the terminal rack.
[Effective July 1, 1991.]

1992 No legislative changes took effect.

1993 Effective October 1, 1993, the tax rate increased by 4.3 cents per gallon [to 18.4 cents per
gallon].

1994-5 No legislative changes took effect.

1996 Effective January 1, 1996, the tax rate decreased by 0.1 cents per gallon {o 18.3 cents per
gallon]. [Expiration of the LUST tax.]

1997 Effective October 1, 1997, the tax rate increased by 0.1 cents per gallon [to 18.4 cents per
gallon]. [Reinstitution of the LUST tax].

1998- No legislative changes took effect.

2000

¥ Legislative changes (except for bracketed text) from 1987 to 1991 are reproduced from “Table IV.1: Major Motor
Fuels Excise Tax Legislative Changes Since 1986,” General Accounting Office. Status of Efforts to Curb Motor Fuel
Tax Evasion. GAO/GGD-92-67. (Washington, DC: U.S. General Accounting Office, 1992), 26.
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Major Motor Fuels Excise Tax Legislative Changes Since 1986

Diesel

1987

The Tax Reform Act of 1986 allowed a retailer {o elect to buy diesel fuel tax-paid, thereby
moving the excise tax liability up to the wholesale level. This change was intended to
reduce the tax administrative burden on fuels outlels and tax collection and enforcement
costs for [RS. [Effective April 1, 1987.] [LUST tax of 0.1 cent increased tax rate to 15.1
cents effective January 1, 1987.]

1988

The Revenue Act of 1987 mandated movement of the taxing point up in the distribution
system from the refall level to the wholesale level. Also, most tax-exempt users beyond the
wholesale level were required to buy fuel tax-paid, then apply for a refund. This
requirement was intended 1o reduce opportunities to evade payment and achieve more
efficient administration and collection of tax and fo eliminate a competitive advantage
enjoyed by vertically integrated segmens of the gasoline industry. [Effective April 1, 1988

1989

The Technical and Miscelianeous Revenue Act of 1988 reversed some of the 1987 act
changes by allowing some tax-exempt motor fuel users such as farmers, off-road users,
and boaters, to buy diesel tax-free. This reversal was intended to lessen the administrative
burden of the excise tax refund on exempt users of diesel fuel. This action, in effect,
reversed some of the 1987 act changes by aliowing more entities to purchase products tax-
free. [Effective January 1, 1989.]

1990

The Revenue Reconciliation Act of 1990 raised taxes by 6.1 cents per galion [to 20.1 cents
per gallon} to raise revenue for the Highway Trust Fund and deficit reduction. [Effective
December 1, 1990}, {Effective September 1, 1990, the tax rate decreased by 0.1 cent per
gallon.]

1991-2

No legislative changes took effect.

1993

Effective October 1, 1993, the tax rate is increased by 4.3 cents per gallon [to 24.4 cents
per galion.]

1994

The Omnibus Budget Reconciliation Act of 1993 moved the taxing point up the distribution
system from the wholesale level to the terminal rack level. The Act also mandated that
diese! fuel sold tax-free for exempt purposes was to be dyed. [Effective January 1, 1984]

1995

No legislative changes took effect.

1996

LUST tax expires. [Effective January 1, 1996.]

1897

LUST tax is reinstated. [Effective Cctober 1, 1997.]

1998

Effective July 1, 1998, kerosene is officially considered a diesel fuel and taxed at the diese!
fuel rate.

1598-
2000

No legislative changes took effect,

20
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27 August 2002

The Honorable Max Baucus, Chairman
Senate Committee on Finance

219 Dirksen Senate Office Building
Washington, D.C., 20510

Dear Mr. Chairman:

In your letter dated July 31, 2002, you asked me to respond by August 30 to two questions
concerning fuel tax evasion: (1) What is the single biggest issue on evasion; and (2) What is the
most important thing that Congress can do about it?

The magnitude of the tax theft (as estimated by those of us who have been fighting this issue for
years, as well as by the IRS) makes it obvious that our existing audit/enforcement procedures are
inadequate and obsolete. Because there are so many tax evasion opportunities available it would
be presumptuous of me, and misleading, to suggest that a single solution can be evolved to solve
all the problems. Instead, it is my opinion that preventing tax theft must be an evolutionary
process; ie., Congress will have to enact multiple reforms in order to gain contrel of the sitnation.
This approach is necessary because tax evasion stratagems vary considerably in complexity; some
can be readily addressed, but others will require the involvement and cooperation of multipie
federal and state authorities, many of which aren't even aware that a problem exists, as well as
private-sector petroleum interests.

It is therefore recommended that Congress use the following criteria to determine which new theft
countermeasures should be initiated, and the order in which they should be undertaken.

1. Realistically, considering the extant IRS structure, what can be implemented immediately
without undue interruption of normal business activity, and without imposing significant
additional administrative or financial burdens on legitimate businesses?

2. What is fair and will generate the greatest revenue gain, both now and in the future?
3, What will result in the most desirable cost/benefit ratio?

4.  'What best will serve all geographic areas of the nation, and will have the least negative
impact on federal and state governments?

Analyzed according to those criteria, I believe the priority for Congressional action should be as
follows.

FIRST: IMPOSE THE FEDERAL TAX ON JET FUEL AT THE TERMINAL RACK.

Inasmuch as the federal taxes on gasoline, diesel fuel, and kerosene are already at the terminal
rack, moving aviation fuel to the rack will bring about uniformity, simplify the reporting process,
and thus enhance IRS's ability to more efficiently execute its audit and enforcement
responsibilities. The rules regarding tax exemption for commercial airlines must also be
streamlined and simplified, and penalties for the diversion of jet fuel to highway use without the
payment of applicable highway taxes must be severe and enforceable.
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Preventing the diversion of jet fuel to highway use is the easiest to solve. The IRS already has an
existing base system/procedure in effect, i.c. taxing at the rack, the dyed fuel rule, and ExSTARS.
It must be pointed out that under current IRS regulations, aviation fuel used by commercial
airlines in domestic flights (commonly referred to simply as jet fuel within the industry) carries a
federal tax of 4.4 cents per gallon, while the same fuel used in general aviation is taxed at 21.9
cents per gallon. Aviation fuel (jet) used in international flights, whether by domestic airlines or
foreign-based, is exempt from taxation. (Highway-use diesel fuel, of course, bears a federal tax
of 24.4 cents per gallon, which includes the .1 cent underground storage tank fund.) With modest
rule changes and reliance on pre-existing administrative precedents and processes, as well as
enhanced penalties for non-compliance, the IRS should be able to more effectively restrict the
sales of tax-exempt and low-tax aviation (jet) fuel at the nation's 1,500 fuel supply terminals to
FAA regulated commercial airlines.

NOTE: The EPA has mandated that by the year 2008, highway diesel fuels must contain a sulfur
level not to exceed 15 parts per million. The process of desulfurizing diesel, known as hydro-
treating, reduces viscosity, lowers density, and neutralizes color. Accordingly, the ultra low
diesel fuels will all tend to be clear and look just like aviation jet fuel. Inasmuch as there

apparently is no intent to reduce the sulfur content of jet fuel, however, while they will appear to
be identical they will NOT be the same fuel in part because of the different sulfur levels.

Further, because of the higher costs involved in transportation and storage of the multiple types of
distillates (diesel/jet/kerosene/heating oil/etc.), it seems inevitable that refiners will gravitate
toward producing a single-low sulfur product that can be used for on-road and off-road purposes,
as well as for home heating fuel. With no ability to visually distinguish these fuels from each
other and from jet, from an enforcement perspective the only difference between them will be the
federal tax rate: 24.4 cents per gallon for road-use diesel; 21.9 cents for non-commercial aviation;
4.4 cents for commercial aviation; and no tax at all on off-road diesel as well as on home heating
fuel. This will create an enforcement nightmare for the IRS unless some kind of chemical
markers can be developed to add to the fuels based upon their intended usage.

Accordingly, the Congress should consider directing the IRS to immediately undertake an
expedited research project to develop invisible but detectable chemical markers - non-detrimental
to either the fuel or engines - that can be injected into the un-taxed and low-taxed aviation fuel at
the time it is removed from the supply terminal by transport truck. These will undoubtedly take
months, if not years, to develop, but such could be effective deterrents to the diversion problem,
and would be similar to the "tax or dye" rule for off-road diesel. In the meantime, the IRS can
require the posting of a "Not For Highway Use" legend on terminal-issued bills of lading for jet
fuel. Developing similar markers for home heating fuel and tax-exempt diesel may also help
deter scams. The off-road diesel dye mandate rule has worked effectively since 1994, but
apparently efforts are now being made to illegally remove the dye or negate it downstream from
the terminal.

SECOND: REQUIRE THAT ALL ENTITIES FILING MORE THAN TWENTY-FIVE
FUEL TRANSACTIONS WITH THE IRS PER MONTH DO SO ELECTRONICALLY.

When fully operational, the ExSTARS reporting system will be invaluable to federal and state
governments in combating fuel tax evasion. However, the system will flounder and prove
ineffective unless electronic reporting is mandated. Even though its implementation has only just
begun, according to the IRS approximately 40 percent of the 10-to-14 million monthly filings are
submitted on paper documents, meaning that 4-to-5 million of them must be manually transcribed
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each month in order for the system to be of use. This is an impossible task, and corrective
legislation is imperative if the potential benefits of ExSTARS are to be realized.

THIRD: ENSURE ADEQUATE FUNDING FOR THE IRS SMALL BUSINESS- SELF
EMPLOYED DIVISION.

The integrity of the fuel tax collection system is dependent upon two things: (1) an efficient IRS
Division; and (2), practicable and enforceable laws, which include meaningful penalties for non-
compliance. With but approximately 440 employees nationwide to monitor some 1,300 fuel
supply terminals, audit thousands of fuel distributors, perform roadside inspections, and ensure
that the federal trust funds actually receive the multi-billions of dollars annually that are due
them, it would be irresponsible to under-fund this important Division; adequate funding must be
assured,

In years past, some highway interests have objected to using federal Highway Trust Fund revenue
tg finance the IRS fuel tax enforcement initiatives, arguing that such is an inappropriate use of
revenue that supposedly is dedicated solely for fransportation purposes. That argument, in my
opinion, is foolish and shortsighted. Under the highway bill soon to expire, roughly only $ 30
million from the Trust Fund will have been directed to the IRS. The record shows that the
investment in improving IRS&'s audit and enforcement activities has been a major factor in
recovering literally billions of dollars for the Trust Fund - hence for transportation improvements
- that previously were being stolen. During that same time frame, highway agencies have literally
expended hundreds of millions of Trust Fund dollars on restoring abandoned railroad stations,
building recreational hiking and bicycle paths, and paying for other Yenhancement” projects.
While many of these are worthwhile, financing them in large measure has been made possible by
the very IRS activities about which those highway interests complain! The nation's highway
programs would be well served if Congress were to double the dollars directed to IRS for fuel tax
enforcement programs. Investing $ 60 million dollars each year is a small price to pay for
preventing the theft of billions. The IRS, of course, should be accountable to the FHWA, on an
audited basis, for the Trust Fund dollars it expends.

FOURTH: JURISDICTIONAL CONSTRAINTS THAT PREVENT THE SHARING AND
EXCHANGE OF PERTINENT INFORMATION BETWEEN LAW
ENFORCEMENT AUTHORITIES MUST BE RECONCILED.

Although the Finance Committee might find this issue to be technically omtside of its jurisdiction,
because the problem directly impacts the ability of federal agencies to cope with scams that
siphon revenue from Trust Funds, it would be most constructive if Finance were to urge the
appropriate Sepate Committee or Committees to resolve such conflicts.

It is a fact that in many situations federal and state officials currently are prectuded from sharing
vital information concerning illegal activities not only with each other, but with their counterparts
in state governments as well. Safeguards to protect individual privacy rights must of course be
incorporated into any changes in laws and regulations. The appropriate officials from Treasury,
Customs, Coast Guard, Defense, Transportation, FBI, Homeland Security, etc., must be brought
together with state counterparts to evolve solutions to the jurisdictional problems that hinder
effective enforcement of fuel tax laws.

FIFTH:  TRACK AND ACCOUNT FOR THE MARITIME MOVEMENT OF FUELS.
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Although little attention has yet been given it, fraud involving barge shipments of fuel is
potentially equal fo or even greater than those identified thus far with diesel and jet fuels.
Tremendous volumes of fuels are imported into the US from foreign nations, and huge amounts
are exported as well. At the present time there is absolutely NO mechanism to track the hundreds
of millions of gallons of fuel involved in such shipments. Thousands of barges, each capable of
transporting anywhere from 400,000 gallons of fuel to one million gallons, travel the coastal areas
and on inland waterways. If, for instance, 10 million gallons of jet fuel are loaded on barges at a
U.S. refinery and designated as being for export to a port outside of the U.S., there is no system in
place to verify that the shipment actually reaches the indicated destination. The product, perhaps
actually being jet fuel, could after leaving the loading dock be re-labeled "solvent” with false
papers, then delivered to a point on the Mississippi or along the Intercoastal Canal, and be off-
loaded without paying the applicable taxes. Potentially, the amount of lost tax dollars involved is
huge.

To counteract maritime scams will require the development of a system comparable to ExFIRS
that covers fuel imports and exports. Such an undertaking will take considerable time and effort
to develop. Obviously, any system will involve numerous federal agencies, such as the Coast
Guard, Customs, and the Department of Defense. Compounding the problem is the fact that
foreign-flagged vessels will be involved. This is not just a theoretical problem, but one that in
fact has been encountered. We dare not delay any longer in seriously examining this issue.

Should you have any questions, or need further clarification, please contact me. Thank you for
the opportunity to comment on these important issues.

Sincerely,
Ray Barnhart

Chairman of the Board of Trustees
Center for Balanced Public Policy
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Mr. Chairman and Members of the Committee, | appreciate the opportunity to
describe recent compliance trends and issues in highway-related excise taxes
and to highlight Internal Revenue Service (IRS) activities to address them.

Background:

The IRS is responsible for administration of more than 40 separate excise taxes,
including motor fuel. Motor fuel excise taxes are an important source of federal
and state revenues and finance a large share of improvements to the nation’s
transportation system. Six separate excise taxes are imposed to finance the
Federal Highway Trust Fund program. Three of these taxes are imposed on
highway motor fuels.

Motor fuel taxes on gasoline, diesel fuel and kerosene accounts for more than 90
percent of trust fund receipts. Motor fuel is taxed when it moves out of the bulk
transportation and storage network — a refinery, pipeline, barge, or terminal — and
into tanker trucks/rail cars at the terminal rack. At this point, gasoline is taxed
and diesel fuel/kerosene is either taxed, or dyed if it is intended for nontaxable
purposes. The position holder, usually the owner of the fuel as it passes the
terminal rack, is liable for payment of the tax. All persons, owning taxable motor
fuels before tax is paid, must be registered with the IRS. Additionally, terminal
facilities must register with the IRS as a condition of storing untaxed (undyed)
motor fuels.

Taxpayers report their excise tax liability quarterly on Form 720, which is due one
month following the close of the quarter. On Form 720, taxpayers itemize their
liability, for example, reporting the number of gallons of each type of fuel and the
tax due, and claims of nontaxable use of the fuel. Any balance due or
overpayment is settled at the time Form 720 is filed. Highway motor fuels are
taxed as follows: 1) gasoline at a rate of 18.4 cents per gallon; 2) diesel fuel and
kerosene at 24.4 cents per gallon; and 3) special motor fuels, such as propane,
at 18.4 cents per gallon, generally. Gasohol, a mixture of ethanol and gasoline,
is taxed at rates ranging from 13.1 to 15.379 cents per gallon, depending on the
concentration of ethanol in the mixture.

Tax receipts deposited in the Highway Trust Fund Account totaled $31.5 billion in
FY 2001 -- $26.9 billion to the Highway Account and $4.6 billion to the Mass
Transit Account.

Compliance Problems

Federal and state excise tax rate increases over the years have increased
incentives for tax evasion, with the tax significantly exceeding the profit margin of
the product. The corresponding revenue losses are a significant problem for tax
administrators and honest business taxpayers facing competition from tax
evaders. Since these tax evaders are constantly trying new methods/schemes of
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evasion, maintaining the flow of receipts into the Highway Trust Fund requires
ongoing and vigilant compliance by federal and state authorities.

When taxpayers do not voluntarily meet their tax obligations, the IRS must use its
enforcement powers to collect the taxes due. However, 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 coverage 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; “smuggling” to evade payment of any and ali
taxes; “cocktailing” to illegally reduce the effective tax rate; and the diversion of
aviation jet fuel to highway use to illegally evade motor fuel taxes. | will describe
each of these in greater detail.

The first of these critical compliance problems is the continued misuse of dyed
diesel fuel for tax evasion purposes. This persists despite the numerous
legislative and regulatory steps taken by federal and state governments. The
IRS currently has approximately 140 Fuel Compliance Officers (FCOs) to monitor
1,400 terminals, all fuel wholesalers, thousands of retail motor fuel outlets, and
U.S. border crossings. Additionally, these personnel are charged with
conducting periodic inspections of on-road vehicles on highways throughout the
country.

The FCOs continue to uncover fuel misuse. For example, since the start of the
fiscal year beginning October 1, 2001, the IRS FCOs have assessed over 250
penalties totaling over $500,000 for misuse of dyed diesel fuels. A further
analysis of these results indicates that 70 percent of the penalties involved the
misuse of fuel by taxpayers in the construction and agricufture industries. Both of
these industries are subject to broad-based tax exemptions for non-highway use
of motor fuels, thereby, presenting opportunities for abuse.

Motor fuel “bootlegging” is a second significant problem. This form of tax evasion
occurs when a low tax jurisdiction is near a high tax jurisdiction and taxpayers
scheme to evade payment of taxes at a higher rate, “bootlegging” the fuel to a
lower-taxed rate jurisdiction. It frequently occurs between states —~ costing states
tax revenues and their share of the Federal Highway Trust Fund. For example if
the tax rate in Georgia is 7.5 cents per gallon, taxpayers may illegally bootleg the
fuel to North Carolina where the tax rate is 24.2 cents. The pennies-per-gallon
difference is huge in an industry where over 30 million gallons are transacted
daily. .

A third critical compliance problem is smuggling of motor fuel. This involves the
illegal introduction of fuel into the United States to evade payment of any and all
excise taxes. This problem is alleged to occur at border crossing points and
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points of entry for ocean-going vessels. There are 55 border crossings between
the United States and Canada and Mexico. More than 9 million trucks cross
these borders into the United States each year. Currently, illegal smuggling
activity can only be detected by conducting border checks. This includes
detaining a truck, reviewing the manifest, extracting a sample of the cargo, and
analyzing the sample to determine if the substance matches the description on
the manifest. The 140 FCOs must perform all fuel compliance activities
throughout the country, including periodic border checks. These border checks
are constrained by both limited resources and potential disruption of international
traffic due to the time required for each truck inspection under the existing
processes. In addition to the border crossing points, the U.S. Army Corps of
Engineers reports there are over 300 facilities, throughout the United States,
capable of receiving fuel products from water-borne traffic.

Another critical compliance problem is the use of adulterated fuel through
“cocktailing” or blending of the product. This tax evasion technique increases
profits by increasing the volume of motor fuel with used motor oil and other
distillates including pollutants, cleaning agents, and unfinished refinery products.
This form of tax evasion is attractive for two reasons. First, the substances used
to extend the fuel are often not regulated, so therefore these quantities are not in
any fuel reporting system. Second, in some cases the substances are regulated
as waste materials, providing an unscrupulous individual an opportunity to get
paid to dispose of the product(s) and then blend them into motor fuel and get
paid again. This tax evasion technigue results in an ongoing revenue loss and
also may be dangerous to the public when hazardous waste is blended with
taxable fuels.

Since Congress passed legislation taxing kerosene, the diversion of aviation jet
fuel to highway use to avoid motor fuel taxes has become an increasing
compliance problem. Unlike the federal taxation of gasoline and diesel fuel,
aviation fuel is generally not taxed at the rack. Jet fuel is taxed at 4.4 cents per
gallon for commercial use and 21.9 cents per gallon for non-commercial use.
Exempt removal of undyed jet fuel from the rack creates tax evasion incentives
and opportunities that result in loss of federal and state aviation taxes as well as
diese! fuel excise taxes because the “jet” fuel can readily be used in on-road
diesel trucks.

Compliance Strategies and Successes:

in the last decade, there have been four major excise tax compliance success
stories. First, moving the point of taxation for motor fuels to the terminal rack
significantly reduced opportunities for tax evasion, some of which were carried
out on a multi-million dollar scale by sophisticated criminal organizations.
Second, requiring home heating oil and other diesel products to be dyed red if
sold tax-free eliminated another key source of evasion. The third was the
taxation of undyed kerosene on the same basis as the regular diesel fuel with
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which it is often mixed. The fourth, and most recent, was the development and
implementation of the Excise Files Information Retrieval System (ExFIRS). The
ExFIRS system is made up of a number of subsystems that will: 1) support the
collection of motor fuel industry operational information and automated analysis
of this information; and (2) aid in identification of the areas with highest risk for
non-payment of excise tax liabilities, therefore offering higher potential for return
on investigative and enforcement activities. One of the most critical subsystems
to ongoing compliance efforts is the Excise Summary Terminal Activity Reporting
System (EXSTARS).

What is ExXSTARS

Matching information received from employers, financial institutions, and other
businesses with information reported by taxpayers has long been recognized as
one of the most powerful tools that the IRS uses to ensure income tax
compliance. In fact, third parties report approximately 80 percent of the personal
income received by taxpayers.

Recognizing that compliance with the excise tax laws of this country would be
greatly enhanced by a similarly constructed excise information matching system,
Congress, in response to industry concerns, mandated the development of such
a system in 1998.

ExSTARS is the information reporting system that was created. It enables the
IRS to track all fuel transactions that occur within the fuel industry’s bulk shipping
and storage system. It provides tracking capabilities of fuel from the pipeline
system to the point of taxation for the Federal Excise Tax at the terminal rack.
This information will then be matched by the IRS to fuel sales transactions
reported by taxpayers and to verify their tax liabilities reported on the quarterly
Forms 720.

ExSTARS has a comprehensive database tracking the distribution and terminal
inventory levels of all fuel in the United States. The system also tracks all
disbursements across the terminal rack and the state destination of the fuel after
it leaves the terminal. We recently demonstrated ExSTARS’ reporting and
tracking capabilities to outside stakeholders, including representatives from
industry and state taxing agencies. Feedback from this group stated the
capabilities of the system exceeded their expectations. Representatives of the
Federal Highway Administration reviewed the system and stated the system will
assist in their program needs. The benefits of this system will also be extended
to each state’s compliance programs when ExSTARS is made available at the
state level later this year.

The design, development, and implementation of ExXSTARS is a tribute to the
working collaboration between the IRS, contractors, the Federal Highway
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Administration, state tax administrators, and industry stakeholders over more
than a five-year time period. This success story was a direct result of the
sustained investment provided by the Congress through the Transportation
Equity Act for the 21% Century.

ExSTARS was initially implemented in April 2001 and set information reporting
requirements on the 1,440 terminals registered to transact fuel sales in this
country, as well as the pipelines and barge carriers that transport the fuel from
the refineries to the terminals. The IRS is currently receiving information reports
on 10- to- 14-million fuel transactions monthly. Approximately 60 percent of
these are filed electronically. The IRS is currently processing both the paper and
electronic documents — transcribing all summary data into the system. However,
we are finding it both impractical and cost prohibitive to transcribe the supporting
detail information on the paper documents. Yet, this detail data transcription is
critical to state compliance activities. Therefore, the IRS worked with the industry
to extend filing requirements. This extension was provided to facilitate electronic
filing and allow each affected taxpayer the opportunity to be compliant using EDI
filing.

Other Key Internal Revenue Service Compliance Strategies

While ExSTARS will enhance compliance efforts, instances of willful non-
compliance will continue to require IRS intervention. In several of these areas,
the IRS is developing sophisticated and state of the art technologies to address
excise 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
adulterated fuel through “cocktailing” or blending of the product. Fuel
fingerprinting examines the “chemical fingerprint” of samples taken from retail
stations for adulteration, or for a mismatch with samples taken from the terminal
racks that normally supply those stations. This technology allows for the
detection of untaxed aviation fuel being used as highway motor fuel. Fuel
fingerprinting also detects “ransmix” taken out of pipelines, waste vegetable oils,
used dry-cleaning fluids, and other chemicals that may be mixed with diesel fuel
and find their way into the tanks of trucks on the road. Fuel fingerprinting
provides a more efficient and comprehensive method to monitor compliance
compared to traditional audit techniques. This technology has been tested in all
fifty states allowing us to refine baseline fingerprint data for matching purposes.
We are currently negotiating nationwide implementation with the National
Treasury Employees Union (NTEU).

In another example, the 1RS is also developing state of the art technology to
identify smuggling of motor fuel at U.S. border points of entry and ocean-going
vessels and barge traffic over intercoastal waterways. Under existing processes,
ilegal smuggling activity can only be detected by physically detaining a truck at
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the border, reviewing the manifest, extracting a sample from the cargo tank, and
analyzing the sample to determine if the substance matches the description on
the manifest. The IRS worked with the Department of Energy’s Pacific Northwest
National Laboratory (PNNL) to design, develop, and test a new technology called
an Acoustical dentification Device (AID) that uses hand-held sonar technology to
identify the liquid contents of sealed containers, such as tanker trucks.
Concurrent with this effort, PNNL is working with the United States Customs
Service to use the same technology for other purposes, such as drug interdiction.

The IRS also responded to findings and concerns regarding the exempt removal
of undyed jet fuel from the rack for use in on-road diesel trucks. Through use of
its fuel fingerprinting technology, the IRS identified instances of jet fuel being sold
as diesel fuel in retail outlets and in highway diesel trucks. The IRS will continue
to define the scope and magnitude of this abuse.

Each of the compliance concerns outlined thus far involve diesel fuel. However,
bootlegging, smuggling, and cocktailing can be used for gasoline tax evasion
schemes as well, but our efforts to explore and address this problem have been
constrained by resources and a limited ability to mitigate safety hazards involved
in handling and shipping samples of the more volatile gasoline.

Additionally, in recent years, the IRS expanded its compliance efforts by making
the Form 637 Registration Program — that allows a taxpayer to engage in tax-free
transactions -- the cornerstone and first step in compliance. When the IRS
issues a 637 Registration, we are in effect telling everyone who deals with the
registrant that we have made a determination that the registrant can be relied on
to collect and pay the proper amount of Federal Excise Tax. The IRS conducts
periodic compliance checks with taxpayers to ensure that the taxes are collected
consistent with the statutes and to account for any and all transactions involving
a tax exemption. By strengthening this up-front compliance activity, downstream
compliance problems can be minimized. One area that continues to pose a
challenge is the detection of illegal distribution of fuel involving water-borne
traffic. Currently, a terminal is required to be registered with the IRS in order to
receive and store tax-free fuel. Fuel owners will only store fuel in IRS registered
terminals. Therefore, a failure to register will result in loss of business. Recent
regulations have required the registration of pipelines and barges. However,
there is no tax or economic penaity for failure to comply.

Conclusion

Mr. Chairman, in conclusion, | believe that we are making progress in our goais
to ensure that federal motor fuels taxes are reported, paid, collected, and made
available to the Highway Trust Fund. We are using technology in the
administration of the excise tax program more efficiently and effectively than ever
before. | thank you for your continued support.
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C, 20224

SMALL BUSINESS/SELF-EMPLOYED INVISION

AUG 26 2002

The Honorable Max Baticus
Chairman, United States Senate
Committee on Finance
219 Dirksen Senate Office Building
Washington, DC 20510
Attn. Bob Merulla, Editor, &
Carta Martin, Chief Clerk

Dear Mr. Chairman:

| am writing to follow up on questions asked at the July 17 Senate Finance
Committee hearing concerning motor fuel taxes. Thank you for the opportunity to
provide further clarification on this issue.

Question 1:

How many IRS enforcement officers are there nationwide who have the
authority to make immediate arrests for violations of motor fuel tax laws?
Here is a scenario:

+ AnIRS employee learns that a truck is unloading jet fuel into storage
tanks at a truck stop where it will be sold as diesel fuel. What can the
employee do, and how soon can charges be pursued against the
individual bootlegging the fuel?

Answer:

For the upcoming fiscal year 2003, we project having 215 Excise Tax
Agents available to conduct audits, 837 Registration Compliance Checks,
and identify non-filers of excise tax returmns. These agents are responsible
for the enforcement of over 40 separate excise taxes including the motor
fuel tax laws. In addition to the Excise Tax Agents, the IRS currently has
approximately 140 Fuel Compliance Officers (FCO's) to monitor 1,400
terminals, all fuel wholesalers, thousands of retail motor fuel outlets, and
U.S. border crossings. These personnel are also charged with conducting
periodic inspections of on-road vehicles on highways throughout the
country.
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None of our enforcement personnel have arrest authority. We do not have
authority to take immediate action in any scenario. FCO’s have authority
to inspect any location that may have fuel stored and to take samples of
the fuel to determine if someone has tampered with the fuel — such as
diluting the dye concentration. If a FCO discovers a suspicious sample,
he or she will advise the owner of the fuel that we will test the fuetl to verify
the presence of dye. If an individual is using dyed fuel for a taxable
purpose, such as in the propulsion tank of a highway vehicle, the IRS will
propose a penally of $10.00 per galion or a minimum of $1000 per
violation. The sample is scientifically tested using standardized methods
to detect the presence of dye. Atter conformation that dye is present in
the sample, the 1RS will send the owner of the fuel & penalty assessment
notice for the improper use of dyed fuel. The owner of the fuel then has
the right to appeal this assessment to our Appeals Office. If our Appeals
Office upholds the assessment, we then mail a collection notice to the
owner of the fuel and take necessary action to collect the penalty. This
entire process can take several weeks from start to finish.

In the scenario of a truck unloading jet fuel into a storage tank at a truck
stop, we can not take any immediate action. Because an individual can
readily substitute jet fuel for on road diesel fuel or kerosene, we cannot
immediately determine that this transaction is improper. First, we must
establish whether any Federal Excise Taxes have been paid on this fuel.
Unlike gasoline and undyed diesel fuel, jet fuel can be removed from a
terminal tax free for aircraft use. If the jet fuel is diverted to highway use,
the full 24.4 cents per gallon highway tax is required to be paid. Because
we have no means to automaticaily track the jet fuel, we must rely entirely
on taxpayers’ voluntary disclosure that the fuel has been diverted and
payment of tax.

In the scenario described above, we would have to trace the fuel upstream
from the truck stop to the owner of the fuel being delivered. This requires
a time intensive review of the invoices and inventory records of the fuel
owner to establish that he or she has not paid the proper tax. Once we
establish that the tax has not been paid, we will assess the tax against the
proper person.
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Question 2:

It appears that IRS audits to ensure that distributors of gasoline and diesel
fuels have actually remitted the appropriate taxes to federal government
are after-the-fact; that is, an audit may not take place for months or even
years, thus enabling the dishonest person to steal huge amounts of tax
doliars before the theft is discovered. How timely are those audits? How
often are distributors audited?

Answer:

The timing of audits is a concern. We do not start most audits until
several months after a possible taxable transaction has occurred and this
time delay can allow a taxpayer to pyramid their liability. We believe
ExSTARS will provide information that will enable us to identify taxpayers
that should be audited more quickly. However, due to the fact that jet fuel
can be removed from a terminal tax free for aircraft use, ExXSTARS
contains limited information on aviation jet fue! distribution. To trace the
use of aviation jet fuel, we have to audit the 637-H registrants, which are
permitted to buy aviation fuel tax free. Each transaction conducted by the
637-H registrant has 1o be inspected to determine if the fuel was actually
used for aviation purposes and the proper rate of tax paid for the use of
the fuel.

We have a total of 524 taxpayers that are 637-H registrants. From
September of 1999 through May of 2002, we examined 134 taxpayers that
hold a 637-H registration. The average direct examination time (actual
hours incurred by an Excise Tax Agent) for this examination was 180
hours or over 4 ¥z weeks. As you can see, the process is time consuming
— but with the existing tax structure, it is the only way we can identify
misuse of aviation jet fuel.

Question 3:

For more than a decade the federal gasoline and diesel taxes have been
imposed at some 1500 terminal racks, but aviation jet fuel has continued
o be taxed at the distributor level. How many non-airline distributors of jet
fuel are there that the IRS must audit, and how many IRS employees are
dedicated to doing that work?

Answer:

We have a total of 524 taxpayers that have a 637-H registration and 18 of
these taxpayers have a registration as an airline. For FY2003, we plan to
have 215 agents working on all Excise Tax Programs including the
examination or returns, the 637 Registration Program, and the
identification of non-filers of excise tax returns. We do not have agents
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dedicated to examining one type of return. We anticipate that out of the
215 agents designated for the entire Excise Program, we will expend the
equivalent of 100 staff years examining returns. We currently have 137
637-H taxpayers under examination and expect these examinations to
carry over into FY2003. Based on our historical average time expended
on this type examination, we will use the equivalent of over 12 staff years
completing these cases in FY2003. At this time, we do not have an
estimate of how many additional 637H registrants we will examine next
year.

Question 4:

When it was discovered in the mid-1980s that fuel tax fraud was
commengcing on a significant scale, many individuals disputed that such
scams existed. History has shown the reality of those scams, to the
extent of billions of dollars. Today, while folks like some of those testifying
at this hearing assert that fraud is still a major problem, others tend to
dismiss it as insignificant. Based upon the IRS’s knowledge and
experience, Mr. Brimacombe, is fuel tax fraud of major concern today?

Answer:

Federal and state excise tax rate increases over the years have increased
incentives for tax evasion, with the tax significantly exceeding the profit
margin of the product. The corresponding revenue losses are a significant
problem for tax administrators and honest business taxpayers facing
competition from those who evade paying the tax. Because these
individuals are constantly trying new methods/schemes of evasion,
maintaining the flow of receipts into the Highway Trust Fund requires
ongoing and vigilant compliance by Federal and State authorities.

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; “smuggling” to
evade payment of any and all taxes; “cocktailing” to illegally reduce the
effective tax rate; and the diversion of aviation jet fuel to highway use to
illegally evade motor fuel taxes.

FCO’s continue to uncover fuel misuse. For example, since the start of the
fiscal year beginning October 1, 2001, the RS FCOs have assessed over
250 penalties totaling over $500,000 for misuse of dyed diesel fuels. A
further analysis of these results indicates that 70 percent of the penalties
involved the misuse of fuel by taxpayers in the construction and
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agriculture industries. Both of these industries are subject to broad-based
tax exemptions for non-highway use of motor fuels, thereby, presenting
opportunities for abuse.

A third critical compliance problem is smuggling of motor fuel. This
involves the illegal introduction of fuel into the United States to evade
payment of any and all excise taxes. Due to the complexities involved and
the limited resources the IRS and other agencies have, we have
discovered only a few cases. This problem cccurs at border crossing
points and peints of entry for ocean-going vessels. There are 55 border
crossings between the United States and Canada and Mexico. More than
9 million trucks cross these borders into the United States each year.
Currently, we can only detect illegal smuggling activity by conducting
border checks. This includes detaining a truck, reviewing the manifest,
extracting a sample of the cargo, and analyzing the sample to determine if
the substance matches the description on the manifest. The 140 FCOs
must perform all fuel compliance activities throughout the country,
including periodic border checks. These border checks are constrained by
both the limited resources and the potential disruption of international
fraffic due fo the time required for each truck inspection under the existing
processes. In addition to the border crossing points, the U.S. Army Corps
of Engineers reports that over 300 facilities, throughout the United States,
are capable of receiving fuel products from water-borne traffic.

Another critical compliance problem is the use of adullerated fuel through
“cocktailing” or blending of the product., This tax evasion technique
increases profits by increasing the volume of motor fuel with used motor
oil and other distillates including pollutants, cleaning agents, and
unfinished refinery products. This form of tax evasion is attractive for two
reasons. First, the substances used to extend the fuel are often not
regulated, so therefore these quantities are not in any fuel reporting
system. Second, in some cases the substances are regulated as waste
materials, providing an unscrupulous individual an opportunity to get paid
to dispose of the product(s) and then blend them into motor fuel and get
paid again. This tax evasion technigue results in an ongoing revenue loss
and also may be dangerous to the public when hazardous waste is
blended with taxable fuels. We use fuel fingerprinting to test samples of
diesel fuel taken from truck stops and terminals. These tests indicate the
presence of petrochemicals other than diesel fuel in enough samples to
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convince us that cocktailing is a problem resulting in significant revenue
losses. Although gasoline is readily susceptible to cocktailing, we have
not optimized a testing procedure for gasoline. This is due to resource

constraints and the need to overcome safety hazards/concerns with the
handling of gasoline samples.

Since Congress passed legislation taxing kerosene, the diversion of
aviation jet fuel to highway use to avoid motor fuel taxes has become an
increasing compliance problem. Unlike the federal taxation of gasoline
and diesel fuel, aviation fuel is generally not taxed at the rack. Jet fuelis
taxed at 4.4 cents per gallon for commercial use and 21.9 cents per galion
for non-commercial use. Exempt removal of undyed jet fuel from the rack
creates tax evasion incentives and opportunities that result in loss of
federal and state aviation taxes as well as diesel fuel excise taxes
because individuals can readily use the “jet” fuel in on-road diesel trucks.
We have several active cases involving the diversion of jet fuel.

Thank you again for the opportunity to respond to your questions. Please
contact me at (202) 283-2200 if further clarification or assistance is needed.

Sipcsrely,

Joseph R. Brimm

Deputy Director, Compliance Policy
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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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MARY E. PETERS, ADMINISTRATOR
FEDERAL HIGHWAY ADMINISTRATION
UNITED STATES DEPARTMENT OF TRANSPORTATION
BEFORE THE COMMITTEE ON FINANCE
: UNITED STATES SENATE
- HEARING ON
SCHEMES, SCAMS, AND CONS: FUEL TAX FRAUD
JULY 17, 2002

Mr. Chairman and Members of the Committee, thank you for scheduling this
hearing to focus attention on the continuing problem of fuel tax evasion. My
predecessors have come before you on a number of occasions over the past two decades
to report on the extent of this problem and discuss ways to improve compliance with
Federal motor fuel excise tax laws. With your assistance, we have made significant
progress in addressing fuel tax evasion. Today, I would like to provide an overview of
the Federal Highway Administration’s (FHWA) fuel tax evasion program, including
measures taken to reduce the incidence of fraud and some significant problems that
remain. .

As you well know, the Highway Trust Fund (HTF) finances virtually the entire
Federal investment in our Nation’s highways, as well as a major portion of Federal transit
programs. The HTF itself is supported by the users of the highway system through
payment of Federal excise taxes on gasoline, gasohol, and diesel fuels, on sales of large
trucks, trailers, and truck tires, and the special highway use tax on heavy trucks. By far
the most significant portion of revenues is derived from fuel taxes—projected at roughly
88 percent of revenues into the HTF over the next 10 years. Evasion of fuel taxes
represents a significant loss of funding to every State, not just to those States in which the
evasion occurs, since each State receives a share of every Federal-aid highway dollar.
Loss of motor fuel taxes poses a serious threat to both Federal and State programs. The
impact of such losses is even greater coming at a time when we have experienced a
reduction in growth of HTF revenues, while demands on highway capacity reach
unprecedented levels and replacement and rehabilitation costs for aging infrastructure
increase.

Background

Fuel tax evasion exists because illicit profits on sales of untaxed fuel can dwarf
profits made on legitimate sales. To illustrate, profit on a gallon of fuel is usually just a
few cents but, if taxes can be evaded, profit can be as much as 45 cents per gallon higher
(24.4 cents Federal diesel tax per gallon plus 20 cents average State tax). Thus, one
truckload of fuel could potentially yield about $3600 in additional profits if both Federal
and State diesel taxes are evaded (45 cents x 8000 gallons). Furthermore, the fuel tax
compliance problem is exacerbated by the complexity of motor fuel distribution
processes.

Substantial revenue losses caused by motor fuel tax fraud, involving organized
crime, were first discovered in the New York metropolitan area in the mid-1980s. Ray
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Barnhart, then Administrator of the Federal Highway Administration, was alerted to the
problem when fuel tax revenues did not increase as expected following gasoline and
diesel tax increases after 1982. Subsequent investigations revealed a nationwide
problem, which threatened the integrity of both the Federal HTF and State highway and
transportation funds.

The Internal Revenue Service (IRS) and FHWA began working together to
combat fuel tax gvasion by supporting changes in tax collection procedures and
promoting enforcement activities. Examination of the problem indicated that imposing a
tax at a higher point in the distribution chain offered the greatest potential for eliminating
fraud, mainly by reducing the number of taxpayers. The highest point in the distribution
chain is the refinery, but the fuel use is not determined at this level. An overwhelming
number of refund requests for exempt uses would be filed if the point of taxation was at
the refinery level,

Exhibit 1 (See Attachment 1, Fuel Distribution System) illustrates the basic fuel
distribution process. Although there can be variations in the process (See Attachment 3,
Model of the Fuel Distribution System showing variations), in the basic system fuel
moves from the oil refinery in bulk shipment, by pipeline, ship, or barge, to a terminal. A
terminal is a storage and distribution facility. The terminal “rack” refers to the
mechanism used to dispense motor fuel products from the terminal into tank trucks or rail
cars. The expression “above the rack” is sometimes used to refer to the bulk transfer
system that is made up of all of the facilities for the movement and storage of gasoline
and diesel fuel from refinery to terminal. The bulk transfer system includes terminals,
pipelines, barges, ships, and domestic refineries. Under current law, generally motor fuel
is not subject to Federal highway taxes at the bulk shipment level. However, State fuel
taxes may be imposed at the bulk level, or at any level in the distribution system.

When fuel leaves the terminal by truck or rail, it must pass through the rack and at
this time the use of the fuel is determined and the Federal taxes are imposed, unless the
fuel use is determined to be tax exempt. Some exempt uses for diesel fuel and kerosene
include school buses, construction equipment used off-road, farming, and home heating.
At this point in the distribution system, 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. All removals of gasoline
at a terminal rack are taxable. .

rom the terminal, the fuel goes to the wholesale distributor, sometimes to
intermediate storage, then to the retailer, and finally the consumer. Fuel may also go
directly to the retailer from the terminal.

Tax Reform Act (TRA) of 1986 (P.L. 99-509, 100 Stat, 1951). Progress was
made in gasoline tax enforcement under the TRA of 1986 which moved the point of
gasoline tax collection from the wholesale level fo the rack level at the point of removal
from the terminal, refinery, or point of import, and also strengthened licensing and
bonding requirements on registrants for activities involving excise taxes. The point of
taxation change reduced the number of gasoline taxpayers from about 8,000 to 1,000,
considerably simplifying payment tracking. However, the point of taxation for diesel fuel
was not moved to the rack and diesel fuel tax evasion remained a continuing and growing
problem. By the early 1990s, FHWA estimated that the combined Federal and State fuel
tax evasion losses approached $3 billion annualty.
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Intermodal Surface Transportation Efficiency Act of 1991 (ISTEA) (P.1. 102~
240, 105 Stat. 1914). To address the ongoing evasion problem, Congress, in fiscal year
(FY) 1990, approved initial HTF funding for the Joint Federal/State Motor Fuel Tax
Compliance Project (the Joint Project). However, it was funding provided in ISTEA, $5
million annually through 1997, which allowed the nationwide expansion of the fuel tax
evasion program. Under section 1040 of ISTEA, $3 million were allocated to the States
for participation in regional motor fuel tax enforcement task forces and $2 million were
provided to the IRS to supplement its fuel tax enforcement efforts. The mission of the
Joint Project was to ensure that collection of motor fuel taxes was a priority for Federal
and State tax enforcement agencies. From the Joint Project’s inception, FHWA promoted
a return-on-investment approach, through intergovernmental action, including
investments in the operations of other agencies. Success was measured in part by
increases in HTF revenues. Enforcement activities, such as audits and criminal
prosecutions, are estimated to produce assessments for violations of State and Federal
taxes in the range of $10 to 520 for each dollar spent on these programs. However, not
every assessed dollar is actually collected, especially in the case of criminal assessments.

The Joint Project is directed by a Steering Committee, chaired jointly by the
FHWA and IRS, and composed of representatives from the lead States of the nine task
forces, and numerous ad hoc participants, including the U.S. Department of Justice,
American Association of State Highway and Transportation Officials (AASHTO),
American Petroleum Institute, Federation of Tax Administrators and others. With
funding administered by FHWA, the Joint Project supports fuel tax enforcement activities
of the IRS and States and facilitates the exchange of information among enforcement
agencies. Forty nine States and the District of Columbia now participate in one or more
of the Joint Project’s nine task forces.

Omnibus Budget Reconciliation Act of 1993 (P.L. 103-66, 107 Stat. 312). Two
provisions in the Omnibus Budget Reconciliation Act strengthened enforcement of diesel
fuel taxes and resulted in substantial revenue gains. The Federal point of taxation for
diesel fuel was moved up to the terminal rack level consistent with gasoline, and any
untaxed (exempt) diesel removed from the terminal was required to be dyed red. Using
the terminal rack point of taxation substantially reduces the number of entities
responsible for collecting and remitting diesel fuel taxes, making enforcement simpler
and less costly. Dyeing makes it more difficult to use exempt diesel on-road. Those
caught with red-dyed fuel in highway vehicles are subject to a minimum $1,000 fine. In
the first year under the new law, Federal diesel fuel tax revenues increased over $1
billion, with about $700 million of the increase attributed to improved compliance.

States that have adopted legislation conforming point of taxation and dyed fuel provisions
with Federal requirements have also seen substantial improvements, in some cases
double-digit percentage increases in diesel fuel tax revenue.

Transportation Equity Act for the 21* Century (TEA-21) (P.L. 105-178, 112
Stat. 107). TEA-21 continued support for fuel tax compliance projects and also gave
States the option of using up to ¥ of 1 percent of their Surface Transportation Program
(STP) funds for such projects. However, under TEA-21, the focus of the fuel tax
compliance program under the Joint Project shifted from encouraging cooperation among
the States and the Federal government in addressing tax evasion issues, to developing and
maintaining a Federal automated fuel tracking system.
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Under section 1114 of TEA-21, the IRS was directed to develop a Federal and
State motor fuel information reporting system that could track the movement of fuel and
determine if the proper tax is paid. The majority of TEA-21 tax compliance funds were

. dedicated to IRS development and implementation of the Excise Files Information
Retrieval System (EXFIRS), with the IRS receiving $31 million and States sharing $4
million, over the six year period of the Act. The EXFIRS system is made up of a number
of subsystems that will support the collection of motor fuel industry operational
information; support automated analysis of this information; and aid in identification of
the areas with highest risk for non-payment of excise tax liabilities (therefore offering
higher potential for return on investigative and enforcement activities). Perhaps the most
important of the subsystems is the Excise Summary Terminal Activity Reporting System
(ExSTARS), which is designed to track all petroleum movements, in and out, through
approved terminals, and to capture destination State information when the product is
removed through the terminal rack. The IRS reports that the EXFIRS system is nearing
completion.

As aresult of the change in priorities, funding to the States for tax compliance
projects has been reduced each year to the point where, in FY 2002, States received
$8,146 (316,292 for task force lead States), approximately an 84 percent reduction from
the $50,000 ($100,000 for task force lead States) they received each year under ISTEA.
And not every State is receiving funds. However, the method of distribution ensures that

~ the limited funds are going to those States whose unobligated balance of tax evasion

funds has dropped below a minimum threshold. Unfortunately, the reduction in HTF
funding for State compliance projects has taken place at the same time that many State
agencies are experiencing erosion of other tax enforcement resources as part of broader
budget cutting efforts.

Furthermore, the TEA-21 option for States to use STP funds for motor fuel tax
compliance projects has had limited success. Between FY 1998 and FY 2002, close to
$85 million in STP funds potentially could have been used for fuel tax evasion projects,
but only $8.8 million have been used for such purposes by 18 States. The majority of
States have not obligated STP funds for fuel tax evasion because the State DOTSs have set
priorities for these funds years before receiving them. Tax compliance projects, which
pormally are administered by State revenue or enforcement agencies rather than State
DOTs, must compete with other eligible State DOT projects for use of the STP dollars.
While this funding option has given some State revenue and enforcement agencies the
opportunity to invest in more costly items, such as State automated fuel tracking systems,
and hardware and software for program support, most have been unable to benefit from
the option.

FHWA continues to support and promote the Joint Project and State tax
compliance initiatives by acting as a clearinghouse for enforcement information at both
Federal and State levels; by supporting Federation of Tax Administrators training for
motor fuel auditors in basic and advanced audit techniques; by contributing to the
development of a training course on enforcement/criminal investigations techniques for
State motor fuel tax enforcement agents; and by investigating areas with potential for
new evasion schemes such as imported finished motor fuel products. Recently, we
provided a Spanish-language version of the brochure “Attention Truckers: No Dyed Fuel
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on the Highway,” so that truck drivers from Mexico sharing our transportation system
will know about our laws and penalties for using untaxed diesel fuel on-road.

Fuel Tax Evasion Today
While legislative changes have made substantial inroads in the motor fuel tax

evasion problem, fuel tax evasion persists nationwide. There are still a variety of ways in
which fuel taxes may be evaded or underpaid, and frand schemes have quickly adapted to
take advantage of the remaining loopholes.

Daisy Chain. An operation of this sort was more popular before the dyeing of
diesel fuel and the change to a terminal rack point of taxation. It involves multiple paper
transfers of fuel among fictitious companies to conceal the party liable for remitting the
tax, which is in fact never remitted. By the time auditors unravel the transactions, the
company that allegedly paid the tax will have disappeared without leaving assets. A
Daisy Chain could often siphon off millions of tax dollars in a few weeks of operation.
Schemes involving false information filing continue to operate today and, as discussed
below, are believed to be ongoing in the jet fuel distribution system.

Bootlegging. Fuel is smuggled across State, Tribal, or international borders
without paying the taxes due, meaning losses in Federal or State taxes, or both.
Bootlegging is particularly a threat to State fuel tax collections, usually occurring where a
high-tax State borders a low-tax State.

One type of bootleg operation may be accomplished using fuel barges that move
untaxed fuel through inland waterways or along the coast. The barges will tie up where a
portable pump can be used to pump fuel into trucks. The terminal rack, the point of
taxation, may be bypassed completely or a portion of the revenue that should have been
collected may be lost. In the latter case, because barges are not completely pumped dry
at the terminal, diversion of a part of the fuel shipment to be offloaded may not be
detected by the terminal.

Noncompliance Involving Imports of Foreign Finished Product. According to
the U.S. Department of Energy’s Energy Information Administration 1998 import data,

437.5 million barrels of finished petroleum products are imported into the U.S. annually.
This number is projected to grow each year. Increased reliance on foreign productsis a
result of increased demand and the reduced number of working domestic refineries (from
315 in 1980 to 151 in 2000).

The importation of finished motor fuel products is an area of potential motor fuel
tax evasion concern that, to date, has not been adequately addressed. Ideally, shipments
of imported fuel should be capable of being tracked from their entry into the U.S. waters
to their destination terminal. Domestic source barges also require oversight to prevent
purported exports from re-entering the U.S. unreported. A variety of agencies collect
data from entities importing motor fuel into the U.S. While each agency requires specific
forms to be completed, coordination of the data from each of the forms does not occur.
This lack of data coordination, and the lack of coordinated agency efforts, may allow fuel
to enter the U.S. unreported. In addition, this permits loopholes that may allow high-



83

sulfur fuel shipments to proceed undetected to points within the U.S. where the fuel may
be off-loaded illegally.

In conjunction with the Joint Project, FHWA is currently studying the finished
motor fuel importation process. Our focus is on truck and rail shipments across the
Canadian and Mexican borders; barge movements; seaports; and fuel moving through
foreign trade zones. Washington State officials, for example, believe that cheating is
increasing on gasoline brought in from Canada. Exported fuel does not have to pay
Canadian gasoline tax. Companies may be bringing in tax-free fuel for retail sale without
paying Federal or State fuel taxes and without proper import licensing.

Complex processes and overlapping responsibilities for tracking foreign fuel
shipments suggest that closer scrutiny may be warranted to address homeland security
concerns as well as tax evasion potential. For instance, the maneuver known as
“lightering” can complicate tracking of fuel shipments and could create vulnerabilities.
“Lightering” refers to the off-loading of fuel, in many cases of foreign origin, from a

" seagoing vessel into barges, to lighten the vessel sufficiently to allow its passage into a
shallow seaport.

Below the Rack Schemes/Jet Fuel Tax Fraud . So called “Cocktailing” refers to
the blending of tax-paid fuel with untaxed products to extend the supply, resulting in loss
of State and Federal taxes on the extended gallons. Additives can include jet fuel,
petroleum waste products, and even hazardous waste materials, leading to potentially
dangerous emissions and damage to motor vehicle engines in addition to the revenue
losses.

The potential for aviation fuel to find its way onto the highway system untaxed
has recently become a particular concern. Under the current IRS code, “H” registrants
(importers or producers (including wholesale distributors) of aviation fuel) can purchase
clear, tax-free jet fuel for resale. Because jet fuel can be used in diesel engines “as is” or
can be blended with diesel for use on-road in trucks, exempt removal of clear jet fuel
from the terminal rack provides evasion opportunities that can result in the loss of both
Federal and State highway diesel fuel tax revenues. The Leaking Underground Storage
Tank (LUST) Trust Fund may suffer a loss as well.

Jet fuel can enter the motor fuel distribution system primarily in one of three
ways: (1) Jet fuel is taxed at the jet fuel rate but used as diesel fuel. The tax rate on jet
fuel is either 4.4 cents/gallon (commercial) or 21.9 cents/gallon (general aviation).
Purchasing the fuel tax-paid at either of the aviation rates, and using the fuel on-road,
results in a loss of 24.3 cents/gallon to the Federal HTF. The Airport and Airway Trust
Fund receives a small windfall and the LUST trust fund is not affected. (2) Jet fuel is not
taxed and is used as diesel fuel. Purchase of tax-free jet fuel and its subsequent use on
the highway results in losses to the Highway and LUST trust funds, while the Airport and
Airway Trust Fund receives no benefit. (3) Diesel fuel is sold as exempt jet fuel (e.g. for
military use) but does not meet jet fuel specifications and is used on-road as diesel fuel,
The HTF loses 24.3 cents/gallon; the LUST trust fund loses .01 cents/gallon. The Airport
and Airway Trust Fund is not affected.

Exhibit 2 (See Attachment 2, Production/Consumption graph) provides a
comparative illustration of trends in jet fuel production and consumption from July of
2001 to March of this year, and suggests there is a considerable quantity of jet fuel
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remaining after taxable airline consumption. Some of the difference represents tax-free
exports or use in foreign commerce. Because jet fuel is currently the only major
transportation fuel not taxed at the terminal rack level, tracking fue} and revenues is
difficult. Florida, the only State to tax aviation fuels at the rack, reported a 21.4%
increase in aviation fuel taxes collected in the first year under the new system.

A study prepared in December 2001, by KPMG Consulting, using data from the
Energy Information Administration at the Department of Energy (DOE), FHWA, the
Federal Aviation Administration (FAA), and the IRS, estimated that potential revenue
loss from jet fuel diversion could range as high as $9.2 billion for the FY 2002 through
FY 2011 period. This estimate was arrived at in part because of the difference in volume
of fuel production and volume of airline consumption.

Conclusion

In shaping the Administration’s reauthorization bill, Secretary Mineta has
committed to maximizing the safety and security of surface transportation for all
Americans, even as the Department seeks to enhance mobility, reduce congestion, and
facilitate growth in the economy. If we are to realize these goals, we must strive for the
greatest return possible on each dollar invested in transportation. Furthermore, we must
ensure that the American people are not cheated out of the dollars that, by law, they are
entitled to have invested in their surface transportation systems.

An ongoing commitment to motor fuel tax enforcement is needed to continue the
progress already made in combating fuel tax evasion. Although it is difficult to precisely
quantify the revenue gains attributable to reduced evasion, reports from specific
enforcement actions indicate that we are getting a good return on the money that has been
invested to improve fuel tax compliance. Increased tax compliance means increased
revenues.

FHWA will continue, through the Joint Fuel Tax Compliance Project, promoting
enforcement activities and developing new strategies to encourage compliance. We
believe that working together with our partners to ensure collection of the revenues that
fund our programs is an integral part of our role as stewards of Federal-Aid Highway
Program investments.

Mr. Chairman and Members of the Committee, this concludes my statement. 1
again thank you for the opportunity to testify today and I will be pleased to answer any
questions you may have.
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QUESTIONS FOR THE RECORD
FROM THE FHWA ADMINISTRATOR'S APPEARANCE BEFORE THE
SENATE FINANCE COMMITTEE
JULY 17, 2002

Question: Does the Federal Aviation Administration have a program similar to the tax evasion
program administered by FHWA?

Answer: No. The FAA does not have a program similar to the evasion program administered by
FHWA. However, various state and Federal agencies are increasingly conducting spot checks
across transportation modes to look for inappropriate uses of jet fuel.

Question: If the FAA does not have a program similar to the evasion program administered by
FHWA, do you think they should? When AIR-21 gets reauthorized next year, should Congress
create a similar type of program?

Answer: The FAA, as part of the reauthorization process, is currently looking at the magnitude
of the jet fuel tax evasion problem and various ways to address it. The determination as to
whether the FAA should administer a similar program will be largely based on whether it is cost
beneficial (L.e., whether the increase in tax revenue would outweigh the enforcement costs), and
whether the Department of the Treasury would concur with the establishment of such a program.

Jet fuel poses a unique challenge because it is the only major transportation fuel that is not taxed
at the terminal if purchased for sale as aircraft fuel. This arrangement requires users of the fuel
to voluntarily submit the appropriate taxes that they owe to authorities. Since jet fuel, when
combined with the right additives, can be used as a substitute for diesel and other types of on-
road motor fuel, an incentive exists to evade taxes. This situation is exacerbated by very low or
non-gxistent state tax rates on jet fuel. A solution to reducing tax evasion without hurting lawful
users, especially the commercial airlines, has not yet been determined.
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Question for the Record from Senator Baucus

QUESTION: You have described in your testimony the money that FHWA gets to
administer the evasion problem. Is it enough? Do states get enough of the
money to create evasion programs?

ANSWER:  Over the life of TEA-21, the IRS will receive $31 million to establish and
operate an automated fuel reporting system to improve tax enforcement and the States
will share $4 million in allocated tax compliance funds for evasion programs.

States may use the Federal tax compliance funds for a number of purposes including
participation in regional task forces and task force activities such as joint audits and
investigations, and to reimburse State travel costs for motor fuel tax examination and
criminal investigation training.

While there may not be sufficient allocated tax compliance funds for items such as
auditor and investigator salaries, equipment purchases, or automation/computerization
activities, states have the option of using up to 1/4 of | percent of their Surface
Transportation Program (STP) funds for these purposes. However, tax compliance
projects, usually managed by State revenue departments, must compete with other
eligible State highway projects for approval and to receive funds and, in many cases,
State DOTSs have set priorities for these funds many years before receiving them. Thus,
the majority of States’ revenue/enforcement agencies have been unable to benefit from
this funding option.

The States that have been able to use their STP funds for motor fuel tax compliance
projects have used them in a number of different ways to supplement tax compliance
program funds. Since the enactment of TEA-21, 19 State revenue agencies have
received STP funds for tax compliance efforts. At least three States (Arkansas,
California, Tennessee) are developing automated tracking systems that will accommodate
State needs. Two other States (Ohio, West Virginia) have purchased vehicles for on-road.
enforcement efforts. Georgia and Indiana have expanded their audit and enforcement
PrOgrans.

FHWA will continue, through the Joint Fuel Tax Compliance Project, to work with all of
the States to promote enforcement activities and develop new strategies to encourage
compliance.

In preparation for reauthorization of the surface transportation programs, we are looking
into the balance of investments that will produce the greatest improvement in the surface
transportation system, including investments into the tax compliance systems.
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MISSISSIPPEIDEPARTMENT OF TRANSPORTATION FUEL TAX ENFORCEMENT
By Wayne Rhoads .

The Mississippi Highway Department was changed to the Mississippi. Department of Transportation
(MDOT) in 1992 by an act of the Mississippi Legislature. MDOT now includes not only highways, but also
other modes of transportation such as; Rails, Ports, Aeronautics and Public Transit—making it truly
muitimodal. In that same legisiation, weight enforcement and fuel tax enforcement became the
responsibility of MDOT. The “on the road” fuel tax enforcement duties consist of spot checks on all
highways and/or waterways of Mississippi for proper documentation (import notice, bill of lading, licensed
distributor, etc.), dyed diesel checks and investigations of any illegal fuel being transported into the state.

In January of 2001 our Enforcement Division started stopping every fuel tanker traveling through
Mississippi to fill out a brief survey and MDOT Fuel Tax Form. This step allowed MDOT Officers to
become familiar with the transporters of fuel and their drivers. MDOT expected criticism about this new
procedure, but after 6 months, we didn't receive one negative phone call. We found that most of these
drivers are very professional and cooperative. After the events of September 11, MDOT had to heighten
awareness concerning all fuel tanker trucks traveling through our state. MDOT officers were familiar with
what trucks were traveling in their areas and were able to spot strange and unusual tankers off the normal
routes.

In late 2001, we found some interesting things going on concerning jet fuel that was being imported into
Mississippi from Louisiana, Many state municipalities that have no jetport were reported as destinations on
the import notices received at MDOT weigh stations. Further investigation concluded that about 30,000
gallons of jet fuel a month were imported into various municipalities that had no jetports. We seatouta
notice to all our officers to sample diesel vehicle fuel tanks in these areas and we found crystal clear fuel,
which looked like jet fuel being used on the roads. We even found a few jet fuel tankers parked behind
truck drivers’ favorite restaurants and along remote highways equipped with gas operated pump hoses and
nozzels. These cases are still under investigation.

We started researching our state jet fuel consumption, and found that the largest volume of jet fuel was used
during October of 2001. This led to another statewide alert concerning jet fuel. In February and March of
2002 we began sampling the fuel tanks again and found more clear fuel. Apparently word got out about the
cases involving the use of untaxed fuel on the highway. As a result, the jet fuel consumption for April
dropped by 1.9 million gallons while the taxed Diesel went up 1.9 million. ’

Mississippi has the Mississippi River on one side and the Tennessee Tombigbee River on the other, as well
as several miles bordered by the Mississippi Gulf Coast. This makes Mississippi a prime location to
transport large amounts of fuel by barge. Some of our investigations have revealed potential barge off-
loading sites. These areas are places where a barge and an 18-wheel tanker truck can come in close range to
load the tanker truck with a pump from the barge. This process bypasses the terminal and the Federal point
of taxation. After finding a few of these sites along the Mississippi River and the Tennessee Tombigbee
River, we coordinated a detail with the US Coast Guard, Corp of Engineers, Mississippi Bureau of
Narcotics, and the Mississippi Department of Wildlife and Fisheries, to check for registration, documents
and drugs on the Tennessee Tombigbee River. MDOT is now working on a way to systematically monitor
of our river systems. We want to know who’s shipping what, where they are shipping it and is it really
what’s declared on the documents.

The need for a joint Federal State Enforcement Task Force became evident. On April 18, 2002, the first
meeting was held for the Southeastern United States. Law Enforcement officials from many branches of
state and Federal government as well as the Corp of Engineers and the IRS attended this meeting. To be
effective in Fuel Tax Compliance this type of task force meeting needs to be held around the nation to
communicate and educate our Law Enforcement Officials about the Fuel Tax evasion schemes currently
happening nationwide. Some things to consider which could help:1). Do away with any tax-free purchases
of jet fuel at the rack.2). Develop funding for “on the road, water and rail enforcement” pertaining to fuel
tax compliance. 3).Eliminate all disclosure regulations prohibiting the IRS from communicating with any
law enforcement agencies involved with fuel tax investigations.
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ANSWERS TO SENATE FINANCE COMMITTEE QUESTIONS TO WAYNE RHOADS

Q. Wayne, as [ understand it, there aren’t many out there like you. That is to say that it is usually the
departments of revenue in states whe are responsible for ensuring fuel tax compliance. You work for the
Department of Transportation. In your opinion, which is more effective—having the Department of
Revenue or the Department of Transportation responsible for ensuring that alf fuel taxes are paid in state?

Al Most states fund their Department of Revenue from what is known as general fund money. This
general fund is supplied by sales and income tax collected in that state. This fund actually runs state
government. It funds all state agencies such as Public Health, Education, Welfare, Mental Health,
Environmental, Public Safety, and oh I almost forgot Revenue. (Bear in mind that each state is different.)
The Department of Transportation usually is a “special fund” agency. This simply means that they have
their own separate source of funding—state and federal fuel tax—set aside by law to construct and
maintain an adequate, and safe, muiti-modal transportation system. So if you look at this as a business, the
most important issues for a Department of Revenue would be to keep the state properly funded. Remember
this is where they get their funds also.

On the other hand the life blood of the Department of Transportation (DOT) is their funding. They have to
project the needs for different transportation systems as for as 20 years in advance. When you try to set up
forecasts on when you can construct or maintain the system, revenue is the driving factor. I believe that if
you allowed the department who receives the benefit from the funding to collect, audit, and enforce the tax
laws which create the funding you’ll have a better charice 1) of collecting and reporting every dime that is
due and 2) to be able to push needed legistation through the legislative process to control fuel tax evasion
and 3) have a more professional and effective enforcement program.

In Mississippi, our Tax Commission actually is charged with the duty of collecting, auditing and making
assessments of fuel tax. The Department of Transportation is charged with the responsibility to enforce the
fuel tax laws. These laws mainly deal with reporting of fuel being transported, proper documentation while
fuel is being transporied, and looking for blended fuel or untaxed fuel on the roads. In this way the
Mississippi Department of Transportation has some involvement in the process and can have an effect on
the revenue collected. Although a more prefect world would be for the DOT to be totally charged with the
responsibility of fuel tax collection, as Montana DOT has done. This wouid probably also work at the
federal level, but the turf wars may leave a lof of scars, This is not to say that the people at the state and
federal revenue agencies are not good competent employees, but if they where moved under an agency that
saw them as the keepers of the purse, they might be treated with a little different attitude. When new ideas
about products and changes in technology are developed which make fuel tax compliance more than just an
honor system, they’ll have a better chance of acquiring them.

{n my opinion, the most effective answer is that the state and federal Departments of Transportation would
have more of an inceative to collect all the taxes and this would streamline the whole process of budgeting,
forecasting of future projects and legislating chang ded for fuel tax compliance. If however, this
would be too big a bite to chew at first shot-- at least get the DOT’S involved in fuel tax enforcement while
in transport (on the road).

Q. Wayne, as your investigations have taken you around the state of Mississippi, what kind of
additional manpower and equipment would have helped you if you had it?

A. The manpower needed would be about six full time uniform officers stationed at strategic
locations throughout the state to monitor transportation of fuel by barge, rail and truck. We would need two
investigators that could work undercover surveillance. We would need to fully equip and mark six cars,
have two unmarked cars for investigations as well as computers, communication equipment, and extra
funds for travel and flexible night time shifts. Mississippi has two major river systems—the Tenn/Tom and
the Mississippi River. The Mississippi River has 150 million tons of fuel transported on it every year and
the Tenn/Tom River has about 381 thousand tons transported on it each year. The Mississippi DOT
Enforcement has legal authority to board the vessels, check for proper documentation, and take samples of
fuel being transported on these rivers. This type of enforcement activity would benefit fuel tax compliance
for the whole country.  This type of regular monitoring would require funds for contracting aerial
;\::r;igance every quarter to check for possible off loading sites and for purchasing boarding vessels to
arges.
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Testimony of David L. Skinner, Fuel Tax Compliance Coordinator, Florida
Department of Revenue, before the U. S. Senate Finance Committee, July 17, 2002

Tax on Jet Fuel - Florida’s Experience

On January 1, 1994 there were significant changes to the federal tax law on diesel fuel. In Florida, a
working group was established, {called the “Industry/DOR Fuel Tax PIT Crew™), to review Florida’s fuel
1ax system and make recommendations for improvements. The working group was comgprised of
representatives from the Florida Petroleum Council (representing major oil companies), the Florida
Petroleum Marketers and Convenience Store Association (representing the marketers and distributors), the
Florida Department of Revenue, and other stakeholders. At that time, Florida’s motor fuel, special fuel and
aviation fuel taxes were imposed at points in the distribution chain that were below the terminal rack. It
soon became apparent to the group that Florida’s fuel taxation system could be much more efficient and less
burdensome on the industry if we could synchronize the state law with the federal law.

There were many difficult issues to be resolved:

The marketers’ foss of “float” if they had to pay the tax up front,

The marketers’ loss of collection allowance.

The major oil companies’ risk of bad debt losses.

The retailers’ shrinkage and evaporation allowances.

How to handle temperature gains and losses.

How to handle exports to other states.

How to handle imports from other states.

How to handle changes in destination or split loads.

How to handle rerminal rack exchange agreements between major oil companies.

How to collect Florida’s complicated system of local option taxes on gasoline. )
How to handle refunds or credits for off road exemptions if tax was pre-collected at the rack.

One by one these issues were resolved through a very cooperative process of negotiations between the three
principal parties, and in consultation with other affected stakeholders. It was a remarkable experience as all
the parties came together with a common interest to make the Florida system more efficient while at the
same time minirnizing the burden for the industry and building in provisions that would help to prevent tax
fraud and evasion. The industry members fully understood that if tax cheats were allowed to prosper, their
business would be hurt.

One major issue was the last to be resolved - the kerosene/jet fuet issue. The parties knew that this product,
while not normally subject to highway taxes, could easily be blended with diesel fuel and used by tax cheats
to evade highway taxes. The federal government had not yet resolved the issue, but there were changes
under consideration that would impose federal highway tax on undyed kerosene at the terminal rack. (This
federal change ultimately took effect July 1, 1998.)

The group had learned that as much as 90% of the kerosene stored in Florida’s terminals was refined to
meet the specifications for aviation jet fuel. The decision finally reached by the group was to recommend to
the Florida Legislature that kerosene be included with jet fuel and aviation gasoline in Part I of the metor
fuel tax statutes. The tax would be imposed at the terminal rack, same as motor fue! and diesel fuel, but at
the aviation fuel tax rate, 6.9 cents per gallon. If the kerosene was dyed at the terminal rack to the same
specifications as the off-road diesel fuel, it could be sold tax-free.

This would ailow the aviation fuel taxes to be placed on the same reporting form with the motor fuel tax and
diesel fuel tax and be paid by the same position holders in the terminals who were responsible for the
payment of motor fuel and diesel fuel taxes. Special provisions were made to allow tax-free sales of
kerosene for home heating with an ultimate vendor credit or refund for the distributor, much the same as
with diesel fuel sold to farmers. In Florida, unlike the federal system, these ultimate vendors would be
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responsible for pasing any lecal option taxes due on gasoline sales, and thus could take a credit on their
return against those taxes instead of having to wait for a refund.

The statutory language for all these changes was drafted by various members of the group, and presented to
the 1993 Florida Legislature. The Executive Vice President of the Florida Petroleurn Marketers and
Convenignce Store Association, G. Alan Whidby, took the lead in securing a sponsor for the bill and
lobbying it through the Legislature. The group’s recommendations were adopted into law with very little
change and the new motor fuel tax laws took effect on July 1, 1996.

A vear after the law changed, we analyzed the effects on revenue collections. We were expecting
significant increases in diesel fuel tax collections, as had been experienced by the federal government and
several other states that had moved their taxation points. We also expected improvements in the collections
of local option fuel taxes which had previously been paid at the retailer level, but now were being paid at
the wholesaler level. What we did not anticipate was the large increase in collections of aviation fuet tax,

After adjusting for pending refunds, we found that our aviation fuel tax had increased by 21.4% over the
prior 12 month period. Until the recent tragedy of September 11, aviation jet fuel has continued to
increase. While the reasons for the increase are not clear, there are several possibilities.

One very likely reason is that some customers are paying the 6.9 cents per gallon aviation fuel tax on
kerosene, but are not claiming the allowable refund. If the aviation fuel tax is NOT paid or if it is refunded,
the purchase price of the kerosene is subject to Florida’s sales and use tax - up to 7% of the purchase price,
unless there is a specific exemption. Therefore, if the kerosene sells for $1.00 per gallon or more
(excluding taxes) the sales tax would actually be more than the aviation fuel tax. (There are exemptions
from the sales and use tax for farming and home heating.)

Another possibility is that there was some tax evasion by distributors of aviation fuel before it was moved to
the terminat rack. Furthermore, jet fuel and/or kerosene could be illegally blended and used as highway
fuels, with the crooks simply absorbing the cost of 6.9 cents per gallon in order to profit from non-payment
of the 26.4 cent state and 24.4 cent federal highway taxes. We have not seen any direct evidence of this in
Florida.

To some extent, the economic growth in the 1990°s may have been a factor. After the first year, the
aviation fuel gallons reported on tax returns continued to grow by .5% in FY 1997-98, 5.5% in FY 1998-99,
5.6% in FY 1999-2000, and 3.1% in FY 2000-01.

The reported gallons of aviation fuel in Florida since September 11" clearly reflect the decrease in
consumption that has been reported by the airlines.

Collection Applied Prior Year  Current Year Percent Change
Month Month Gallons Gallons
10/01 Sept. 2001 76,186,744 52,791,907 -30.7%
10t QOct. 2001 83,539,587 66,435,504 -20.5%
12/01 Nov. 2001 89,346,300 88,242,676 -12%
102 Dec. 2001 101,471,596 72,139,152 -28.9%
2/02 Jan. 2002 103,586,849 84,498,340 -184%
Totals 454,131,076 364,107,578 -19.8%

In Florida there are several locations that store duty-free supplies of jet fuel under U. 8. Custom Bond,
which is eligible for tax-free use in qualified foreign flights. Florida recognizes that this bonded jet fuel is
exempt from its aviation fuel tax, thus bonded aviation fuel is not included in the figures noted above.

Imposing the tax at the terminal rack does create some problems. The most significant problem is seen
when there are exempt uses for the fuels. Ifthe tax has been pre-paid by the user, there must be a means of
claiming a refund or credit against other taxes.
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In Florida we have tried to solve this by allowing an ultimate vendor credit in certain circumstances, to be
claimed against other tax liabilities or as a refund to the vendor. The sale could be made tax-free to the
consumer, and the vendor could claim the credit or refund if the taxes were aiready paid to a supplier.

For kerosene, this credit is allowed when there is a direct delivery for home heating, a sale of 5 gallons or
less through a so called “blocked pump”, or a sale in pre-packaged containers of 5 gallons or less. In this
manrner we were able to avoid causing a hardship on consumers using kerosene for home heating.

For jet fuel, there is a provision that allows an airline which has met certain employment thresholds in
Florida to be exempt from the aviation fuel tax. In a similar fashion, their supplier would sell aviation fuel
to them tax-free and take an ultimate vendor credit on their tax return.

Overall, the difficulties in making the change in our tax law for aviation fuel were minor compared to the
other major changes for gasoline and diesel fuel. The tax reporting forms were completely revamped and
the aviation fuel taxes were combined on the same forms with motor fuel tax and diesel fuel tax. The
feedback I have heard from industry has been generally positive, and [ am unaware of any particular
problems stemming from the movement of the aviation fuel tax to the terminal rack in Florida.






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-
Fayers and undermines the legitimate distribution of petroleum products to the pub-
ic.

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
}Il)e?n'ng, and prepared by KPMG Consulting Inc. for the Center for Balanced Public

olicy.

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 1s 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, APT’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.
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