Resources for Motor Fuel Reviews

Background

For decades, State-reported motor fuel data collected through State tax authorities has been reported to the FHWA and used for statistical record keeping purposes.  Within the last two decades, the Congress has increasingly used this data for purposes related to distributing highway funds to the States.  Most recently, under the Transportation Equity Act for the 21st Century (TEA 21), motor fuel data are used in the apportionment of Federal Surface Transportation Program (STP) funds, National Highway System (NHS) funds, Interstate Maintenance (IM) funds, and the minimum guarantee program funds.  About $12 billion annually are apportioned based on State-reported motor fuel data.  With this trend, questions about the quality of the data and the role of FHWA in assuring the quality of the data have increased.  A recent General Accounting Office report, entitled Highway Funding: Problems with Highway Trust Fund Information Can Affect State Highway Funds (June, 2000), concluded that FHWA should improve mechanisms for verification to assure accuracy of the data being reported by the States.
Until recently, FHWA Division Offices had the responsibility for conducting a review of State motor-fuel reporting once every 3 years.  These reviews address key reporting issues, help the FHWA evaluate the quality of the data being submitted by the States, and identify problem areas.  In addition, three or more motor fuel reviews per year have been conducted with Headquarters’ motor fuel staff participation in the TEA-21 years.  However, FHWA is considering what additional oversight actions are needed to assure the quality of motor fuel data.
FHWA’s Reassessment Efforts

Under the Transportation Equity Act for the 21st Century (Public Law 105-178, 112 Stat. 107, 1998) (TEA-21), motor fuel data are used in the apportionment of Federal Surface Transportation Program (STP) funds, National Highway System (NHS) funds, Interstate Maintenance (IM) funds, and the Minimum Guarantee.  The following shows these factors for TEA-21.

· Highway Trust Fund payments to the Highway Account are used as a 35 percent factor for distributing STP funds.

· Diesel fuel used on highways is used as a 30 percent factor for distributing NHS funds.

· Commercial vehicle contributions to the Highway Account are used as a 33.3 percent factor for distributing Interstate Maintenance funds.
The Minimum Guarantee, under which each State is guaranteed that its share of apportionments and funding for highway priority projects will be at least 90.5 percent of its share of contributions to the Highway Account of the Highway Trust Fund, is also a program whose distribution depends on motor fuel data.

At the current time, FHWA is operating under a temporary extension of highway authorization, and therefore it is not known how the reauthorized highway program will be structured for the distribution of funds to the States.  The proposed SAFTEA legislation continues to use motor fuel as a factor in highway funding apportionment.  All indications are that motor fuel data will continue to be a significant factor in highway program distribution.

Recognizing the continued importance of accurate, timely reporting of motor-fuel and related attribution data in determining State-funding shares, FHWA, with support from the American Association of State Highway and Transportation Officials (AASHTO) and the Federation of Tax Administrators (FTA), initiated a review of the motor-fuel data reporting system.  As part of the review, FHWA evaluated the attribution process to determine the continued quality of the attribution methodology, and identified where improvement should be made.  Experts on motor fuel taxation and reporting from several State departments of revenue and transportation and FHWA field offices met with FHWA, AASHTO, and FTA, and provided technical expertise and feedback to the review.

In a recent Federal Register Notice (August 17, 2000) requesting comments on the issue of how improved motor fuel reviews should be conducted, five States supported a more rigorous FHWA staff review, five States supported a multi-State/FHWA peer review process, four States supported reviews conducted by a totally independent source (one suggests the independent audit after FHWA and the States together design a basic framework of reporting requirements), and one State supported either of the first two methods without stating a preference.  Several States mentioned that FHWA should ensure that a consistent review process be applied to all States, since the importance of consistent and verifiable data is a primary concern of the reviews.  One State mentioned the burden to States of any oversight method that incurs State travel, staff preparation time, and related resource costs.
GAO Review and Conclusions

The attribution process was one of the subjects of review in a General Accounting Office (GAO) study dated June 29, 2000.  This review resulted in a report entitled “Highway Funding: Problems with Highway Trust Fund Information Can Affect State Highway Funds” (Report No. RCED/AIMD-00-148), and it is available at the URL: http://www.gao.gov - then click on the hypertext GAO Reports.

The GAO Report recommended that the Secretary of Transportation should direct the Administrator of FHWA to improve the reliability of the attribution process by:

· Ensuring that detailed independent verifications of motor-fuel data are performed for each State, perhaps on a rotational basis over a period of years;

· Fully documenting FHWA’s current methodology for analyzing the State motor-fuel data used in the attribution process to explain its contents and rationale and to specify the procedures for carrying it out;

· Conducting an independent, comprehensive review of this methodology; and

· Evaluating the potential reliability of IRS’s Ex-FIRS data, once they become available to validate the State motor-fuel data used in the attribution process.

The first GAO recommendation corroborates and lends support to FHWA and the States recognition of the importance of independent oversight of State-reported motor-fuel data.  

FHWA Conclusions and Response

In general, FHWA found that the existing motor-fuel reporting and basic attribution process was serving adequately, but needed to be updated and better documented to enhance accuracy and equity.

The existing methodology that relies on motor fuel as the basis for attributing HTF receipts continues to be consistent with the basic principal of highway user fees.  However, the process can be improved in three areas: (1) Reporting (such as losses, special fuels, alternative fuel and International Fuel Tax Agreements (IFTA), (2) treatment of motor fuel data in attribution (such as public use of diesel, and special fuels, and (3) process management (process management and documentation).

FHWA has developed an action plan to address issues and concerns raised by the re-assessment process.  This action plan includes improved documentation, process refinements, oversight of State data, improved FHWA written instructions, the development of “smart forms” (with appropriate data editing capabilities to minimize errors and data handling), documentation of FHWA’s annual analysis to Divisions and States for review and ability to revise if needed, development of improved training for data providers, review of statistical models and other procedures used by FHWA to estimate missing State data, and an independent review of FHWA’s motor fuel data preparation and attribution process.  

As part of these efforts, the current motor fuel review process is being materially enhanced.  In May 2001, FHWA convened a Motor-Fuel Reporting Oversight Team to develop a process for detailed verification of State procedures for preparation of motor-fuel data. A procedure using the Continuous Process Improvement (CPI) approach was recommended by the team and will be implemented beginning in FY 2002.  

FHWA Division Offices will conduct in-depth reviews of State processes for preparing and reporting motor-fuel data. The reviews will evaluate State procedures and the reasonableness of motor-fuel results produced.  FHWA Headquarters will develop materials, techniques, and tools to assist FHWA Divisions in their reviews and participate in the reviews as needed.  Oversight training workshops were conducted by FHWA in December 2001 (Chicago) and January 2002 (Atlanta).  Headquarters will also provide guidance on State treatment of fuels, State motor-fuel tax legislation, and administrative procedures.  

FHWA Divisions were requested to conduct an initial baseline review in their State by September 2002.  The depth and timing of the subsequent (post–September 2002) reviews will be based on the findings of the baseline reviews as well as other factors such as staff turnover, data variations, etc.

FHWA Policy on Motor Fuel Reviews

FHWA concludes that the States generally support the proposition that additional oversight is useful and necessary, but have no clear preference on which procedures should be used.  FHWA therefore has proposed the development of a procedure that will principally rely on FHWA Division Offices to verify State procedures using CPI techniques.  Training and technical assistance in the implementation of periodic motor fuel reviews will be provided to FHWA Division Offices.

The advantages of this process are coordination with and support by the major stakeholders, development of an in-depth, fair, and equitable process for conducting reviews, and a venue for FHWA Division Offices to conduct and be responsible for improved motor fuel reviews in cooperation with their respective States.

Guidelines On How To Conduct a Motor Fuel Review

The balance of this paper will focus on suggestions for conducting a motor fuel review.

Organizational Issues

Key to beginning any review is to identify the agencies and key stakeholders who should be included in the review.  For motor fuel reviews, certainly the agencies to involve include:

· The State DOT

· The State’s revenue department, or the agency responsible for collecting the motor fuel taxes (including the unit that handles International Fuel Tax Agreement (IFTA) issues).

· The Division Office, most likely the planner and/or the financial manager.  The Resource Center may be called upon to provide additional support, and teaming with another Division Office has proven to be successful.

FHWA is taking the position that the State Department of Transportation is the State agency primarily responsible for the motor fuel data submission to FHWA.  Typically, this means FHWA will initiate communications of questions about the motor fuel data submitted with the State DOT.  FHWA will also hold the State DOT as the primary responsible party for resolving discrepancies within the State motor fuel data reporting.  There may be cases where FHWA headquarters has already established a working relationship with the State revenue department.  In these cases, FHWA headquarters will make every effort to bring the Division Office into the communication process.  In a few States, the State DOT pays the State revenue department to develop the data, and this helps the State DOT have a hold over what the State revenue department reports.

Areas to Review


How to Assess the Process

FHWA has chosen the Continuous Process Improvement (CPI) methodology for the evaluation of Federal Highway programs.  The attached flowchart (Appendix A) displays the process with motor-fuel specific text entered where appropriate.

Five critical procedures are part of the motor fuel CPI:

· Document process (as covered in the rest of the paper)

· Assess the procedures in use by the State

· Identify weaknesses, if any

· Develop solutions to address weaknesses, and 

· Agree to a schedule to implement the improvements.

In the first step of documenting the process, the reviewer should have the State explain, step by step, how the State manages the data beginning with the cell-by-cell information entries in the FHWA Form 551M or Form 556, and tracking back through the States procedures until the process reaches back to the State legislation where the cell-specific action was originally mandated.  For example, many States exempt federal use of motor fuel (exempt meaning these federal use gallons don’t own a tax in that State), so gallons entered in the row labeled “Federal” in the tax exempt section of Form 551M should be able to be tracked back to State tax forms and finally to the State legislation.  Of course, one could track through the process beginning with the State’s motor fuel legislation and working forward to the Form 551M cell entry.

A good strategy for doing these motor fuels reviews is to look at the items listed on the FHWA Form 551M and have the State explain to you how they derive the numbers to enter into these items.  Several items on the form are set on the form (Percent losses, actual losses, aviation agricultural, construction, industrial and commercial, etc.).  And several spaces are provided for States to enter items unique to their situation (the State’s legislation set up an item different than the standard ones on our Form).

These printed-on-the-form items are typically found in all States and most States have legislation identifying these items.  Farmers in most States do not have to pay highway motor fuel taxes.  But whether or not the items are printed on the form or added by the State, the strategy is the same: ask the State experts to explain how they administer the States legislative directions and walk you through the State’s motor fuel tax processes from State legislation to the Form 551M.

Ask if they have instructions for filling out the 551M Form.  This will be helpful if someone new takes over at the State.  If they don’t have these instructions, suggest they develop them.

When the State revenue department sets up the motor fuel taxes, they are, of course, following State legislation.  In legislation, usually some users:

· are exempted, meaning taxes are not due on gallons used for these purposes (these items go in Section 2), 

· can get a refund for non-highway use (these items go in Section 4), or 

· might be taxed at a rate that is not the standard on-highway tax (these items go in Section 5 - aviation gasoline [piston engine planes] in most States is taxed, but at a rate that is not the same as the highway tax rate).

The State then designs tax forms that must somehow address how taxpayers handle these items.  Get the State to explain to you how that works.  Have them show you the tax forms.

Somehow they gather the individual taxpayer data together into schedules that they use to sum up the data.  They may not be able to show individual taxpayer data (we’re not interested in that, anyway), but the anonymous schedules should not be problem.  That data then somehow gets to the Form 551M; again, have them explain how they do that.

The nice thing about this strategy is you don’t have to know beforehand all the procedures.  You can say, up front, you are there to learn.  Ask questions as the discussion goes along if something doesn’t seem to make sense.

Quality Checks

While the above paragraphs address the process, it is also useful to look at the actual numbers being generated from the process.  Here are some ways FHWA analyses the data in headquarters, but you can apply them also in your review:

· The FHWA Form 556 shows the revenue collected by the State for the volume (per gallon) taxes set in State legislation.  One can take the Form 551M’s for the appropriate months in the State’s fiscal year and multiply the gallons by the State’s tax rate (remember that the State tax rate may change during the year).  The result of this calculation should closely match what is reported on the Form 556.

· Press the State to determine what level of compliance they believe is being achieved.  It is likely that many taxpayers do not claim the refunds they are entitled to, especially if the refunds are small and numerous.  Under typical State legislation, homeowners who purchase gasoline at the gas station and use it in their lawnmowers cannot get a refund (this is reasonable because of the small and numerous purchases).  But a landscaping business with lawn care accounts would be willing to apply for a refund if legislatively allowed.  An evaluation of these kinds of compliance levels can be helpful if and when a State wants to justify that FHWA should use State data in lieu of FHWA model estimates.

· One of the most obvious comparisons is to see how the States data changes from year to year.  Experience shows that month-to-month variations in motor fuel are too large to yield reliable comparisons, but on a year-to-year basis, one would expect to see reasonable growth (or possible declines in a business cycle downturn).  These time series comparisons are best displayed on a percent change basis.

· Another comparison is to look at one State’s reporting vis-à-vis other States.  These cross section comparisons could focus on states with similar characteristics.

· Other statistical evaluation techniques may apply (we are open to other ideas to expand this list).

Special Interest Areas

There are several areas where State data encounters special situations that call for special attention.  In some cases there are new procedures used by all States (IFTA).  There are special cases where certain groups of individuals (Native Americans, for instance) may not have to abide by State-implemented legislation.  And there are cases where federal and State definitions of motor fuel do not agree (gasohol).  These cases are discussed below.  What they have in common, however, is the need for additional attention.  Raise them as specific issues during the review.

Background on the International Fuel Tax Agreement (IFTA)

The objective is to report fuel use by interstate motor carriers within the State, rather than reporting fuel sales within the State.

Under International Fuel Tax Agreement (IFTA) rules, Interstate motor carriers are required by States to report fuel purchased and used within the State.  If a motor carrier uses less fuel in a particular State than it purchased in that State, excess taxes paid by the carrier are refunded.  On the other hand, if a motor carrier uses more fuel in a State than it purchased in that State, the carrier must pay additional taxes.  The difference between fuel purchased in the State and fuel used in the State (obtained from all interstate motor carrier fuel use reports) is the amount that should be reported on Form FHWA-551M.  States should report both total fuel (gasoline and diesel) used within the State by interstate motor carriers.  The difference is then added to or subtracted from the gallons reported by distributors and bulk users within the State using IFTA rules, carriers report these adjustments to their home (or base) State, and the States make payment adjustments among themselves.  Reviewers should be clear that gallons that should be credited to another State are removed from the IFTA reporting on the FHWA Form 551M, and not double counted.
Background on Native American Issues

At the Federal level, all gallons of on-highway use of motor fuels are taxed, unless the fuel is used for Native American governmental use (these gallons are tax refunded as they are for State and local government uses).  At the State level, most States exempt Native American uses from taxes, but in the recent past, several Native American Tribes have purchased motor fuel and are selling it for profit directly, or ancillary to other Native American businesses (such as casinos).  In many cases, the State and the Native American representatives have worked out agreements on reporting of this data.  Unfortunately, in a few cases States have problems reporting motor fuel sold on Native American reservations where no treaty exists between the State and the Indian tribe, the gallons and associated revenues are not reported to FHWA, and the State attribution is therefore lower than it should be.  An update (2002) of the Federation of Tax Administrators Survey of Native American Issues has been issued that reports on the status of these issues in all States.

FHWA would prefer States to report motor-fuel sold on Native American reservations along with other motor-fuel sold in the State.  States not able to report Native American Reservation sales of on-highway use of motor fuels are left with a disadvantage that cannot be adequately remedied.  No reasonable procedures currently exist for estimating motor fuel use in these States.

FHWA will promote idea of cooperation with the State where possible.  The only reporting system that may help on this issue is the Excise Tax File Information Retrieval System (EXFIRS) being developed by the IRS with FHWA funding.  This IRS reporting system may provide data on shipments to Native American reservations.

Background on Gasohol Issues

The key issue for evaluating State gasohol reporting practices for motor fuel review purposes is how accurate is the State’s gasohol reporting.  How each State defines (or does not define) gasohol, and what capabilities a State has to request gasohol reporting from the fuel distributors are key questions to ask.  The following provides some background.

The rapid growth in the use of gasohol as a motor fuel has created several contentious issues in highway funding.  Gasohol tax rates are set such that the Highway Account of the Highway Trust Fund (HTF) receives approximately half the revenue that would have been received if the fuel had been conventional gasoline.  Since gasohol pays a smaller proportion of the per gallon Federal excise tax on motor fuel, States using significant amounts of gasohol are considered to contribute less to the HTF than non gasohol States, and therefore may receive a lesser share of highway funds.

Prior to 1993, FHWA collected and published gasohol data as provided by the States.  This data was provided using each States definition of gasohol, which led to inconsistent results since there was no one definition of gasohol.  With the passage of the Energy Act of 1992, the Federal government established it’s own definition of gasohol, providing for three levels of gasohol, each taxed at a different rate.  The inconsistencies created by this mix of definitions, and the lack of interest by several States in tracking gasohol, led FHWA to develop a method to estimate gasohol usage by State.

FHWA’s current gasohol model uses a series of decision rules to categorize States, and uses additional data to make estimates within these categories.  After administering each of the decision rules, there are still some States at the end of the process that are then allocated the leftover gallons of gasohol.  The basic rule steps follow:

· Determine whether gasohol is used by a State (i.e., “zero State”).
· Determine if the State has reformulated gasoline (RFG) or oxygenated-fuel areas and, if so, estimate the amount of gasohol use in these areas using Energy Information Administration (EIA)/Environmental Protection Agency (EPA) data.
· Compare State-reported gasohol gallons to EIA/EPA-based estimates.
· Determine if gasohol is used outside the RFG/oxygenated-fuel areas.
· Determine if tax incentives are provided by a State or whether the State has well-documented records.  If the answer is yes, use State’s data.
· Determine total “not-accounted-for” gallons.
· Compute State shares for distributing the “not-accounted-for” gallons.
· The estimated gallons of MTBE-ban-induced gasohol for a State will be added to the State gasohol estimates obtained from the proceeding steps, if there is a ban in its legislation.  No changes will be made to States that do not ban MTBE.  New totals and revised State shares will then be calculated.  This revised State shares are then used to attribute federal tax collections by State for the year following the analysis-year.

The reporting of gasohol and how it is used in the distribution of funds is a highly significant issue in highway re-authorization.  The energy legislation in 2003, which might have resolved the gasohol funding issue, did not pass Congress.  The proposed SAFTEA legislation continues to use motor fuel, including gasohol, as a factor in highway funding apportionment.  Whatever FHWA can do to encourage States to provide accurate and complete gasohol data will improve the gasohol data and improve the accuracy of attribution.

Oversight Plan / Risk Assessment

Goals of Risk Assessment

As part of the motor fuel review, reviewers should be evaluating the overall quality of the State motor fuel reporting process in a risk context.  How confident are you, at the end of the review, that the State can report motor fuel data accurately on the Form 551M and Form 556?  Do the State personnel speak with confidence that they understand and manage the process under the procedures established by law and by administrative manuals?  Are there any loss ends?

The goal of doing such a risk assessment is to determine how much effort the Division Office may need to apply to begin to bring the existing process up to a higher, acceptable standard.

How to Approach Risk Assessment

Here are some things to look for the approaching a risk assessment on motor fuel data:

· Staff turnover rates

· Frequency of Form 551M or Form 556 revisions

· Consistency in the use of labels

· Cell entries in each month where data appears (there may not always be an entry)

· Consistent ability to meet timeliness deadlines

· Success in opening and using the smart input tool (some requests for help is to be expected, but continued problems might indicate an uncaring attitude)

· Familiarity with the revised Chapter Two of the Guide to Reporting Highway Statistics
· Others (we are open to other ideas to expand this list)

Performance Assessment

Provide, as part of the review, an assessment of the risk analysis.  To the extent your evaluation shows the State has a raised risk level, the Division Office will need to apply more vigilance.  The following are additional flags that indicate another review is warranted:

· Change in legislation (federal or State)

· Change in staff

· 551M revisions

· 551/556 review shows discrepancy

· Time since last review.  The old rule on motor fuel reviews was once every three years, however, the new guidelines require taking into account this risk assessment, with more frequent reviews if the risk level is high.

Summary

There is room for improvement in the motor fuel reporting process.  The CPI process can be of assistance in this effort.  Some of the review techniques are easy to implement and other require more in resources and effort.  More extensive activities include field management commitment and support from others within field offices, and may need additional assistance from the Resource Centers and headquarters.

A Continuous Process Improvement Model for FHWA Division Reviews of State-reported Motor-Fuel Data  
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