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In May 2001, Federal Highway Administration formed a national team to address a General Accounting Office (GAO) audit report (HIGHWAY FUNDING – Problems With Highway Trust Fund Information can Affect State Highway Funds) recommendations.  GAO 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 verification of motor fuel data is performed for each state, perhaps on a rotational basis over a period of years;

· Fully documenting FHWA’s current methodology for analyzing the state’s motor data used in the attribution process;

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

· Evaluating the potential reliability of IRS’ Expires data, once they become available, for use as a tool to validate the state motor fuel data currently used in the attribution process.

During our initial national team meeting, the team decided to address the second recommendation.  However, to meet this requirement, it logically followed that an independent and comprehensive review of existing methodology needed to be performed.  The Washington Division was selected to be one of the pilot states to review current motor vehicle fuel reporting and collection methodologies.  Each pilot state was provided an opportunity to present the results of their review at a workshop in both Chicago and Atlanta.  

The purpose of this letter is to report on matters identified during our review regarding practices, procedures and controls that could be improved.  These matters are not considered material in relation to the overall attribution process, however, they warrant management consideration and attention at both Division and State levels.

Results in Brief

During our review, we discovered several internal control issues that affect the collection and reporting of motor vehicle fuel data in Washington State.  These issues concern policies, procedures and program oversight.  Specifically we found the following:

· The policies and procedures of the Department of Licensing (DOL), the motor vehicle fuel tax agent for the state, were not sufficient enough to detect reporting errors and deficiencies.  Many of these reporting errors began when the state changed its point of taxation to the distributor’s terminal rack.  Ultimately the state under reported 14.6 million gallons in calendar 1999, under reported 17.8 million gallons in calendar 2000, and under reported 14.0 million gallons in calendar 2001 (through August 2001). 

· State and Division oversight was insufficient to detect these reporting errors in a timely manner.  As a result, the State of Washington did not claim 14.4 million gallons in 1999 and eventually lost 14.4 millions gallons in the attribution process.

At the end of our discussion of each of these issues, we offer recommendations for strengthening internal controls for collecting and reporting motor vehicle fuel data.

Scope And Methodology

As part of our review of documenting DOL’s current methodology, we evaluated DOL’s management controls and its compliance with selected provisions of FHWA’s guidelines and State laws and regulations.  We designed our review procedures to test relevant controls and included tests for proper collection, accounting and reporting of motor fuel data.

Calendar year 1999 and 2000 management controls, practices, policies and procedures were tested during our review.  However, we expanded our scope when necessary, to ensure all motor fuel gallons were properly collected and reported.

DOL Needs To Properly 

Account For All Highway Use

Gallons
Discussion

The starting point for determining the amount of total of motor vehicle fuel consumed within the State during any given month is the tax returns of approximately 70 different suppliers, distributors, importers, exporters and blenders.  In determining the Net Taxable Gallons for State tax purposes, DOL calculates the total accountable gallons from these 70 tax returns, then makes the following deductions _1/:

· Sales to Washington’s licensed suppliers

· Export sales by suppliers

· Sales to licensed exporters

· Sales to U.S. armed forces or National Guard

· Sales to Foreign Governments

· Own use or consumption

· Temperature Adjustments

· Other Tax Exempt Gallons

· Washington power take-off gallons, and

· Authorized state handling allowances.

To receive consistent and equitable treatment in motor fuel attributions, the DOL must convert state Net Taxable Gallons to Federal required Gross Volume in gallons.  To make this adjustment, DOL adds the following items:

· Aviation gasoline gallons (taxed at a lower rate)

· Unreported Tribal Fuel

· Authorized state handling allowances _2/

· Tribal refunds and _2/

· Own use/consumption _2/

_1 example is based on gasoline sales; a similar process is followed for diesel and special fuel sales.

_2/ previously deducted to arrive at Net Taxable Gallons.

Tax Exemptions

It is FHWA’s position that States report the actual fuel volume on which tax is paid and that is used on the highways.  States are encouraged to report all gallons, even those gallons exempt from state taxation and/or subject to loss through evaporation, destruction by fire, explosion or those that permit a distributor to reconcile their inventory (handling allowance).  FHWA makes various adjustments to the tax-status information provided by the States to show fuel-volume on a use basis during the attribution process.

Actual/Flat Percentage Losses

With the incorporation of the Revised Code of Washington (RCW) 82.36.029, Washington made a distinction between losses in storage and handling and losses through temperature adjustments or other losses. With this distinction, both losses are tax exempt or are eligible for refunds.  However, DOL has only claimed those losses permitted by RCW 82.36.029 and did not claim losses due to temperature adjustments. As a result, the State did not report approximately 4.3 million gallons in 1999, 2.6 million gallons in 2000, and 1.9 million gallons in 2001 (through August 2001) DOL is amending their Federal 551 Reports for calendar 2000 and calendar 2001 to capture these gallons.  

Sales To Governments

FHWA guidelines provide for tax exemption of motor vehicle fuel sales to federal, state and local governments.   FHWA recognizes that there is a difference between the volume of fuel taxed and the volume of fuel used on the highways.  It is FHWA’s intent to report and receive credit for all gallons consumed on the highways. The Revised Code of Washington allows tax-free sales of motor vehicle fuel by a qualified distributor to the armed forces of the United States or the National Guard (RCW 82.36.230). We found the DOL has been correctly claiming this exemption.  However, the State also has granted a tax-exempt status on motor fuel sales to foreign diplomatic and consular missions (RCW 82-36-245). Since FHWA guidelines were silent about diplomatic sales, DOL has not claimed fuel sold under this exemption.  In our opinion, these gallons are consumed on the highway and should be afforded the same treatment as other exempt government sales.  As a result of this misunderstanding of FHWA guidelines, DOL did not report 122,000 gallons sold to foreign diplomats for the time period of January 1, 1999 through August 2001.  


Claims for Refunds


In arriving at Net Taxable Gallons, DOL makes several deductions to the total gallons reported by suppliers, distributors, importers, exporters and blenders tax returns.  Some of these deductions are later added back correctly, but the deduction for Sales to Washington Licensed Suppliers, Distributors, Importers and Exporters were not.  Our review disclosed that DOL’s practices and procedures inadvertently allowed these gallons to be deducted again (once above the line and then again below the line).  As a result of this duplicative deduction, the State under reported approximately 2.4 million gallons in calendar year 2000 and under reported approximately 3.0 million gallons in calendar 2001.  DOL is amending their calendar year 2000 and 2001 Federal 551 Reports to recapture these gallons. 


For federal reporting purposes, aviation gasoline (gasoline used in airplanes with internal combustion piston engines) should be included in determining gross gasoline gallons. However, jet fuel or fuel used in turboprops should not be included in the calculation for gross gallons.  We found DOL had deducted jet fuel refunds since 1999 even though those gallons had not been included in the Gross Gallons.  As a result of this deduction error, DOL under reported approximately 2.0 million gallons of gasoline fuel for calendar year 1999, under reported approximately 4.0 million gallons for calendar 2000 and under reported approximately 5.0 million gallons for calendar 2001 (through August 2001).  DOL is amending their Federal 551 Reports for calendar year 2000 and 2001 to eliminate the jet fuel deduction.   


International Fuel Tax Agreements (IFTA)


Interstate motor-carrier fuel use is treated differently from other fuel categories.  The intent is to tax major interstate fuel users (typically motor carriers) on the basis of the quantity of fuel used within the State rather than on the basis of fuel purchased in the State. All fuel volume taxed on a use basis should be reported as IFTA usage, and tax returns are filed quarterly.  Each IFTA state member receives a quarterly report from every other state member, which includes Net Taxable Gallons (positive and negative) accumulated from all base State carriers’ returns for that period.  The sum of these net adjustments is the amount to be added to or subtracted from motor fuel gallons reported.  


With the exception of the nine largest Washington State interstate trucking companies, IFTA tax returns correctly reflected the net use in the State.  In order to pass the legislation that would move the point of taxation to the rack, an exception was built into the law that allowed these nine IFTA carriers to pay the tax with their quarterly tax return instead of at the point of purchase.  Although tax was paid, DOL never claimed these gallons.  As a result, approximately 8.0 million gallons were not reported for calendar 1999, approximately 8.6 million gallons were not reported for calendar 2000 and approximately 4.2 million gallons were not reported for calendar 2001 (through Augurs 2001).   DOL is amending their Federal 551 Reports for calendar 2000 and 2001 to report these gallons.  


Recommendations


DOL recognizes that policies and procedures could be strengthened, and has taken various steps during our review to correct the deficiencies described above.  A revised internal instruction manual has been prepared that corrects these errors and deficiencies.  DOL is in the process of amending their calendar year 2000 and 2001 Federal 551 reports.  We commend and applaud DOL’s efforts not only to correct their policies and procedures, but also for the courtesy extended to our staff during the course of our review.  

State and Division Office 

Oversight Needs to be Strengthened

Washington States’ Department of Transportation Economic Branch (WSDOT) and the Division Office is the first line of defense in detecting errors and deficiencies in the motor vehicle fuel collection and reporting process. The primary oversight mechanism employed by both agencies consisted of scanning monthly gallonage reports and triennial reviews.  The intent of this monitoring is to ensure current practices and procedures produced accurate and reliable data for motor fuel attributions.  We found, however, that traditional mechanisms employed included little, if any testing to ensure the accuracy of the data submitted.  As a result, both agencies missed opportunities to timely identify reporting discrepancies and errors.  

Traditional oversight mechanisms are thought to be antiquated, labor intensive and rely heavily on FHWA headquarters to correct State data. The State and Division offices must better manage and monitor the collection and reporting of motor fuel data.  However, increasing resources alone allocated to traditional methods will not ensure the submittal of accurate data or that future collection and reporting deficiencies are quickly discovered and resolved.  WSDOT and the Division office must focus their efforts to ensure that DOL continues to maintain an effective collection and reporting system and future deficiencies are quickly detected and corrected.  

To this end, we must build on our 2001 baseline review by employing continuous process improvement techniques to fulfill our oversight responsibilities.  These efforts should be further supplemented with periodic reviews based on risk factors.  

Recommendations

We believe that WSDOT and the Division Office must take a proactive oversight approach rather than scanning monthly reports and relying on triennial reviews.  Therefore, we recommend the following:

· Use annual certifications to attest that approved baseline 2001 practices; policies and procedures are unchanged and still deployed for the previous fiscal year.  Other required information may include an explanation of any significant program changes, or a change in key collection and reporting personnel, and/or new legislative enactments that affect motor fuel collection and reporting.

· Use trend analysis as a cross check/comparison of equivalent entries of the preceding month and/or year’s report.  Any increases/decreases greater than 5% should be investigated promptly. 

· Use a risk base approach rather than a triennial approach when conducting reviews. Other areas of perceived risk may include:

· Change in tax laws

· New on-line reporting system

· Number of amendments for the year

· Change in 551 reporting requirements, and

· Number of years since last joint review.

· Use an open and continuous dialogue with and between DOL, WSDOT and the Division Office.

We have provided copies of our draft report to the Washington State Department of Transportation and the Department of Licensing for their review and Comment.  We also met with WSDOT’s Assistant Secretary for Administration and Support and DOL’s Fuel Tax Services Program manager and other program officials.  These officials concurred with our findings and recommendations.  Their comments are presented in their entirety as an exhibit to this report.
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