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INTRODUCTION

Motor fuel tax evasion is a nationwide problem
that costs state and federal governments more than
one billion dollars annually. In New Jersey alone
motor fuel tax evasion results in an estimated $40
million annual loss to the state at the current time.

In addition to harming government and the
public through lost tax revenues, motor fuel tax
evasion also harms honest merchants who cannot
compete in amarketplace where tax evaders sell fuel
well below the legitimate cost.

Finally, motor fuel tax evasion costs states a loss
of federal highway funds which are distributed to
the states based upon collections of federal motor
fuel taxes.

In New Jersey, tax evasion on diesel fuel is the
most significant problem. Diesel and home heating
oil are both No. 2 fuel oil and are essentially the
same product, although diesel may contain addi-
tives to improve its burning quality in an engine.
Because it is used to propel vehicles on the high-
ways, diesel is generally taxable as a motor fuel
while No. 2 fuel oil that is used as home heating oil
is not.

The typical scam for the tax evader is to buy No.
2 fuel oil and sell it as diesel with some mark-up for
taxes but without remitting those taxes to the state or
federal government. Often this scam is accom-
plished by the creation of a convoluted paper trail
that includes dummy companies which cease oper-
ating before authorities are even aware that a crime
has been committed. These firms usually issue
invoices to purchasers of diesel fuel that are marked

“all taxes included,” regardless of whether or not a
single penny of tax has, in fact, been remitted.
Another more traditional method of fuel tax evasion
is simply the substitution of non-taxable home heat-
ing oil for taxable diesel.

Fuel tax evasion creates lucrative opportunities
for illicit gain due to relatively high combined state
and federal taxes. In New Jersey, the total tax on
diesel fuel is 37.6 cents per gallon.

The Commission discovered the problem dur-
ing its check cashing investigation in 1986-1988
when it learned that fuel companies were among
those cashing their receivables at check cashers. In
some instances these fuel companies could not be
located. Subsequent inquiry during the Commis-
sion’s garment investigation in 1988-1990 revealed
that many of these companies were no longer in
business or had changed names. Inquiries of the
Division of Taxation elicited information about
growing problems with motor fuel tax evasion. In
January, 1991, the Commission began toexamine in
earnest the subject of motor fuel tax evasion in New
Jersey. The investigation revealed that many of
those involved in the schemes were immigrants
from what was formerly the Soviet Union. New
York authorities who had prosecuted some violators
found a similar situation but learned also that four of
the five traditional organized crime families from
the metropolitan area had managed to get a share of
the schemes.

A public hearing on this problem was held in
Trenton on October 30 and 31, 1991, during which
27 witnesses testified.



THE PROBLEM

The problem of motor fuel tax evasion is one of
enormous fiscal implications for the State govern-
ment. But it is also a serious matter in the market-
place, where legitimate fuel merchants have lately
found themselves unable to compete against those
who undercut them on price. The price cutters, after
all, do not pay taxes and can therefore afford to
undersell the legitimate market.

Tax Evasion in New Jersey: $40 Million

The first witness at the hearing was Harvey
Borak, Chief of the Office of Criminal Investiga-
tions in the New Jersey Division of Taxation. Borak
described two distinct types of schemes to evade
payment of motor fuel taxes:

1. There are the traditional schemes, the misla-
beling of diesel fuel as No. 2 fuel oil toavoid
the tax, the underreporting of gallons sold;
and there are also those who simply collect
tax and fail to remit payment.

2. During the last two years, the State has seen
the arrival of the ‘daisy chain’ method which
was revealed in New York State in the early
1980’s. This method, which is designed to
evade taxes through the formation of nomi-
nee companies, is used mostly within New
Jersey by an organized group of Russian im-
migrants.

According to Borak, the operation of the daisy
chains has resulted in “substantial tax loss to both
the state and federal governments.” He estimated
that “somewhere around 40 million dollars” in tax
revenues are lost to the state as a result of motor fuel

tax evasion. And he said the problem is getting
WOTSe.

BY COUNSEL CAROL L. HOEKIJE:

Q. What is the principal area of motor fuel tax
evasion?

A. Aswe seeit now, it’s the substitution between
diesel fuel and No. 2 fuel oil.

Q. What creates the problem?

A. It's simply that diesel is subject to tax and
home heating oil is not. Whenyou come down to
it, they are basically the same product.

Q. Inaddition to hurting the state in terms of lost
tax revenues, does motor fuel tax evasion also
hurt the legitimate business owner?

A. Absolutely. We see that time and again. The
legitimate dealer finds it almost impossible to
compete in the marketplace because after pay-
ing the taxes and [considering] his overhead,
the amount that he could mark up the fuel, his
selling price can’t possibly compete with the
dealer not paying the tax, and he stands the risk
of losing his business.

Q. Does motor fuel tax evasion also hurt the
state indirectly in terms of lost federal highway
funds?

A. Yes, it does, because less money is going into
the federal highway trust funds for distribution
to the states... in matching programs and other
highway and transportation funded projects.

BY CHAIRMAN JAMES R. ZAZZALLI:

Q. So that unless corrected, whether by regula-



tory or law enforcement means, I take it you're
suggesting that the revenue loss will be greater
as the years go on?

A. Yes, it would be greater. Let me just say one
thing. You referred to law enforcement means
and legislative means. One by itself is not
enough... it doesn’t really pay to put a tremen-
dous amount of law enforcement resources... if
youdon’t have the legislation and the reporting
requirements to go withit. It goes hand in hand.

Borak explained that home heating oil is not
subject to the motor fuels tax “basically because the
original thought” was that the monies from the tax
on fuel that is used on the road would be used for the
purpose of raising funds for highway maintenance
and construction. Diesel fuel is generally taxable
because it is sold for use on the highways. In
instances where it is not used for on-highway ve-
hicles, however, such as in construction equipment
and farm equipment, diesel fuel is not taxable.

BY COMMISSIONER WILLIAM T. CAHILL,
JR.:

Q. When does this fuel begin to get designated
as diesel as opposed to No. 2?

A. ...[1]t could be used for anything up until the
pointintime it’s going to that so-called retailer
for ultimate use.

Borak attributed an increase in fuel tax problems
in New Jersey to the entry of “new players” from
New York State in the 1980’s.

New York had a problem mainly in gasoline at
that time. They did some initiatives.... They
changed their law, they had more aggressive
enforcement activities... and as a result of these,
tax evaders spread out around the country and
New Jersey was one of their places.

A National Problem: $1 Billion Lost

James H. Rodio, a trial attorney in the Tax

Division of the U.S. Department of Justice, testified
that evasion of gasoline and diesel taxes is also a
national problem. He estimated that losses on a
national level exceed $1 billion.

That's always thought to be conservative. At a
meeting of the federal highway administration
task force, an IRS (Internal Revenue Service)
representativefromthe national office estimated
the tax evasion at anywhere from half a billion
to five billion dollars a year.

In the New York metropolitan area, Rodio esti-
mated, the federal loss is about $200 million dollars
ayear. He testified, “Many, many barges enter New
York each day where the taxes are not paid. We are
aware of companies that do business from between
20 to 30 million gallons a month where no excise tax
is paid.” With an increase in the federal excise tax
on gasoline from nine to 14 cents a gallon, “of
course the evasion is much higher.”

Q. Is it a problem not only for the federal gov-
ernment but also for the individual states?

A. That's correct. And most of the states where
afederal investigation begins, there is normally
a state problem. Not exclusively, it doesn’t
always happen, but most of the places where we
see evasion on the federal side, we also see it on
the state side.

Q. Where do the federal tax dollars go and are
they allotted back to the states in any way?

A. Yes, they are. The motor fuel excise tax
revenues are placed in the highway trust fund.
The majority of that money goes back to the
states.

Rodio testified that the Justice Department
continues to prosecute cases in New York even
though the state law has changed.

Thefederal law has stayed the same. There have
been several changes, most recently this past
July, but the ability to evade through the daisy



chains... still exists on the federal side.
Rodio continued:

What we’re seeing is that they are fully inte-
grated. By that, I mean that they control the ter-
minals, they control the wholesale companies
and they also control the retailers. They also
have the financial wherewithal to bring in cargo
loads of gasoline from Europe or wherever.

Q. Is the use of a conspiracy charge an impor-
tant aspect of the law?

A. [E]very indictment that we’ ve had, we begin
with a conspiracy count. I think it’s the back-
bone of any prosecutions I have because you can
lay out the entire scheme in your conspiracy
count. The conspiracy count also helps you
because a defendant does not have to commit
every act that is part of the conspiracy. In a
substantive offense, such as tax evasion, they
may have to commit many of the elements of the
offense by themselves. So conspiracy is a very
important tool that we use.

Rodio explained that the federal license or reg-

istration for tax-free transactions is IRS Form 637.
He testified that counterfeiting of “637’s” is one of
the methods used in a daisy chain.

A counterfeit 637 is one that belongs to a legiti-
mate company. The IRS has issued it to a
company that operates legitimately. The bad
guys secure the informationonthe license.... The
most important thing they secure is the correct
name of the company and the federal license
number ....they will put in the address they want
to use.... You will call the Internal Revenue
Service and ask if the company and the license
are correct, and in a case of counterfeit license,
they will be, because the license has been issued
to a legitimate company.

Q. Does requiring total accountability for both
taxable and nontaxable transactions assist in

fighting motor fuel tax evasion?

A. Total accountability is very important... 1
think it’s very important in the diesel context,
because diesel is home heating oil. I mean
they're the same product. You need an audit
trail, you need to identify from a company what
it's selling as diesel and what it’s selling as
home heating oil and who they’re selling to. You
need the large quantities so you can go to these
quantities and determine whether these sales
actually took place.

Rodio noted however:

Total accountability only works where you have
sufficient manpower to do the audits, to do the
compliance checks.

Q. Isitimportant for states and the federal gov-
ernment to work together in the sharing of re-
porting?

A. Sharing of reporting is very important....The
local, state and federal taxing authorities have
to work together, they have to share informa-
tion. The dollars lost are tremendous. Without
helping one another, we’re not going to be able
to solve the problem.

Q. Inyour opinion, where is the bestplace in the
distribution chain to place the tax in order to
minimize evasion?

A. One of the basic things you want to do in any
tax law is limit the number of taxpayers. You
don’t have to do as many audits, you don’t have
to do as many compliance checks, there are
fewer importers and refiners, at least on the
federal side, than there are wholesalers... So I
think it has to go to the top of the distribution
chain, at leaston gasoline. Diesel poses another
problem because it’s also home heating oil, but
my recommendation would be at the top.

... think the industry would have some problems
with that if they have to pay the tax before they

N



receive the payment for the petroleum. So if the
tax does go at the top, you have to be very careful
who you make your taxpayers and thenyou have
to permit the industry a period of time to receive
the money and thenremitit to the government. If
you limityour number of taxpayers and you have
a number of competent auditors who can inves-
tigate, I think you can keep a good eye on things.

BY COMMISSIONER KENNETH D. MERIN:

Q. Mr. Rodio, you indicated before this is a
national problem. Is it truly a national problem
or is it a problem that is primarily geographi-
cally proximate to these areas where organized
crime or the crime groups or the new groups are
located?

A. It is a national problem. It's not limited to
areas where organized crime operates. There
are very serious problems from the State of
Texas and I'm not aware of organized crime
being there. Onthe national level, more evasion
involves non-immigrants and non-traditional
organized crime. At least that's what we are
seeing.

BY COMMISSIONER CAHILL:

Q. You know, it would appear to me that some-
one could do this with almost any product, this
kind of a scheme and is there something peculiar
to motor fuels as opposed to olive oil or a
number of products...? What's peculiar about
Jfuel as opposed to other products that you could
do this with?

A. Ifthere is an excise tax on olive oil or olives
and there are multiple tax-free transactions per-
mitted, then, yes, you're going to have a daisy
chain system.

The reason it occurs in motor fuel is because the
excise tax is there, it’'s a large tax on a percent-
age of the product...It' s the money.

Money: The Great Incentive to Tax Evasion

Total motor fuels tax on every gallon of diesel
fuel sold in the State of New Jersey is 37.6 cents:
13.5 cents state tax plus 20.1 cents federal tax plus
4 cents state petroleum gross receipts tax. Obvi-
ously, a significant amount of money can be made
by evading even part of that amount. Exhibit 1
depicts the current tax rates for both gasoline and
diesel.

State Taxation Investigations Chief Harvey Borak
was asked what the incentive was to evade fuel
taxes. He responded:

[B]asically to make a lot of money... when you
take into consideration that these violators deal
with... millions of gallons... of product, you can
readily see what the incentive is. It’s quite a lot
of money.

Federal attorney James Rodio testified simi-
larly:

The only incentive is money, pure and simple.
The dollars add up faster in motor fuel tax eva-
sion than in almost any other type of evasion.

Thomas Boney, Deputy Chief Investigator of
the Fraud Bureau of the State Division of Criminal
Justice, illustrated the amount of money that is
involved. For example, “compact little tank trucks”
that service home heating customers usually have a
2,500-gallon capacity. One such load dropped off at
a diesel fuel stop instead of at a home heating oil
customer results in a windfall of over 800 fuel tax
dollars (excluding petroleum gross receipts tax).
“[A driver] might do three or four of those a night,
so the potential is very high.” With the longer
tankers with capacities from 8,500 to 10,000 gal-
lons, “you are talking about $3,300 dollars for one
drop one night, which will be emptied outin a period
of four to eight hours.”



Federal Tax:

State of N.J.
Tax:

N.J. Gross
Receipts Tax:

TOTAL TAX PER
GALLON:

MOTOR FUELS TAX

PER GALLON IN THE STATE
OF NEW JERSEY:
DIESEL
ON HIGHWAY: GASOLINE:

$ .201 $.141
$.135 $.105
$.040 $.040
$.376 286

EXHIBIT 1



The state tax rate on diesel fuel in New Jersey
increased in Fiscal Year 1988 from 11 cents to 13.5
cents a gallon. Around the same time, tax collection
figures began to decrease. Figures compiled by the
Division of Taxation show that reported gallonage
in the “Special Fuels” category (taxable fuels other
than gasoline) showed a marked decrease beginning
in Fiscal Year 1989 and continuing through Fiscal
Year 1991. Criminal Investigations Chief Borak
testified to a “steady decline” from a figure of
approximately $511 million in 1988 to approxi-
mately $458 million in 1989, to approximately $386
million in 1990.

Exhibit 2 depicts the total motor fuel tax collec-
tion figures for the past six fiscal years. Diesel fuel
tax collections comprise around six percent of the
total.

Gasoline Tax Evasion. While diesel fuel tax
evasion is the principal problem for the State of New
Jersey, state investigators are beginning to see a
problem with gasoline tax evasion. Borak testified,
“We’re beginning to see that now. Quite frankly,
we didn’t see much of a problem up until very
recently.” And SCI Special Agent Robert Diszler
testified, “We have had witnesses tell us that gaso-
line scams are occurring and we have begun to
notice that some of these diesel fuel companies are
branching out now into gasoline as well.”

The Legitimate Merchant

A panel of four New Jersey fuel business owners
testified about changes they have seen in the fuel
business and how these changes have affected them.
This panel consisted of Timothy Doherty, president
of J.J. Doherty Fuel Company in Trenton; Edward
Miller, general manager of Tozzi Fuel Company in
Raritan; R. Paul Riggins, president of Riggins Oil
Company in Vineland; and Joseph Russo, president
of Well Oil Company in Perth Amboy.

Mr. Doherty testified that his father started their

family-owned company in 1932. His company
delivers heating oil to residences and commercial
accounts, and also sells diesel fuel and gasoline to
service stations.

Q. Mr. Doherty, have you seen recent changes
in your business?

A. I certainly have. The topic today has changed
our business drastically as far as our abilities to
compete in the marketplace in selling fuel and
gasoline.

Q. Has your business been affected by these
changes?

A. Yes, I would say. Our company is a small
company and our volume is not that great but we
have lost business and have been unable to com-
pete in selling of diesel fuel especially as well as
gasoline.

Doherty said his diesel fuel sales have declined
from between 65,000 and 85,000 gallons a month to
less than 20,000 gallons. “When I quote the legiti-
mate price [to a prospective customer], I’'m laughed
out of the office because the man can buy 8 to 10 to
15 cents a gallon cheaper than what I’m selling.”

Q. Inyour opinion, how is it possible for these
suppliers to offer some of these low prices?

A. Well, in my opinion, there has to be only one
way and that is that they are not remitting the
taxes to the state and federal government,
probably more so to the federal government
rather than to the state.

Doherty recalled an experience with one cus-
tomer. When he quoted a price around 65 or 70
cents a gallon without taxes,

[The customer] informed me that he could buy
for around 43 cents a gallon plus his taxes so,
obviously, there was a large... difference in
price, and this purchaser would be a fool to buy
from me and not from the other person for the
much lower price.



MOTOR FUELS TAX COLLECTION IN N.J., 1986-1990

EISCALYEAR JOTALTAX COLLECTED
1986 $318,198,986
1987 321,103,155
1988 327,091,185
1989 416,729,504
1990 404,871,204
1991 390,788,000
EISCALYEAR TAX RATE GENERAL TAX RATE
MOTORFUELS DRIESELFUELS
1986 .08/GAL 11/GAL
1987 .08/GAL 11/GAL
1988 .105/GAL .135/GAL
1989 .105/GAL .135/GAL
1990 .105/GAL -135/GAL

EXHIBIT 2




This occurred over and over again, no matter
who you walk into, no matter who you get to
solicit....we have company-operated stations and
dealers as well and I know when their volume
drops from 40 or 50,000 gallons down to two
loads a month, something is wrong. Something
is happening.

Q. Haveyouyourself felt pressuredto buy at the
lower prices from certain suppliers?

A. Well, you do have the temptation to do that if
you can’t meet competition. Certainly, you want
to try to make the sale and do what you can to
survive, but I have been in the business myself
for 25 years and remember when the auditor
used to come around and do the books and we'd
all be sweating bullets because 200 gallons was
here and we couldn’t find this, that or the other
thing so I think some of that has not occurred in
the past ten years.

I haven’tseen aninvestigator or an auditor from
the State to audit any of those things, and I’ m not
looking forward to the pleasant aspect of having
people coming in and investigate but it is a
deterrent, and legitimate business people al-
ways have records to show and to resolve the
problems that might occur, and that sort of thing
has not been done in the past ten years.

Q. Where do you see the economic future if no
changes are made in the regulatory system?

A. Well, I don’t see how we can forecast any
profitability in wholesaling or retailing of fuel
oil [or] gasoline in light of the fact that the en-
vironmental controls are now causing us to
invest thousands of dollars intank upgrades and
what not. We cannot, with the volumes that
we’re selling now, exist...

Q. Haveyouexperienced a certain sense of frus-
tration in what you have been seeing in the past
several years in the market?

A. Most certainly.... You know, you try to do the
right thing as a legitimate business person and

when you're on level ground we can compete.
It’'s hard enough for us to compete against major
oil companies and direct-operated service sta-
tions as well as one another but if we’re on a
level playing ground we can do that. But when
you're talking about 33 or 37 cents a gallon in
taxes and 28,29 cents a gallon on motor fuels or
gasoline, that’s an awful lot of profit... so it has
beenavery, very frustrating past couple of years
and many of us, like I said before, with the envi-
ronmental concerns that we have to adhere to
now and the likelihood of dismal profitability,...
many of us are saying it’s not going to be worth
it if this situation... isn’t corrected.

Fuel merchant Edward Miller operates a com-
pany in Raritan, New Jersey, almost exclusively in
the home heating oil and burner service installation
business. He testified that he has not been in the
commercial end to any large degree and has had
only a “small handful of commercial diesel ac-
counts” in the last two years.

Q. Have you experienced any loss of business?
A. Yes, all of them....in every instance it was
strictly a case of the price for which I could
deliver the product becoming substantially non-
competitive with other prices that the customer
could buy for.

Q. How much lower were these prices?
A. At times as much as 16 to 20 cents.

Miller testified that he could understand why a
business owner would give in to the pressure to buy
from those who offer the lowest prices:

Oh, I couldn’ t blame in my heart and even in my
competitive nature blame anyone who did. 1
mean, if you're fortunate enough intoday’s time
to own your own company for a long period of
time andit’ s notleveraged andit’ s notborrowed
againstandyou’ re not paying alarge debt to the
bank from having acquired it recently you may
be able to withstand this, but anyone who is lev-



eragedto any degree or has any large bank debt
and you're sitting and looking at a lifetime of
work dissipated in front of your eyes for some-
thing that is not a competitive problem and it’s
nothing you've done wrong. You haven’t aligned
yourselves with the wrong suppliers or made the
wrong deals or operated your business poorly.
It's -- I could blame no one under those circum-
stances.

Miller testified, “I have had prices quoted to me
asrecently as two weeks ago of delivered product at
91 cents, all taxes included, and... there is no prod-
uct, legitimate product, in that price out there.” He
knows of other companies which have lost business.
“In some cases millions of gallons of annual busi-
ness,” he told the Commission. “It’s getting worse,
not better.”

Q. Doyoushare Mr.Doherty’s sense of frustra-
tion?

A. Very much so. I'm very glad everyday that
I’'m in the home heating oil business predomi-
nantly... If I were in the motor fuels business, if
that was a predominant portion or even a sub-
stantial portion of my sales, my frustration would
probably have long since turned to anger.

R. Paul Riggins’ business was started by his
grandfather in 1926. He is a diesel wholesaler and
has a home heating oil business. Riggins testified
about how his company experienced a significant
financial strain starting in the beginning of 1990.
“We had the largest loss in the history of our
company in 1990.... We were getting undercut by
other distributors... anywhere from 8 to 16 cents a
gallon, and the customer list just started to vanish.”

Riggins testified that his father had retired from
the business but had come back to work “because we
were under significant financial strain. We had to
lay off a good portion of our work force and he’s
volunteered to come back and help us out without
pay.” Riggins told how his business made an
economic decision to buy at low prices quoted by

“new players in the market.”

We had to either start buying to generate sales
or we had to dismantle the infrastructure of our
company, which would mean laying off a whole
sector of our work force, selling off a significant
amount of assets that had been built up by my
family over the past number of years. It was that
significant.

Q. It was an economic decision?
A. Absolutely.

Riggins testified that after he started buying
some of the lower cost fuel, his company was able to
recover some of its lost business. He said he buys
the product “tax-included” from the new players; in
the past “we would buy tax-free from major oil
companies and sell it with the taxes included and
remit the taxes ourselves.” The price differential
has gone as low as 20 cents.

Q. Do you have any idea how these companies
are able to offer such low prices?

A. We have suspicions which we are trying to
track down and get resolved.

Q. What are your suspicions?
A. That they may not be submitting the taxes.

Q. Haveyoutriedto ascertain from the Division
of Taxation whether your suppliers are paying
their taxes?

A. Yeswehave... There isn’t any mechanismfor
the state to come back and say “Yes, this com-
pany’s paying taxes.” That's the problem and
we asked, “Are they paying their taxes,” and
they cannot answer.

Riggins noted, “I’ve been pressing people for an
answer for two years now.”

Q. What kind of answer would you like to get?
A. Thatthey’ re going to move on a change of the
legislation insofar as how diesel taxes are



collected because that is the only way we’re
going to solve the problem. It s not going to be
done through enforcement.

Q. Do you share the frustration that has been
voiced by Mr. Doherty and Mr. Miller?
A. Absolutely.

I had someone come to me... wanted a price with
diesel fuel. I wouldn’t even quote him. The
reason we didn’t quote him, I knew he wouldn’t
buy and I flat out refused. He is open today and
selling products for nine cents a gallon less than
I can buy it for so there was no point in quoting
him.

Russo also testified about the importance of
access through a trucking company to move a prod-
uct.

BY CHAIRMAN ZAZZALLI

Q. Mr.Riggins, inyour testimony you indicated
that in order to remain competitive you have
bought now from these individuals “tax in-
cluded,” right? '

A. That's correct.

Q. Andwhat do youdo? Do youassume that the
taxes have been paid or do they represent to you
that the taxes have been paid?

A. They represent the taxes have been paid on
the invoices.

Q. So understandably you wash your hands and
assume it’s their problem?
A. Yes.

Joseph Russo testified that his business sells

gasoline, diesel fuel, home heating oil and lubri-
cants. He also owns a fuel transportation company.

Q. Haveyou experienced loss of business and in
what product?

A. Yes, I have, mainly in gasoline, probably a
million gallons.

Q. Have you seen certain changes in the busi-
ness since you've been operating?

A. Yes. It s very difficult, almost impossible, to
put any new business on whether it be gasoline
or diesel fuel. You can’t quote someone a legiti-
mate price when they’'re buying 20 cents, 15
cents under what you're quoting them and ex-
pect to put new business on.
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The terms are flexible. They’ll give you any-
thing you want to move the product.... They have
to either have their own truck or they have to
have someone who has an access agreement
with the terminal or you cannot get in. You
cannot load... Someone is moving it. It is mov-
ing so there are carriers that are moving it....

Russo observed,

The names of the companies change regularly.
They’re here today, they’'re gone tomorrow.

The people that solicited me dropped their price
the first time ten cents a gallon in a matter of a
half hour just because I told him his price was
too high. He was driving a brown Mercedes,
had a New Jersey license plate in the front and
a New York plate in the back. The one in the
front was expired and registered to a pocket-
book company... and he started with cash pay-
ment and ended with accepting my check. I
didn’t buy the product. I won’t buy the product.

Q. Doyou share the sense of frustration that has
been voiced here this morning?

A. Yes, I do. I used to enjoy going to work. 1
don’t anymore. I get calls all day long from my
accounts about the price and there’s nothing I
can do about it and it’s very frustrating.



II
MODUS OPERANDI

The perpetrators of the tax evasion schemes are
brazen, creative and, in some cases, dangerous.
Testimony at the public hearing as well as findings
during the investigation revealed the presence of a
loosely knit group of immigrants from the Soviet
Union and other eastern European countries. And,
as so often happens when there is easy money to be
made, the old-time La Cosa Nostra also surfaced.
The investigation also revealed similarities in the
schemes employed to evade taxes.

The Daisy Chain

There was frequent reference during the hearing
to the “daisy chain,” which Investigations Chief
Borak defined:

[B]asically it’s the use of a nominee bogus com-
pany, often referred to as paper companies or
burn companies.... The names change often,
there’s anawful lot of paper flow, and the paper
flow is for a purpose, it’s to hide the original
source...

Borak testified that his staff has identified “over
50 individuals involved in over 80 business enter-
prises in the past two years involving the purchase
and sale of gasoline and diesel fuel. The average
active life of the majority of these companies is a
mere three months.”

Our investigation has identified one purchaser
who has always dealt with the same individual
but who has seen the corporate name and ad-
dress change six times over the past 18 months.
This makes the investigation even more difficult.
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Borak described how the daisy chain scams
operate:

[A] licensed company will purchase a barge
load of No. 2 fuel oil, then form a nominee
company with a mail drop for an office. Their
tax will be “burned” within the nominee com-
pany, then the product will be sold as “tax
paid.”

Another scam involves the use of the Federal
Form 637, which is a federal exemption form
that allows gasoline and diesel to be sold tax
free. This provides the violators with the initia-
tive to set up bogus companies, an example of
which is the daisy chain method, which then
causes us the problems with the state taxes.

Using a chart, Exhibit 28, Borak described how
paper, product and money move in different paths
on a daisy chain:

What you have is you have a trail that is estab-
lished for your paper. It could go from licensed
dealer A and it will be indicated at that time that
itis "taxfree" fuel. Anditwill go to B, also "tax
free" fuel, eventually to C, then all of a sudden
the paper changes. When it comes down to this
point [indicating ] we now have paper that indi-
cates that it’s product with "tax included.”

It will go through a number of other companies,
so-called paper companies, showing tax in-
cluded, and what ends up is the dealer now has
paper in his hand that he purchased product,
“tax paid,” when that, of course, never hap-
pened.
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Q. And, in fact, is tax ever paid in these situ-
ations?
A. No, there is not.

BY COMMISSIONER BARRY H. EVENCHICK:

Q. Referring again to your chart which depicts
a simple daisy chain, the tax-free fuel that's
referred to, is that home heating fuel, is that
what you mean by the term “tax-free fuel?”

A. That's right.

Q. So that what this chart is depicting is the
purchase in the first instance of what is home
heating fuel and the eventual sale of that prod-
uct as diesel fuel.

A. That's right.

Q. Plus the bypassing of the taxation process?
A. You see, it's hard to say... one is home
heating fuel and one is diesel -- when you are
dealing withthe same product. It can be usedfor
two purposes.

Q. Although they are the same product, is there
any way in this age of sophisticated technology
to change the appearance, characteristics of
one, so that it can readily be distinguished from
another?

A. [T]here are some countries, particularly
over in Europe, that do use a dye to denote one
from the other. That has been talked about in
this country. But just to give you an idea of
what we’re dealing with ...we were given access
to the office [of a burn company] and we found
some vials of different colored liquid. We sent it
off to the state police lab and we found out it was
dye. In other words, they're waiting to hear
what color we’re going to use.

Borak noted that his staff has identified daisy

chains that have gone as far as the West Coast.

Q. What are the complications of auditing a
daisy chain?
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A. ...For one thing ...the paper, trying to follow
the paper trail, who are the people that are
involved in the operation ...trying to identify the
people. They don’t stay around, the bank ac-
counts don’t stay open. Trying to identify who is
in back of it is a very, very difficult and time-
consuming endeavor.

Q. Isitdifficult to determine where to put the as-
sessment?

A. Verydifficult. You can’t tell where it exactly
falls and more important... if you do determine
that it falls on one of these burn companies, who
are you going to collect from?

BY COMMISSIONER CAHILL:

Q. Do these invoices with notations that all tax
was included set out the amount of the tax?

A. Not generally. What they will usually do is
there will be total figures and it will say that tax
is included.

Q. Itis not required to show the amount of the
tax?
A. No, it is not.

Justice Department attorney Rodio testified:

The major element or the most common element
of any motor fuel tax evasion scheme is the
attempt to disguise the true taxholder, the true
taxpayer.... The sole purpose of the paper is to
mislead investigators and auditors to set up a
phony trail.

Rodio testified that the purpose of a daisy chain
or a false invoice scheme is “to move the point of

taxation, at least on paper, away from the real
seller.”

Common Characteristics

Borak described some common characteristics



of companies engaged in daisy chain scenarios.

[T]hey are companies with a very short life
span. They use a lot of fictitious identification.
They don'’t stay at a listed address for any pro-
longed period of time. They use heavy use of
telephones, answering services, speakers and so
forth.

They use couriers to pick up the collections,
sometimes it's in cash. They use wire trans-
fers.... They open bank accounts for very short
periods of time. There’s a very, very heavy fall
of money through these accounts, but they stay
for a very short period of time.

Q. Are there any common characteristics to the
people who are involved?

A. What we see is that many are Soviet immi-
grants and many of them come from certain
areas in Brooklyn, New York.

BY COMMISSIONER EVENCHICK:

Q. How is it that this situation seems tied to
Russian immigrants? Anything in particular
that makes this attractive to them?

A. The only thing I can say of those that we’ve
looked into, what we find is that many of them
back in their home country had been involved in
black market and white-collar crimes.... We are
a very open society and for people who were
able to survive doing these type of things in their
very closed and very closely monitored society,
it’s kind of easy for them to do it.

BY COMMISSIONER MERIN:

Q. Is there any way under consideration by [the
U.S. Immigration and Naturalization Service]
to attempt to screen these people, figure out
some way to check their background?

A. Not that I know of.
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BY COMMISSIONER CAHILL:

Q. These bogus companies that you referred to,
are they normally corporations?
A. Yes, many of them are incorporated.

Q. They’'re New Jersey corporations?
A. Yes, they are.

Q. So I assume they’re all registered with the
Secretary of State?

A. Most of them are.... I'll tell you, it’'s just
amazing the amount of times that they change
corporate names, the amount of times that they
change offices and change business cards and
invoices. It’s often been said that some would
like just to have their printing contract, just to
keep up with them with the cost of changing their
names and titles and business cards. It's a good
business, whoever’s doing it.

New York Daisy Chains

Raymond Jermyn, Chief of the Rackets Bureau
for the Suffolk County (New York) District Attor-
ney, told the hearing that the “the people who
ultimately became defendants on criminal prosecu-
tions were the ones who originated [the] term [daisy
chain].”

Testifying with Jermyn was Assistant State
Attorney General Vincent O’Reilly of New York ,
who described an investigation called Greenstar of
a tax evasion scheme - in two versions. Greenstar
Petroleum was a fictitious company established in
New Jersey. “Between July of 1984 and the end of
May 1985 the total number, amount of taxes, excise
tax and sales tax, evaded... was 39 million dollars,
and then there’s an additional 14 million in federal
excise tax," O’Reilly said.

Using Exhibits 29 and 30 as guides, O’Reilly
explained to SCI Counsel Charlotte K. Gaal how the
paper trail, the product trail and the payment trail all
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took different routes.

[I]n the course of the investigation we executed
a search warrant on the business records of No
Brand Petroleum, which was located out in
Suffolk County, and we found a computer,andin
the tray of the computer, these invoices ... still
attached, not even distributed.

Q. Inboth instances, the company left with the
responsibility of the tax was the fictitious com-
pany?

A. Right.

BY COMMISSIONER CAHILL:

Q. I gather that once you do an investigation or
an audit, you're able to follow the paper trail.
It's just that too often it leads to a bogus com-
pany whose principals have simply fled.

A. That's correct.

Q. I mean, you can follow it?

A. It' s difficult, but due to a lot of hard work by
a lot of state tax auditors, they can follow the
paper trail, the gas trail and the money trail. But
once you get back downto who’ s responsible for
the tax, those people are gone and there’s no
company left to obtain tax dollars from.

O’Reilly said that the New York authorities
concentrated primarily on sales tax evasion and
excise tax evasion on gasoline.

BY COUNSEL GAAL:

Q. Why did they concentrate on gasoline?

A. The volume was just tremendous....They had
a much greater volume in gasoline and, there-
fore, noticed the evasion of taxes on gasoline to
a greater extent than they did on the diesel fuel.

Q. Is it fair to say that the problems were the
same with respect to diesel fuel?
A. Yes.
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Rackets Chief Jermyn testified about a related
scheme involving one of the entities that was on
both of those charts, the No Brand Petroleum scheme
(Exhibit 31), a “relatively small case” involving
evasion of only a million dollars in federal excise
tax.

In this case the burn company was initially
Cabot Petroleum and later on it was Houston
Holdings. In this case Houston Holdings was a
Panamanian corporation. The ‘president’ of
Houston Holdings was a janitor in the law office
of the attorney who incorporated Houston Hold-
ings down in Panama City. In the case of Cabot
Petroleum, the ‘president’ of Cabot maintained
offices in Suffolk County which were about the
size ofabroomcloset. They had apost office box
for mail and the president was a sign painter
who was invited by his uncle to become an oil
baron.

Jermyn described how invoices generated dur-
ing this scam would show the transfer of gasoline
with “all taxes paid” when, in fact, none had been
paid. Jermyn noted that over $100 million worth of
gasoline was sold through one company, Houston
Holdings, for which the state and federal and local
authorities “did not receive one cent in tax reve-
nues.”

Q. Again, is this also another daisy chain?

A. Same, and the beauty of this is another com-
pany could be instituted at the end of a given
time period. At the end of a tax quarter, the bad
guys would usually switch companies.

The Grandfather of the Daisy Chain. Jermyn
testified about Larry Iorizzo of Long Island, a man

he characterized as the “grandfather of the daisy
chain,” who “started out as a legitimate retailer of
gasoline but who later became enamored by the
good life and the ability to make a quick dollar.
Ultimately, he became one of the biggest bootleg-
gers on Long Island.” In the five years that “he
operated on a grand scale after he brought in the
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Colombo family as his partners, you’re talking
about over 100 gas stations on Long Island and
millions and millions of dollars in sales.”

After lorizzo was prosecuted, he fled to Pan-
ama, “because he knew he was facing a heavy jail
sentence,” but later became a cooperating witness.

Q. Was there any involvement with New Jersey
in respect to his matters?

A. Yes. He operated some truck stop gas
stations in the early bootlegging days which
soldalot of dieselfuel. And he also, towards the
end, when he busted out his retail company, Ad-
vantage Petroleum, he, in the process, over one
weekend, defrauded two of the larger distribu-
tors of gasoline on the East Coast of approxi-
mately 15 million dollars in revenues... they
were both New Jersey companies.

Jermyn also testified that fuel licenses received
in New Jersey were “brokered” in the marketplace
for as much as $100,000.

In many cases, most of the time the source of the
fuel, the legitimate source... were New Jersey's
refineries. Many times New Jersey licenses, le-
gitimate New Jersey companies, were used in
daisy chains to effectuate a particular evasion
scheme.

Q. Mr.Jermyn, where are the people now who
were involved in the motor fuel tax evasion cases
you worked on?

A. Fortunately for us, a number of them are in
Jjail. Some are fugitives, having fled the country
to avoid prosecutions. A number of them are
dead, either by natural means or otherwise, and
many of them are out of business, at least in New
York.

O’Reilly explained how home heating oil is
generally treated in New York.

20

Home heating oil in New York is diesel fuel. As
Mr. Borak explained, it’s diesel fuel and under
the definition of motor fuel, diesel fuel is motor
fuel, so it’s treated basically the same, except
home heating oil is taxed a little bit differently.
...Due to the volume, the state never really con-
centrated or saw a problem in home heating oil.
What they saw was the tax-free transfer problem
and that’s what I think they tried to eliminate.

Q. Is the buyer accountable in New York if the
seller cannot be located?

A. Yes, yes, there is a provision in the state tax
law for that also.

O’Reilly recommended that states “try and
develop a system that allows the state to get its
money up front. That’s where you want to collect
your tax dollars. You don’t want 