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On August 28, 2012, Barbara J. Brohl, Executive Director of the Colorado Department of
Revenue (the “Department”) and David J. McDermott, State Controller within the Colorado
Department of Personnel and Administration (“the Controller”), jointly requested a formal legal
opinion from this office regarding the applicability of Section 24-30-203.5, C.R.S., (the “Recovery
Audit Statute” or the “Statute”) to state tax refunds.

QUESTIONS PRESENTED AND SHORT ANSWERS
The Department and the Controller presented the following questions:

1. Section 24-30-203.5(2)(c), C.R.S., provides that a “recovery audit” means a “financial
management technique used to identify improper payments made by a state agency to vendors and
other entities in connection with the payment activities of the state.”

Question 1a. Does the issuance of a tax refund constitute a “payment activity” within the
meaning of the Recovery Audit Statute?

Answer 1a. No. The issuance of a tax refund does not constitute a “payment activity” within
the meaning of the Recovery Audit Statute.

Question 1b. Is a taxpayer who receives a tax refund a “vendor or other entity” within the
meaning of the Recovery Audit Statute?

Answer 1b. No. A taxpayer who receives a tax refund is not a “vendor or other entity” within
the meaning of the Recovery Audit Statute.



Question 1c. Does the Recovery Audit Statute create any distinction between a “duplicate
payment” and any other payment that was made in error or is in excess of the amount to which the
recipient is entitled?

Answer 1c. No. The Recovery Audit Statute does not create any distinction between a
“duplicate payment” and any other payment that was made in error or is in excess of the amount to
which the recipient is entitled.

Question 1d. Does the Recovery Audit Statute apply to the Department’s tax refunds?

Answer 1d. No. The Recovery Audit Statute does not apply to the Department’s tax
refunds.

2. Section 24-30-203.5(3)(c), C.R.S., provides that a consultant (“Consultant) and its employees
and agents, when receiving confidential information in the custody of the Controller, a state agency
subjected to recovery audit, or a contractor or vendor, are subject to all prohibitions against the
disclosure of such confidential information that apply to the Controller, the applicable state agency, or
the contractor or vendor, or an employee thereof, and to all civil or criminal penalties that apply to a
violation of any such prohibition.

Question 2a. Does the Recovery Audit Statute authorize a Consultant to access records of the
Department or records of the unclaimed property fund, created under § 24-13-116.5, C.R.S., for the
purpose of conducting recovery audits on tax refund disbursements?

Answer 2a. No. Because the Recovery Audit Statute does not apply to the Department’s tax
refunds, it does not authorize a Consultant to access such records for this purpose.

Question 2b. Is a duplicate disbursement of a tax refund by the Department afforded the
same degree of confidentiality as a tax refund payment that is correct at the time of disbursement, but
subsequently becomes erroneous based upon new information  received by the Department? Does
the length of time the tax refund disbursement has been outstanding affect the analysis?

Answer 2b.  Yes (the same degree of confidentiality applies) and no (the length of time does
not affect the analysis). As noted above, the Recovery Audit Statute does not distinguish between a
duplicate payment and any other payment that was made in error or is in excess of the amount to
which the recipient is entitled. Further, the statute governing the confidentiality of tax information
does not contain an exception for duplicate disbursements of a tax refund. Finally, nothing in the
relevant statutes creates a lesser degree of confidentiality for tax refunds that have been outstanding
for any particular length of time.

Question 2¢. If a Consultant obtains information about a tax refund disbursement from a
source other than the Department, is the Department required to confirm or deny the vahdlty of the
refund upon inquiry by the Consultant or the Controller?



Answer 2¢. No. Under these circumstances and within the context of a recovery audit, the
Department would be prohibited from disclosing such information to the Consultant or the Controller.

Question 2d. If a Consultant obtains information about a tax refund disbursement from a
source other than the Department, is the Consultant permitted to contact the recipient of the tax refund
disbursement to ascertain the validity of the refund?

Question 2d. Yes, such an inquiry would not violate confidentiality provisions; however, the
inquiry would not be within the scope of the Consultant’s duties under the Recovery Audit Statute.

BACKGROUND
A. The Recovery Audit Statute.

The Recovery Audit Statute, adopted by the General Assembly in 2010 and amended in
2011, declares that improper payments are a serious problem for state agencies because they waste
state and federal moneys and detract from the efficiency and effectiveness of state agency operations
by diverting resources from their intended uses.’

To address this problem and recoup improper payments, fees, gifts, grants, donations, and
other expenditures of state and federal moneys not specifically excluded by law or rule, the Statute
requires the Controller to contract with at least one private contractor (“Consultant”) to perform
recovery audits.> A recovery audit is defined as “a financial management technique used to identify
improper payments made by a state agency to vendors and other entities in connection with the
payment activities of the state.” “Improper payment,” in turn, means “a payment by a state agency to
a vendor 5or other entity that is made in error or is in excess of the amount to which the recipient is
entitled.”

Recovery audits conducted under the Statute are self-funding, with the Consultant’s costs
deducted as a percentage of the dollars recovered.® Agencies subject to a recovery audit must provide
the private Consultant with confidential information in the custody of the state agency, any provision
of law to the contrary notwithstanding, except to the extent prohibited by federal law or regulations or
by an agreement between the state and the federal government or another state.” The Consultant and

! See § 24-30-203.5, C.R.S.; see also HB 2010-1176 and HB 2011-1307.
% § 24-30-203.5(1)(a), C.R.S.

3 §§ 24-30-203.5(1)(b)(I1), -203.5(2)(a) and -203.5(3)(a), C.R.S.

4§ 24-30-203.5(2)(c), C.R.S.

> § 24-30-203.5(2)(b), C.R.S.

6 See §§ 24-30-203.5(1)(b)(III) and (3)(b)(I), C.R.S.

7§ 24-30-203.5(3)(c), C.R.S



its employees and agents are subject to all prohibitions against the disclosure of confidential
information obtained and all civil or criminal penalties that apply to disclosure of the information.®

B. State tax law.

To determine the applicability of the Recovery Audit Statute to tax refunds, a review of certain
basic state tax law concepts is necessary.

1. The tax refund process.

The Department’s functions include collection of “[t]axes levied and license fees imposed by
the provisions of articles 22 and 26 to 29 of title 39, C.R.S., and section 21 of article X of the state
constitution, and the administration and enforcement of said provisions.” Article 21, Title 39 of the
Colorado Revised Statutes addresses procedure and administration with respect to the collection of
taxes by the Department, including procedure and administration for the filing and payment of tax
refund claims.'

The tax system relies upon self-reporting. As with the IRS and most state and local taxing
authorities, the Department typically issues a tax refund upon receiving a tax return requesting a
refund, without contemporaneous audit by the Department to determine the accuracy of the return. A
tax refund is granted in order to return moneys to the taxpayer that were deposited with the
Department, but that are believed to be in excess of the amount the taxpayer owed. Upon
determination that a tax refund is due, the Department issues a voucher to the Controller for the
refund, and in turn the Controller issues the tax refund to the taxpayer. The Controller is required to
keep as a part of his or her files a duplicate of the voucher and a statement that sets forth the reason
why the refund has been ordered."!

The tax statutes refer to moneys that should be returned to a taxpayer as “illegally collected
tax.” That is, section 39-21-108(2) provides, “If the executive director discovers from the
examination of a return within the time periods provided for the filing of refunds, or upon claim duly
filed by the taxpayer, or upon final judgment of a court that the tax, penalty, or interest paid by any
taxpayer is in excess of the amount due or has been illegally or erroneously collected, then the
executive director shall issue in favor of the taxpayer his voucher to the controller for the refund of
such illegally collected tax, penalty, or interest . . ..” (emphasis added). Here, the phrase “such
illegally collected tax, penalty, or interest” refers to any tax, penalty or interest that is “in excess of the
amount due” or “has been illegally or erroneously collected.”

Often, the taxing authority will provide a refund based on a taxpayer’s return and, upon further
review, determine that the taxpayer was not entitled to the refund. The taxpayer, in turn, might

$1d

? § 24-35-101(1)(a), C.R.S.

10 See, e.g., §39-21-108, C.R.S.
11'§39-21-108(2), C.R.S.



challenge the Department’s findings and provide additional documentation, resulting in an ongoing
process to determine whether a refund already issued was in excess of the amount to which the
taxpayer was entitled.

As part of this process, the Department may re-examine and re-determine the propriety of a
tax assessment or refund at any time within the statute of limitations. "> Generally speaking, the
statute of limitations for tax assessments is four years for income tax and three years for other types of
taxes.”> This limitations period can be extended by agreement of the parties, and is automatically
extended in the state income tax setting if extended for federal income tax purposes.’* Large
corporations often have an extended federal statute of limitations due to ongoing federal audits, and
thus would have an extended state statute of limitations. Finally, in the case of a failure to file a return
or the filing of a fraudulent income tax return, no limitations period applies."

In summary, a determination that an improper refund has issued is the result of a multi-step
process. First, the Department collects tax from a taxpayer through payroll withholdings, estimated
tax payments, or otherwise. Second, the Department determines that the tax collected was “in excess
of the amount due or has been illegally or erroneously collected.” Third, the Department issues a
voucher to the Controller for the return of the taxpayer’s money (now considered “illegally collected
tax”) to the taxpayer as a refund based upon the taxpayer’s return or for some other reason. Fourth,
the Department determines that the refund itself was erroneously granted and issues a notice of
rejection of claim for refund.'® Fifth, the Department or the taxpayer may discover still further
information that again results in a revised tax assessment, and this cycle may continue.

As aresult, it is a common and even expected part of the process that the Department, like any
taxing authority, will at times issue initial tax refunds that ultimately turn out to be in excess of the
amount to which the taxpayer was due.

2. Taxpayer confidentiality.

Taxpayer confidentiality protections are broad and deep. A tax return is “capable of revealing
‘the skeletal outline of a taxpayer’s personal and financial life,”” and Colorado law recognizes an
individual’s privacy interest in his or her tax returns.!’” As set forth in Section 39-21-113, C.R.S.

12 See, e.g., §§39-21-103, -104, -107, and -108, C.R.S.; see also Huber v. Kenna, 205 P.3d 1158,
1164-65 (Colo. 2009) (Martinez, J., concurring) (recognizing the power of the Department to review a
previously-issued tax refund within the statute of limitations period); Knapp-Monarch Co. v. Comm’r,
139 F.2d 863, 864 (8th Cir. 1944) (“The decisions are numerous and without dissent that the
Commissioner of Internal Revenue may re-examine and re-determine a taxpayer’s liability within the
period of limitations.”).

13'§39-21-107(1) and (2), C.R.S.
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1 §39-21-107(4), C.R.S.

16 §39-21-104, CR.S.

17 See, e. g., People v. Gutierrez, 222 P.3d 925, 933 (Colo. 2009) (internal citations omitted).



(“Section 113”), confidentiality restrictions applicable to the Department’s tax information are still
more extensive, and apply not only to a tax return, but also to any “information” obtained from a tax
return or from an investigation conducted by the Department or its agents.'® The Department may not
“make [this information] known in any way.”'® The General Assembly has “expressed a strong public
policy ir21O [Section 113(4)(a)] of protecting the confidentiality of taxpayers’ state income tax
returns.”

Any person who violates the confidentiality provisions in Section 113(4) is subject to criminal
penalties, and, if the person is a state employee, dismissal from office.’ Section 113 contains several
exceptions to the general rule found in Section 113(4). By way of example, these exceptions include
information sharing with other taxing authorities, with the Division of Employment and Training and
with the Department of Human Services in connection with past-due child support payment
collection.”

In addition, the Department relies heavily upon its access to “Federal Tax Information,” or
“FTL,” which is defined broadly to include any information gathered by the IRS with regard to a
taxpayer’s liability. The protections surrounding FTI are extensive, and apply even to data that is
stripped of identifying information. In order to maintain its access to FTI, the Department must agree
to adhere to very strict requirements regarding the handling and confidentiality of FTL.?

3. The Unclaimed Property Fund and taxpayer information.

In addition to the Department’s statutory obligations to provide tax refund information to the
Controller, the Department is statutorily obligated to provide certain taxpayer information to the state
treasurer through the Unclaimed Property Trust Fund (“UPTF”).** Specifically, if a taxpayer does not
cash or deposit a warrant representing a tax refund issued by the Department within six months, the

18 See § 39-21-113(4)(a), C.R.S. (“Except in accordance with judicial order or as otherwise provided
by law, the executive director of the department of revenue and his agents, clerks, and employees shall
not divulge or make known in any way any information obtained from any investigation conducted by
the department or its agents or disclosed in any document, report, or return filed in connection with
%axes collected by the Department].” (Emphasis added)).

1d
2 Losavio v. Robb, 579 P.3d 1152, 1156 (Colo. 1978); see also Alcon v. Spicer, 113 P.3d 735, 743
(Colo. 2005) (holding that even a party attempting to subpoena state income tax records from another
private party must demonstrate a “compelling need” for the documents).
21 §39-21-113(6), C.R.S.
22 8§ 39-21-113(7), (8), and (9), C.R.S.
2 See generally, LR.C. § 6103 and LR.S. Publication 1075.
2% The UPTF is within the state treasury and is established under Section 38-13-116.5, C.R.S. It
consists of all moneys collected by the UPTF’s administrator, the State Treasurer. § 38-13-101, et seq.,
C.R.S. The administrator of the UPTF serves in a fiduciary capacity. Section 38-13-117, C.R.S,
establishes the right of the owner of funds held in the UPTF to file a claim with the administrator. The
statute does not limit the time during which a claim may be filed.



refund warrant becomes void. > The Department then must forward the taxpayer’s name, taxpayer
identification number, last known address, amount of the canceled warrant and funds representing the
amount on the canceled warrant to the state treasurer for deposit in the UPTF.*

The mere act of submitting the listed information and funds to the state treasurer does not
waive taxpayer confidentiality. For example, the Department must include individuals’ taxpayer
identification numbers to the state treasurer, but the provision of such information to aid in the
administration of the UPTF does not void the confidentiality of the taxpayer’s social security number.
Like the Controller, the UPTF receives confidential information from multiple sources, and nothing in
the Unclaimed Property Act establishes that owners of unclaimed property waive any right to
confidentiality by virtue of failing to cash a check or otherwise abandoning their property.?’

If a tax refund warrant is submitted to the UPTF, and the Department subsequently determines
that the warrant represented an erroneously granted refund, the Department may reclaim the funds
from the UPTF and credit them to the appropriate state revenue fund.”® The Unclaimed Property Act
thereby accounts for the fluid nature of tax assessment. In contrast to tax refunds, most moneys in the
UPTF cannot be reclaimed by the state and remain as part of the UPTF if they are not claimed by the
intended beneficiary. Such moneys do not revert to the general fund.”

ANALYSIS
A. The Recovery Audit Statute does not apply to tax refunds.

When the Department issues a tax refund, it is not engaged in a “payment activity.” Rather,
a tax refund reflects a determination by the Department’s Executive Director that the tax, penalty,
or interest paid by any taxpayer is in excess of the amount due or has been illegally or erroneously
collected®® That is, the purpose of the refund is to return the taxpayer’s previously deposited
money to the taxpayer. Because issuance of a tax refund is not a “payment activity” of the
Department, review of tax refunds is not part of a “recovery audit” within the meaning of Section
24-30-202.5(2)(c), C.R.S., and the Recovery Audit Statute does not apply to tax refunds.>

Even if the issuance of a tax refund were considered part of the Department’s “payment
activities,” the Recovery Audit Statute still would not apply because a taxpayer is not a “vendor or

25 8§ 39-21-108(5)(a) and (7)(a), C.R.S.; see also § 38-13-109.7, C.R.S.

5
26 1d
>7 See article 13 of title 38, C.R.S.

28 88 39-21-108(5)(b) and -108(7)(b), C.R.S.

9 § 38-13-116.5(1)(a) through (d), C.R.S.

30 See § 39-21-108(2), C.R.S.

31 See § 24-30-203.5(2)(c), C.R.S. (defining a “recovery audit” as a financial management technique
used to identity “improper payments” made by a state agency to “vendors and other entities in
connection with the payment activities of the state agency” (emphasis supplied)).



other entity” within the meaning of the Statute. A recovery audit is intended to detect an
“improper payment” made by a state agency to a “vendor or other entity.” An “improper
payment” under the Statute is defined as a payment that is “made in error or is in excess of the
amount to which the recipient is entitled.””* The types of “improper payments” listed in the
Statute, although not exhaustive, indicate that the Statute was intended to apply to vendors and
entities that function like vendors, such as other entities with whom the state has entered a
contractual relationship. The listed examples include: a duplicate payment; a payment resulting
from an invoice or pricing error; a payment resulting from a failure to apply an applicable
discount, rebate, or other allowance; a payment resulting from a failure to comply with a
purchasing agreement; and a payment resulting from any other inadvertent error.>

The Statute does not distinguish between a duplicate payment and any other type of
payment that is made in error or is in excess of the amount to which the recipient is entitled.** If
the Statute were read broadly enough to encompass tax refunds, it would, in effect, result in the
outsourcing of tax auditing services to a private Consultant and its unnamed subcontractors.® It is
not difficult to imagine scenarios in which a Consultant could be prompted to explore other types
of refunds that turn out to be in excess of the amount to which the taxpayer was entitled. For
example, a corporation, suspecting that a competitor is understating income or overstating
deductions on a return requesting a refund, may provide a tip to the Consultant. If the Statute
applies to tax refunds, the Consultant in turn could ask the Department for the competitor’s
otherwise confidential tax information, and could in essence engage in its own audit of that
competitor.

Moreover, this interpretation would infringe on the Department’s core functions, which are to
collect taxes and administer and enforce the provisions of law imposing various taxes and fees.>® State
tax laws vest these functions exclusively in the Department. Included in the Department’s powers are:
1) the power to issue refunds; 2) the power to make assessments for taxes due; and 3) the power to
compromise a case (i.e., to negotiate and agree to a settlement).’’

Finally, to read the Recovery Audit Statute as applicable to tax refunds would result in a
violation of taxpayer confidentiality. Exceptions to state taxpayer confidentiality typically appear
within Section 39-21-113, C.R.S., and often emphasize that the penalties associated with improper
disclosure of taxpayer information also apply to the recipient of the information.® The intent of

32 § 24-30-203.5(2)(b), C.R.S.

33 88 24-30-203.5(2)(b)(I) through (VI), C.R.S.

3% See § 24-30-203.5(2)(b), C.R.S.

3% Under the contract currently in effect between the Controller and the Consultant, the Consultant is
permitted to utilize subcontractors.

36§ 24-35-101, C.R.S.

37 See, e.g., §§ 39-21-106, -108, and -112, C.R.S.

38 See, e.g., § 39-21-113(17.5), C.R.S. (amendment adopted as part of HB 11-1300 allowing for
disclosure of pertinent taxpayer information in certain conservation easement cases with common
issues of law or fact, but providing that persons who receive such taxpayer information “shall be



the Recovery Audit Statute is to permit a private Consultant to review otherwise confidential state
records and determine whether an improper payment has occurred. Although the Statute does
provide that the Contractor and all its employees and agents would be subject to all prohibitions
against disclosure of confidential information and related criminal and civil penalties, this non-
specific waiver of confidentiality does not appear to be sufficient to override the confidentiality of
tax records.” Given the “strong public policy of protecting” taxpayer confidentiality, such an
interpretation of the Statute would lead to an absurd result.*’ Taxpayer returns and information,
which could not otherwise be disclosed even to a grand jury without an explicit court order,"!
would be provided to a private contractor and its private subcontractors based upon broad and
general statutory waivers of confidentiality.

For all of these reasons I conclude that the Recovery Audit Statute does not apply to tax
refunds. Although the General Assembly could craft a statute permitting such audits, it has not
done so.

B. Confidentiality questions.

"~ You have posed several questions about taxpayer confidentiality in relation to a recovery
audit. These questions are answered by the analysis above.

The Recovery Audit Statute does not create an exception to the strict confidentiality
surrounding tax refunds. Further, a deposit of money (unbeknownst to the taxpayer) in the UPTF
does not constitute a waiver of the confidentiality of taxpayer information. Consequently, a
Consultant is not permitted to access records of the Department or records of the UPTF for the
purpose of conducting recovery audits on tax refund disbursements. The Department also cannot
respond to a Consultant’s request to confirm or deny the validity of a refund, because the
Department may not “divulge or make known in any way” any “information” obtained from a tax
return or an investigation conducted by the Department or its agents.* For the same reason, if a
Consultant obtains information about a tax refund disbursement from a source other than the
Department, the Department may not confirm or deny the validity of the refund upon inquiry by
the Consultant or the Controller.

subject to the provisions of this section, including the limitations in subsection (4) of this section and
the penalties in subsection (6) of this section”); see also 1 CCR 201-1, Regulation 39-21-113(4).

3% Further, the confidentiality provisions in the Recovery Audit Statute are not complete. For example,
the Controller is required to provide copies of any reports received from the Consultant to the
governor, the state auditor and the legislative audit and joint budget committees of the general
assembly within seven days of receipt of the report. § 24-30-203.5(6)(a), (b) and (c), C.R.S. Such
disclosure cannot have been intended to include confidential taxpayer information.

*0 See Losavio, 579 P.2d at 1156.

! See id

2 See § 39-21-113(4)(a), C.R.S.



If a Consultant obtains information about a tax refund disbursement from a source other
than the Department, the Consultant may contact the recipient of the tax refund disbursement to
ascertain the validity of the refund. However, such activity would be outside the scope of the
recovery audit process, because the Recovery Audit Statute does not apply to tax refunds.

Finally, neither the Recovery Audit Statute nor Section 113(4) creates a distinction between
duplicate tax refunds and other types of tax refunds that are later discovered to be erroneous, nor
does either statutory provision establish a distinction based on the length of time a refund has been
outstanding or unclaimed.

CONCLUSION

Tax assessment, refund and collection activities are not “payment activities” within the
meaning of the Recovery Audit Statute, and a taxpayer is not a “vendor or other entity” with
respect to his or her tax account within the meaning of the Statute. Application of the Statute to tax
assessment, refund and collection activities would lead to an absurd result not consistent with the
intent of the legislature. The Recovery Audit Statute does not apply to the issuance of a tax refund.

Issued this 27" day of December, 2012.

WW

HN W. SUTHERS _—
olorado Attorney General
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