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Colorado’s Use Tax Reporting Regime Declared Unconstitutional

On March 30, 2012, the U.S. District Court for the District of Colorado permanently enjoined the
enforcement of Colorado’s sales and use tax notice and reporting requirements. The Direct Marketing
Association v. Roxy Huber, Civil Case No. 10-CV-01546-REB-CBS, Order Concerning Cross Motions for
Summary Judgment (U.S. Dist. Ct. Colorado, March 30, 2012).

Background

On February 24, 2010, Colorado enacted a law subjecting out-of-state retailers to certain sales and use
notification and reporting requirements. Specifically, the use tax reporting regime (the Reporting
Requirements) established three new obligations for most out-of-state retailers:

(1) Retailers must notify their customers that the retailers did not collect Colorado sales tax, and
the customers are obligated to self-report and pay Colorado use tax;

(2) Retailers must provide each customer with an annual report detailing the customer’s
purchases in the previous calendar year, informing the customer of an obligation to report use tax
and that the retailer is obligated to report the customer’s name and total amount of purchases to
the Colorado Department of Revenue (Department); and

(3) Retailers must provide to the Department an annual report describing Colorado customers’
names, billing addresses, shipping addresses and the total amount of purchases.

Exceptions to the Reporting Requirements are provided to certain small sellers or small sales.

The Direct Marketing Association (DMA) challenged the constitutionality of the reporting regime by filing a
suit in federal court seeking a declaration that it was unconstitutional and seeking an injunction preventing
the Department from enforcing these requirements. The DMA asserted two claims that the Colorado
notice and reporting regime violated the dormant Commerce Clause: (1) the regime discriminates
impermissibly against out-of-state retailers; and (2) the regime imposes undue burdens on interstate
commerce.

As previously reported, on January 26, 2011, the court granted DMA'’s motion for a preliminary injunction
suspending the enforcement of the use tax notice and reporting regime pending the court’s final
determination in the case.

The Reporting Requirements Discriminate Against Out-of-State Retailers

The court noted that while on its face the law did not distinguish between in-state and out-of-state
retailers, “the veil provided by the words of [the law] is too thin to support the conclusion that the [law]
regulate[s] in-state and out-of-state retailers even-handedly.” The court reasoned that while in-state
retailers are subject to obligations to collect and remit Colorado sales tax, Quill Corp. v. North Dakota,
504 U.S. 298 (1992) prohibits the state from imposing the same obligations on out-of-state retailers with
no physical presence in the state. As a result, the distinction between collecting and non-collecting
retailers, explained the court, had the effect of imposing a unique burden on out-of-state retailers since
the burden is imposed precisely because those retailers are entitled to the protection of Quill. Thus, the
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court concluded that the Colorado law “patently discriminates” against interstate commerce in violation of
the Commerce Clause.

The court noted that the Department failed to meet its “very high burden of proof under the strict scrutiny
standard” to overcome the facial invalidity of the Colorado law.

Sutherland Observations: The Department offered various reasons in support of the Reporting
Requirements, including the Department’s enhanced ability to recover sales and use tax revenue and fair
distribution of the cost of government. The DMA advanced three nondiscriminatory alternatives to serve
these purposes, including collecting use tax directly from Colorado purchasers on the state’s income tax
return and increased business consumer audits. The Department spent little time addressing the
alternatives offered by the DMA, only explaining that the Department had in the past attempted to collect
use tax directly from Colorado consumers; however, that practice was discontinued because it proved
unsuccessful.

The Reporting Requirements Create an Undue Burden on Interstate Commerce

With regard to DMA's second claim, the court held that the Reporting Requirements impose an undue
burden on interstate commerce because they impermissibly impose a use tax collection burden on a non-
physically present retailer. In so holding, the court analogized the Colorado notice and reporting regime to
the unconstitutional use tax regime in Quill. While the court agreed that the holding in Quill has a very
“narrow focus on sales and use taxes,” the sole purpose of Colorado’s notice and reporting requirements
is the ultimate collection of use taxes. As a result, the court found that “the burdens imposed by the
[Colorado law] are inextricably related in kind and purposes to the burdens condemned in Quill.” The
Reporting Requirements imposed these burdens on retailers with no nexus in the state. Thus, the court
concluded the Reporting Requirements violate Quill.

Sutherland Observations: Attempts to subject remote sellers to notice and reporting requirements were
interpreted as attempts to coerce out-of-state businesses to collect and remit tax. It is important to note
that the court struck down the requirements to report transactions to the Department and requirements to
report to customers.

The court’s order to invalidate the Reporting Requirements to both customers and the Department calls
into question the validity of the notice and reporting regimes adopted by other states, including Oklahoma,
South Dakota, Vermont, South Carolina and Tennessee.

Sutherland Observations: The court’s decision could be viewed as an example of a taxpayer-friendly
decision by a federal court. In October 2010, the U.S. District Court for the District of Washington granted
a taxpayer’s motion for summary judgment and held that the North Carolina Department of Revenue was
not entitled to demand both product and customer information as part of its sales tax audit. Amazon.com,
LLC v. Kenneth R. Lay, Case No. C10-664 MJP (W.D. Wash. Oct. 25, 2010) (discussed in our October
27, 2010 Legal Alert). The results of these cases could contribute to some taxpayers’ beliefs that federal
courts provide a fair and neutral forum for adjudicating state tax claims. However, federal court jurisdiction
often is not an option because of the federal Tax Injunction Act.
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