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TAX IN THE BLUEGRASS - 
2013-2014 FEDERAL & KENTUCKY TAX UPDATE/DEVELOPMENTS 

Daniel G. Mudd and J. Christopher Coffman 
 
 
 
I. INTRODUCTION – LEGISLATIVE HIGHLIGHTS FROM 2013-2014  
 

The following is a brief overview of legislation passed by the Kentucky General 
Assembly ("General Assembly") during 2013, as well as various legislation 
pending (as of March 3, 2014) for the 2014 Regular Session. 
 

II. 2013 REGULAR SESSION – TAX REFORM-LITE ENACTED  
 

The Kentucky General Assembly approved significant tax legislation, literally 
moments before the close of the 2013 Regular Session.  House Bill 440 ("HB 
440"), a bill to raise tax revenue, provides funding necessary for certain pension 
reform measures enacted through Senate Bill 2 ("SB 2").  Reforming the pension 
system for public employees, a system with $33 billion in unfunded liabilities, was 
the legislative and gubernatorial priority for the Regular Session. 
 
According to Governor Beshear, all of the changes to the Kentucky tax code 
were previously studied and proposed by the Kentucky Blue Ribbon Tax 
Commission, a body created by Governor Beshear in late 2012 to assist in 
proposing tax reform.  HB 440 was part of a two bill package to overhaul and 
fund Kentucky Retirement Systems, and was hailed by Kentucky Governor Steve 
Beshear as a revenue neutral plan to help stabilize the state's pension system.   
 
HB 440 reduced the personal income tax credit from $20 to $10 per taxpayer for 
individuals not over the age sixty-five, blind or a member of the Kentucky 
National Guard.  HB 440 amended KRS 139.450 to now require out-of-state 
retailers selling products for consumption or use inside Kentucky to notify their 
customers of each purchaser's obligation to report and pay Kentucky use tax.  
HB 440 also added a provision to KRS 131.1817 providing that a delinquent 
taxpayer may have his driver's license, attorney license, motor vehicle 
registration, or other occupational or professional license suspended or revoked 
by the Kentucky Department of Revenue ("Department"), and may be denied the 
ability to register his or her motor vehicle, if the taxpayer has outstanding tax 
liabilities to Kentucky.   
 
The Kentucky Taxpayer Bill of Rights is amended by HB 440 to allow the 
Department to pursue statutory remedies against a taxpayer who does not 
comply with the terms of an installment payment agreement.  HB 440 amended 
KRS 139.480(1) to clarify the exemption from sales tax for "farm machinery," and 
repeals the school tax exclusion from the sales tax calculation on residential 
"telecommunications service" found in KRS 139.470(9). 
 
Moreover, under HB 440, retailers will receive a reimbursement of 1.75 percent 
of the first $1,000 of sales tax collected and 1.5 percent of tax collected more 
than $1,000. Currently, vendors are reimbursed of 1.75 percent of the first $1,000 
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and 1 percent of tax collected over $1,000. The current cap on the 
reimbursement of $1,500 per month would be lowered to $50 per month. 
 
HB 440 also made three changes to Kentucky's property tax statutes relating to: 
(1) the property taxation of broadcast and/or telephonic equipment; (2) the 
narrowing of the preferential treatment of property that is part of a pollution 
control facility; (3) the expanding of the definition for "public service company" in 
KRS 136.120 to include wind turbine and solar generating companies.   
 
Even more important to Kentucky businesses is HB 440's closing of what some 
legislator's perceived to be a corporate "loophole" by no longer allowing the 
deduction of intercompany management fees from a company's corporate 
income tax base unless certain strict exceptions apply.  HB 440 amends KRS 
141.205 to require the same disclosure and burden of proof standards to deduct 
management fees paid to a related entity, a foreign corporation, or a member of 
an affiliated group that are required intangible expenses and interest expenses. 
For example, under Kentucky's current tax code, a subsidiary of one corporation 
that provides management services (e.g., accounting, payroll, insurance, data 
processing services, etc.) to a subsidiary within the same corporation is permitted 
to deduct its payments for those services from their corporate income tax base.  
This will no longer be the case due to the passage of HB 440 beginning taxable 
year January 1, 2014, and the corporation must satisfy the disclosure and burden 
of proof requirements of intangible and interest expenses for the fees to be 
deductible. 
 
Finally, certain provisions of the severance tax for coal and other natural 
resources such as natural gas were amended by HB 440 to delete the reference 
to the Internal Revenue Code ("Code") when defining "gross value."      

 
III. 2014 – PENDING LEGISLATION AND HOT TOPICS  
 

A. More Tax Reform? 
 

On February 4, 2014, Governor Beshear proposed a number of additional 
tax reform items that he hoped to see enacted through his "Kentucky 
Competes" tax reform plan, which includes a number of significant 
changes to the Kentucky tax code, highlighted by a proposed three-year 
phase-in of a single-sales-factor apportionment for corporate income tax 
purposes, and the transition to market-based sourcing (rather than the 
cost-of performance-based formula currently used in Kentucky).   
 
Similar to HB 440 passed during the 2013 Regular Session, the Kentucky 
Competes plan is based on many of the recommendations previously 
made by the Blue Ribbon Tax Commission.  Other major components of 
the Kentucky Competes plan which focus on Kentucky competing for 
quality jobs includes a potential reduction in individual income tax rates, 
reduction in corporate income tax rates (from 6 percent to 5.9 percent), 
exempting inventory from state property tax, creation of an earned 
income tax credit at 7.5 percent of the federal rate and an angel investor 
tax credit, an expansion of the New Markets Tax Credit and R&D tax 
credit to human capital. 
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Additional proposals in Governor Beshear's plan focus on protecting 
Kentucky signature industries by creating an income tax credit to help 
protect the bourbon industry, and sales and use tax exemption for certain 
equine products and pharmaceuticals for food animals, as well as a 
lowering of the wholesale tax on beer, wine and distilled spirits and a 
repeal of the distilled spirits case sales tax. 
 
Further, in response to the economy's trend towards services, rather than 
goods, Governor Beshear's 2014 reform plan also looks to expand 
Kentucky sales tax to apply to some repair and personal services related 
to the automotive, lawn, janitorial, pet care, tanning salons, electronics 
and software sectors, as well as the taxing of admission to various 
recreational venues (e.g., golf courses, sports centers, etc.) – all of which 
has traditionally not been subject to sales tax. It is important to note 
though that the proposed taxation of these services does not appear to 
include the taxing of traditional business-to-business transactions. 
Similarly due to the changes in technology, the proposal clarifies that 
prewritten software is subject to sales tax even if delivered through iCloud 
databases. 
 
Lastly, to help create a healthier Kentucky workforce, the reform plan 
proposes to increase excise tax on cigarettes to $1 (from $.60), increase 
tax rates on other tobacco products (e.g., cigars, snuff, etc.) to be in-line 
with cigarette tax increases, create a tax on e-cigarettes at 20 percent of 
the value, and restore the cigarette rolling paper tax. 

 
B. Fight over Clarifying Cost of Goods Sold for the LLET 
 

The Limited Liability Entity Tax ("LLET") is assessed for taxable years 
beginning on and after January 1, 2007, on various types of business 
entities and separate from and paid in addition to the corporate income 
tax. The LLET is based on a business' gross receipts or gross profits 
(whichever is less), rather than its actual profit.  In general, the income tax 
allows the deduction of a broad range of business expenses, while the 
LLET does not, as LLET was meant to stabilize overall tax receipts and 
grow as the economy grows.   
 
In regard to the computation based on gross profits, a discrepancy has 
arisen related to the interpretation of "cost of goods sold" ("COGS") which 
although used to compute both income tax and the LLET, the term is 
defined differently for the two taxes.  As a result, a number of taxpayers 
have been assessed for additional LLET due to a difference in the 
definition and scope of COGS with the Department of Revenue.  To claim 
a COGS deduction under the LLET, a business must be involved in 
manufacturing, producing, reselling, retailing, or wholesaling a tangible 
product, and includes only costs directly incurred in acquiring the product. 
There are at least two areas where taxpayers disagree with the 
Department's interpretation of COGS. 
 
The first area is related to labor costs, and specifically the difference 
between direct labor costs (may be deducted) and indirect labor costs 
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(may not be deducted).  Taxpayers believe a more broad interpretation of 
COGS is necessary based on federal guidelines which state that indirect 
labor costs are amounts paid to employees who perform a general 
function which is necessary to the taxpayer's business process. 
 
The second area is related to overhead costs, as the Department 
believes allowable overhead costs only includes direct material, while 
taxpayers believe it should be based on whether the overhead expenses 
are necessary for production, rather than an arbitrary distinction between 
direct and indirect overhead costs – neither of which is defined by 
Kentucky statute.  Based on the Department's interpretation, a deduction 
is not allowed for several indirect overhead costs such as utilities, repairs 
and maintenance, depreciation, insurance, quality control and rent.  But, 
as taxpayers argue, federal guidelines for small businesses provide that 
many of these expenses should be included. 
 
As a result of the continuing dispute between taxpayers and the 
Department related to this COGS issue, led by the Kentucky Society of 
CPAs and at least twenty other business organizations, House Bill (HB) 
136 was introduced to the General Assembly to provide more clarity on 
these issues going forward.   
 

C. Proposed Local Option Sales Tax 
 

A recent movement has been the proposal of an amendment to the 
Kentucky Constitution that would allow citizens to vote on a 1 percent 
local option sales tax (commonly referred to in Louisville as "LIFT"), in 
addition to the 6 percent sales tax, with the revenue from same dedicated 
to the funding of transformational local projects voted on by the local 
community.  The tax would be removed once the project or projects are 
paid, as any future local option sales tax for another project would require 
a new referendum vote, and would be available to all local governments. 
 
As background, Section 181 of the Kentucky Constitution grants only 
certain powers for taxation to local governments, and an excise tax (i.e., a 
tax based on the sale of certain items or services) is excluded from the 
list of taxes a local government was granted.  So, in order to enact a local 
option sales tax, a constitutional amendment must first be passed.  
Senate Bill (SB) was introduced during the 2013 Regular Session to 
make the necessary amendment, but no action was taken on the bill.  
During the 2014 Session, SB 135 and HB 399 have both been introduced 
to again propose the constitutional amendment necessary to allow each 
local jurisdiction to implement a local option tax. 
 

D. Amnesty Aftermath 
 

As background, during the 2012 Regular Session, the General Assembly 
passed HB 499 which created a Tax Amnesty Program ("Amnesty 
Program") under KRS 131.410 to 131.445.  The Amnesty Program was 
created to provide a window of opportunity for certain enumerated 
taxpayers to voluntarily come forward to the Department to resolve 
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certain known Kentucky tax liabilities; in exchange for a "nonrefundable" 
payment of the tax and one-half the accrued interest on such tax, a 
taxpayer will receive the benefit of reduced interest and a waiver of all 
penalties.   
 
While many taxpayers took advantage of the 2012 Amnesty Program, 
several assessments and controversies have arisen as a result thereof for 
taxpayers that did not resolve outstanding tax issues in the Amnesty 
Program, as they have faced substantial cost-of-collection fees of: (i) 
twenty-five percent (25 percent) on all taxes which are due and owing to 
the Department for any reporting period, regardless of when due; (ii) 
twenty-five percent (25 percent) at the time of assessment for any taxes 
which are assessed and collected after the Amnesty Program period; or 
(iii) fifty percent (50 percent) of any tax deficiency assessed after the 
Amnesty Program period for any taxpayer who failed to file a return for 
any previous tax period for which amnesty is available and fails to file the 
return during the Amnesty period.   
 
Accordingly, a number of taxpayers have been assessed such Amnesty-
related penalties and fees over the last year. One of the primary 
controversies regarding such cost-of-collection fees which has resulted is 
the Department's assessment of same even if the Department's audit did 
not conclude until after the Amnesty period was over.  As such, taxpayers 
have protested such cost-of-collection fees, based on the plain language 
of KRS 131.440 and out-of-state case law concerning similar issues, by 
arguing that a taxpayer could not have applied for the Amnesty Program 
as a tax was not "due and owing" during the Amnesty Program and/or 
because the Department had not yet "finally determined" the amount of 
tax due given the on-going audit.  Given the recent nature of the above 
cost-of-collection fee assessments, such controversies are still pending at 
the administrative level.  
 

E. Tax Transparency Controversy 
 

A complaint was filed by a taxpayer, Mark Sommer, a longtime Kentucky 
tax attorney, in 2012 suing to obtain copies of Final Rulings from the 
Kentucky Department of Revenue and the Finance and Administration 
Cabinet for the period from 2004 to 2012 (Sommer v. Finance and 
Administration Cabinet1).  The controversy is based on whether these 
final rulings are subject to the state's Open Records Act or whether the 
taxpayer confidentiality statute effectively prevents their release.  
 
On July 24, 2013, the Franklin Circuit Court granted a motion to intervene 
in this case for Tax Analyst, an organization which has been pushing for 
tax transparency since it first sued the IRS more than forty years ago to 
force the release of agency records. Tax Analysts filed Open Record 
Requests for the Department's Final Ruling Letters. When the 
Department denied its latest request, the organization joined Sommer's 
case.   

1 Civil Action No. 13-CI-0029 (Franklin Cir. Ct.). 
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According to briefs filed in this case, the Department denied the involved 
requests on three grounds and continues to maintain these positions, 
namely that providing the documents would violate taxpayer 
confidentiality, that the request for about 700 documents was too 
burdensome, and that the documents were not public record. The 
Department also argues that the requested final rulings are different from 
IRS private letter rulings, which are subject to disclosure, because the 
state's final rulings are issued upon completion of audit, like federal 
notices of deficiency and of claim disallowance, and not prospectively like 
private letter rulings.   
 
Oral arguments were recently held in this matter before Judge Phillip 
Shepherd of the Franklin Circuit Court on December 16, 2013.  Based on 
Judge Shepherd's comments during the hearing, especially given that it 
was his understanding that the Department was the only Kentucky 
agency to not release similar redacted rulings/documents, it appears 
likely that the Court will order the Department of Revenue to release 
redacted copies of the agency's Final Rulings; however, a decision by the 
Court has yet to be made. This case comes on the heels of recent 
decision in Department of Revenue v. Eifler2 in which the Kentucky Court 
of Appeals agreed that the Department's blanket denial of a taxpayer's 
information request was improper. 
 

F. Kentucky Attempts to Add Whistleblower Statue 
 

Legislation has been proposed during the 2014 Session to add a new 
section to KRS Chapter 131 which would add "whistleblower" provisions 
to apply to "any person who provides information to the Department 
relating to taxpayer fraud which leads to the collection of taxes." Under 
the proposed statute, a whistleblower can be awarded up to the greater of 
10 percent of the taxes, penalty and interest that results/collected from 
the information provided or $250,000.  Any person who had any portion 
creating the taxpayer fraud, or a current or former employer of the 
Department or a federal agency reporting same to the Department, 
however, is not eligible to be a "whistleblower" under the proposed 
statute.  The Department would also be given the authority to promulgate 
regulations to set the standards and information process necessary for 
the program. 

 
III. JUDICIAL DEVELOPMENTS DURING 2013-2014 
 

Kentucky courts and the Kentucky Board of Tax Appeals ("KBTA") released a 
number of noteworthy decisions at trial and on appeal and faced interesting 
issues during 2013 and early 2014 for income, transactional, property and 
miscellaneous taxes. 
 

2 2012-CA-000302, 2013 WL 5296751 (Ky. App. Sept. 20, 2013), motion for discretionary review 
pending, No. 2013-SC-000406 (Ky. App.). 
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A. Cement Company Located in Kentucky Qualifies for Severance Tax 
Credit for Out of State Sales Despite the Purchaser Receiving the 
Products inside Kentucky 

 
In Roanoke Cement Co., LLC v. Finance and Administration Cabinet,3 a 
first impression review, the KBTA held that a cement company, Roanoke 
Cement, qualified for a severance tax credit for limestone severed or 
processed within Kentucky and sold to out-of-state purchasers even 
though the purchasers took possession of the limestone aggregate at the 
company's Kentucky limestone quarry. 
 
The case concerned the proper statutory construction of KRS 
143A.035(1) and (3), which provides for a credit against the severance 
tax "on the gross value of limestone which is severed or processed within 
this state and sold to a purchaser outside of this state" for "a taxpayer 
who severs or processes limestone…and who sells in interstate 
commerce not less than sixty percent (60 percent)of such stone."  
 
The two issues presented in the case were: (a) whether the phrase 
"outside of this state" modifies the location of the limestone purchaser or 
the location of the sale itself; and (b) whether a sale must be 
consummated outside of the state to be an "interstate sale." 
 
The Department maintained that only sales consummated outside 
Kentucky could be considered "interstate sales" within the meaning of the 
severance tax statute. To support its position, the Department cited 
several sales tax cases which had held that sales completed entirely 
within a state are not transactions in interstate commerce.  The KBTA 
stated, however, that the sales tax cases cited by the Department were 
not controlling because of the differences between sales tax and 
severance tax.   
 
The KBTA explained that the requirement that a sale be consummated in 
Kentucky before Kentucky sales tax is applied and owed exists to ensure 
there is no undue burden on interstate commerce and to ensure that the 
person who bears the economic burden of the tax (the purchaser) has a 
clear connection to the state before being taxed.  In the case of the 
severance tax, the out-of-state person is not being taxed; the incidence of 
the tax is on the severer.  Therefore, the protections of the "consummated 
in this state" sales tax standard were not required for the administration of 
the severance tax or applicable in discerning the language of the 
severance tax statutes. 
 
The Department subsequently appealed the KBTA's decision to the 
Franklin Circuit which affirmed the KBTA's decision on January 14, 2013, 

3 Department of Revenue, Finance & Admin. Cabinet, v. Roanoke Cement Co., LLC, No. 2013-
CA-000471-MR, 2014 WL 685502 (Ky. App. Feb. 21, 2014), aff'g Civil Action No. 11-CI-1416 
(Franklin Cir. Ct. Jan. 14, 2013), aff'g File No. K09-R-42, Order No. K-21186 (KBTA Aug. 25, 
2011), on appeal No. 2013-CA-000471 (Ky. App.). 
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and then appealed it to the Kentucky Court of Appeals which also 
affirmed the holding on February 21, 2014. 
 

B. Tobacco Company Qualifies for In-Transit Exception to Ad Valorem Tax  
 

In Pinkerton Tobacco Company LP v. Department of Revenue,4 the KBTA 
and Circuit Court held that for purposes of the Kentucky ad valorem tax, 
Pinkerton Tobacco Company LLP ("Pinkerton") was entitled to the so-
called warehouse exemption for the products held in an on-site 
warehouse awaiting shipment out-of-state.   
 
Pinkerton manufactures tobacco products in Kentucky and then stores 
the products on-site until they are sold.  All of Pinkerton's sales are made 
to its affiliate, Swedish Match North America, Inc. ("Swedish").  Swedish 
then sells 93 percent of the products purchased from Pinkerton to 
customers located outside the state of Kentucky.  Either Pinkerton or 
Swedish would make the arrangements with a third-party common carrier 
to deliver the goods to those out-of-state customers.  An important fact in 
this case was that in order to be fresh, the tobacco products had to be 
shipped out within six months of being manufactured.  
 
Kentucky provides an exemption from the ad valorem tax for personal 
property stored in a warehouse for shipment to an out-of-state destination 
where the owner can reasonably demonstrate that the property will be 
shipped out within six months under KRS 132.097. The Department did 
not dispute that 93 percent of the product was shipped to an out-of-state 
destination or that the products were shipped out within six months.  The 
Department based its entire argument on the basis that once Pinkerton 
sold the product to Swedish, they could no longer reasonably demon-
strate that the product would be shipped out of state as required under 
KRS 132.097.  
 
The KBTA determined that the language of KRS 132.097 was neither 
unambiguous nor unclear in that all that is required under the statute is 
that the owner of personal property be able to reasonably demonstrate 
that the personal property would be shipped out-of-state within six 
months.  The KBTA held that there was no requirement that an out-of-
state sale must take place in a certain manner to qualify under the 
statute.  Importantly, the KBTA further held that it did not matter whether 
the actual sale of the personal property took place in Kentucky or whether 
or not the owner is the one shipping the personal property out-of state.  
Since the Department did not dispute the fact that 93 percent of the 
products sold by Pinkerton ended up being shipped out-of-state within 
six-months, the KBTA concluded that Pinkerton qualified for the ad 
valorem tax exemption.   
 
The Circuit Court and Court of Appeals affirmed the KBTA decision.  The 
Court of Appeals specifically determined that Pinkerton was the owner of 

4 Civil Action No. 13-CI-480 (Franklin Cir. Ct.), aff'g File No. K11-R-20, Order No. K-23033 (KBTA 
Mar. 27, 2013).  
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the disputed inventory as of the assessment date of January 1, and thus 
was entitled to the inventory-in-transit exemption, despite an inter-
company sale of the inventory prior to the ultimate sale out-of-state.  
Moreover, the Court rejected the Department's position that Pinkerton 
also must be the actual shipper of the goods, as under the plain statutory 
language, it was only required to be the owner on the assessment date 
and show that it was ultimately shipped out-of-state within six months.  
This case is now final as the Department did not try to appeal same to the 
Supreme Court. 

 
C. KBTA Holds that In-Transit Inventory Exemption from Property Tax 

Requires Property to Never Return to Kentucky 
 

In Chegg, Inc. v. Department of Revenue5, the KBTA held that textbooks 
stored in a Kentucky warehouse when not leased to students inside and 
outside of the state did not qualify for the warehouse/distribution center 
property tax exemption. 
 
Chegg rents textbooks to college students, the vast majority of which are 
located outside of Kentucky, from its distribution center located in Bullitt 
County, Kentucky.  Once a textbook arrives in Chegg's distribution center, 
it is generally shipped out of state within four (4) months – a pace much 
faster than the six month in-transit inventory exemption requires under 
KRS 132.097 and KRS 132.099.  Some textbooks are sold, and never 
return to Kentucky.  Other textbooks are leased, and return to Kentucky 
for subsequent shipment to yet another different, out-of-state lessee/ 
purchaser.  Nonetheless, at the end of two (2), sometimes perhaps three 
(3) rental cycles, Chegg disposes of the textbooks by selling them directly 
to purchasers or by shipping them to a third party seller, where the 
textbooks are shipped out of Kentucky yet again.  
 
Chegg filed a voluntary disclosure agreement with the Department and 
requested the warehouse/distribution center property tax exemption; 
however, the Department denied same as it believed the in-transit 
inventory exemption requires that the property be sold out-of-state within 
six months to never return back into Kentucky, which it believed was not 
the case with Chegg's operations. The KBTA agreed with the 
Department's position and held that the textbooks had a tax situs in 
Kentucky, as it determined that the property had "more or less permanent 
location" in the state, not out-of-state. Thus, the KBTA interpreted the 
involved statute to require, though not explicitly stated therein, that in 
order for Chegg's inventory to qualify for the exemption, they must never 
return to Kentucky. Chegg has appealed the KBTA's decision to the 
Franklin Circuit Court.  
 

  

5 File No. 12-R-28, Order No. K-24470 (KBTA Jan. 13, 2014). 
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D. An Institution of Public Charity Is Only Exempt from Property Tax, not Use 
Tax, under Section 170 of the Kentucky Constitution 

 
In Interstate Gas Supply, Inc. for the Use and Benefit of Tri-State 
Healthcare Laundry, Inc. v. Department of Revenue,6 the Franklin Circuit 
Court affirmed the KBTA's determination that an institution of purely 
public charity was not exempt from use tax under §170 of the Kentucky 
Constitution. 
 
The Department denied a refund claim of approximately $100,000 in use 
tax (plus interest) made by IGS which assigned said refund claim to Tri-
State Healthcare Laundry Inc ("Tri-State").  IGS was an out-of-state, for-
profit natural gas marketing company which sells gas to Kentucky 
customers.  Tri-State is located in Kenton County, Kentucky, and provides 
laundry services to several non-profit hospitals in Northern Kentucky.  Tri-
State purchased significant amounts of natural gas from IGS for use in its 
business and IGS collected the use tax from Tri-State for same and 
remitted it to the state.  Tri-State does not deny that use tax typically 
would apply in such situations (i.e., an out-of-state seller consummates a 
sale outside of Kentucky for use in the state); instead, it argued that the 
sale of the natural gas was exempt from use tax under the Kentucky 
Constitution because Tri-State is an institution of purely public charity (an 
undisputed fact).  Thus, the sole issue is whether such an entity is exempt 
from Kentucky use tax (not just property tax) under §170 of the 
Constitution.   
 
The KBTA disagreed with the taxpayer and held that it must stand by the 
Kentucky Supreme Court's recent pronouncement in Children's 
Psychiatric Hospital of Northern Kentucky, Inc. v. Revenue Cabinet, Com. 
of Ky., 989 S.W.2d 583 (Ky. 1999) that "Section 170 applies only to ad 
valorem taxes" and thus, the §170 exemption does not apply to exempt 
Tri-State from use taxes.  The KBTA likewise denied Tri-State's other 
argument that use tax is akin to property tax and thus exempt under 
§170. 
 
The case was affirmed by the Franklin Circuit Court on September 13, 
2013, and is currently on appeal to the Kentucky Court of Appeals. 
 

E. Kentucky Supreme Court Determines that the Department Does not Have 
Authority to Collect Revenue from Pari-Mutuel Wagering on Historical 
Horse Races  

 
In Appalachian Racing, LLC v. The Family Foundation of Kentucky,7 the 
Kentucky Supreme Court issued a published opinion on February 20, 

6 Civil Action No. 12-CI-00947 (Franklin Cir. Ct. Sep. 13, 2013), on appeal, No. 2013-CA-1766 
(Ky. App.), aff'g, File No. K10-R-27, Order No. K-22157 (KBTA Jun. 20, 2012). 
 
7 423 S.W.3d 726 (Ky. 2014), aff'g and rev'g in part, No. 2011-CA-000164 (Ky. App. June 15, 
2012), vacating and remanding Civil Action No. 10-CI-01154 (Franklin Cir. Ct., Div. II, Dec. 29, 
2010), motion for discretionary review granted No. 2012-SC-000416 (Ky. Jan. 11, 2013). 
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2014, which affirmed in part and reversed in part the Court of Appeals' 
decision, by concluding that: 1) the Kentucky Horse Racing Commission 
("Commission") has the statutory authority to license and regulate the 
operation of pari-mutuel wagering on historic horse racing; 2) under the 
present statutory scheme for taxing the wagering handle on horse racing 
in Kentucky, the Department does not have the authority to collect the 
statutory excise tax on the wagering on historic horse races; and 3) 
whether the licensed operation of wagering on historic horse racing, 
pursuant to the Commission's authority, violates the gambling provisions 
of the Kentucky Penal Code is an issue that depends upon facts not in 
the record, and therefore, must be deferred pending further proceedings 
in the circuit court. 
 
The Supreme Court's decision was a result of an appeal from the 
Kentucky Court of Appeals decision which originally vacated and 
remanded a decision by the Franklin Circuit Court that the Department 
validly exercised its authority in declaring revenue from pari-mutuel 
wagering on historical horse races subject to the pari-mutuel tax. 
 

F. Liquid Oxygen Used in a Metal Torch Cutting Process was an Industrial 
Supply Exempt from Sales and Use Tax 

 
In Progress Metal Reclamation Co. v. Department of Revenue,8 the 
Franklin Circuit Court affirmed the KBTA's holding that a hammer pin, 
used to hold a hammer in place on a rotor which turns and breaks up 
metal, was not an exempt "industrial tool" pursuant to KRS 139.470(11), 
but that liquid oxygen used in a torch cutting process was an "industrial 
supply" pursuant to KRS 130.470(11), and therefore, was exempt from 
sales and use tax. 

 
The taxpayer in this case, Progress Metal Reclamation Company 
("Progress Metal"), used the tools and supplies at issue in its recycling 
and manufacturing scrap metal business.  One tool at issue in this case 
was the hammer pin, which Progress Metal claimed was exempt from 
sales and use tax because it qualified as an "industrial tool" under KRS 
139.470(11)(2)(c).  This statute limits the industrial tool exception to two 
broad categories of tools, which include "hand tools such as jigs, dies, 
drills, cutters, rolls, reamers, chucks, saws, spray guns, etc. and to tools 
attached to a machine such as molds, grinding balls, grinding wheels, 
dies, bits, cutting blades, etc."  (emphasis added). 
 
The KBTA ruled that the hammer pins were not "industrial tools," and 
therefore not exempt, because the pins did not fit within either category of 
tools covered by the statute, neither a "hand tool" nor a "tool attached to a 
machine." In coming to this conclusion, the KBTA explained that while the 
hammer itself is clearly within the statute, the hammer pin merely 
attaches the hammer to the machine, does not come in contact with the 
metal, and has to be replaced every few weeks. The KBTA found the 

8 Civil Action Nos. 12-CI-637 & 12-CI-805 (Franklin Cir. Ct. Sep. 23, 2013), aff'g. File No. K11-R-
03, Order No. K-22015 (KBTA Apr. 18, 2012). 
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hammer pin to be a "repair, replacement, or spare part," which KRS 
139.470(11)(b) explicitly excludes from the exemption. 
 
Second, the KBTA addressed the issue of whether the liquid oxygen that 
Progress Metal used in its oxy-fuel torch cutting process to cut large 
pieces of metal qualified under the industrial supply exemption.  Kentucky 
offers both a general industrial supply exemption set forth in KRS 
130.470(11) and a more specific energy and energy-producing fuel 
exemption set forth in KRS 139.480(3).  It was the Department's position 
that the liquid oxygen used to create the cutting flame was only eligible for 
the specific energy and energy-producing exemption, rather than the 
more general industrial supply exemption. 
 
The record showed that from 1965 until 2004, the Department took a 
long-standing position that liquid oxygen was exempt pursuant to this 
industrial supply provision. However in 2004, on its own accord and 
without any change in law, the Department modified its position and 
decided that liquid fuel mixtures should be addressed under the more 
specific energy and energy-producing fuel exemption set forth in KRS 
139.480(3). 
 
Since the industrial exemption statute specifically applied to liquid oxygen 
and the energy and energy-producing fuel exemption was ambiguous as 
to whether it covered such gas, the KBTA applied the doctrine of 
contemporaneous construction. Under this doctrine, where an administra-
tive agency has the responsibility of interpreting an ambiguous statute, 
the agency must follow any long-standing construction of the statute that 
it had previously made.  Therefore, the KBTA held that the Department's 
exemption of liquid nitrogen as an industrial supply was the correct 
treatment based on its administrative practice from 1965 through 2004.  
The Court of Appeals affirmed the KBTA's opinion on September 23, 
2013. 
 

G. Long-Awaited Kentucky Supreme Court Opinion Holds that Taxpayer May 
File a Tangible Personal Property Tax Refund Claim without First 
Protesting Assessment 

 
In Department of Revenue, Finance and Admin. Cabinet v. Cox Interior, 
Inc9, the Kentucky Supreme Court unanimously affirmed multiple 
decisions from lower courts and the KBTA holding that a taxpayer's ability 
to seek a refund of ad valorem taxes is not conditioned upon protest the 
initial tax assessment. 
 
In 2005, the Department conducted a tangible personal property tax audit 
of Cox Interior for the tax years 2001 through 2004 and issued a Notice of 
Assessment.  Cox Interior did not protest the assessment, but paid the 
assessed tax and interest in March 2006, and then filed refund claims in 

9 400 S.W.3d 240 (Ky. 2013), aff'g No. 2009-CA-001691 (Ky. App., Nov. 5, 2010), aff'g Civil 
Action No. 09-CI-305 (Franklin Cir. Ct., Div. I., Aug. 27, 2009), aff'g File No. K08-R-02, Order No. 
K-20213 (KBTA Feb. 5, 2009). 
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July 2007 in the amount of $44,717 representing a portion of the tax and 
interest it paid in March 2006. The Department denied Cox Interior's 
refund claims on August 17, 2007, on the grounds that its failure to 
protest the initial audit assessment was a procedural bar.  Cox Interior 
thereafter submitted a protest on August 28, 2007, which was within the 
forty-five (45) day statutory period for filing a protest on the denied refund 
claims. 
 
KRS 134.590(2) provides for a two-year (2-year) statute of limitations for 
a taxpayer to file a refund claim for tangible personal property taxes paid, 
and KRS 131.110 provides a taxpayer forty-five (45) days to file a protest 
of the Department's denial of refund claims.  KRS 134.590 also provides 
that no ad valorem taxes will be refunded unless the taxpayer has 
properly exhausted its administrative remedies.     
 
At issue was whether Cox Interior forfeited its ability to file a refund claim 
under KRS 134.590 by paying the tax first, after having been offered the 
right to administratively protest and choosing not to do so. The 
Department asserted that Cox Interior waived, as a matter of law, any 
right to a refund by failing to protest the initial assessment within the 
allotted period.   
 
The Kentucky Supreme Court, unanimously affirming the Court of 
Appeals, Franklin Circuit Court and KBTA's opinions, held that Cox 
Interior's failure to protest the original assessments made at the 
conclusion of the audit did not preclude it from filing a refund claim if it 
subsequently discovered that it had overpaid its property taxes relying 
heavily on Revenue Cabinet v. Castleton, Inc., 826 S.W.2d 334 (Ky. App. 
1992).   
 
On discretionary review, the Supreme Court initially determined that the 
case was based on the statutory interpretation of KRS 134.590(2), which 
establishes the process for seeking a refund within two years from the 
date the tax was paid, and providing a taxpayer with the ability to protest 
a subsequent denial of the refund request.  The Court determined KRS 
134.590(2) to be the controlling statute in situations in which a taxpayer is 
seeking a refund, as contrasted with a taxpayer only protesting an 
assessment under KRS 131.010, which represents "patently different 
situations", as recognized by a recent decision by the Court in Cromwell 
Louisville Associates, LLP v. Commonwealth, 323 S.W.3d 1 (Ky. 2010).  
Based on the plain language of this statute and giving meaning to all 
parts of same, the Court rejected the Department's position that a 
taxpayer may not seek a refund unless that taxpayer has first protested 
the underlying assessment, because under this interpretation, the 
taxpayer would not have two years to file a refund request, but only forty-
five days to protest in order to request a refund thereafter. 
 
More specifically, the Court held that the Department's interpretation 
would "completely read out of the statute the two-year limitations period" 
and this "cannot be what the General Assembly intended, since the 
obvious effect with respect to ad valorem tax refund claims like Cox 
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Interior's is to repeal the refund statute, with its two-year limitations 
period, and to subject all such claims to the forty-five day limitations 
period applicable to valuation challenges. To reiterate, the opening 
sentence of KRS 134.590(2) says unequivocally that the Refund-Seeking 
Taxpayer has two years to act."   
 
Further, the Court found that the end result of the administrative appeal 
process for a refund seeking taxpayer would be "absurd" under the 
Department's interpretation as the taxpayer would have to "make two trips 
through the administrative process before final resolution… [and] there 
would really be nothing to litigate on the second trip through the process 
because everything would have been addressed through the assessment 
protest."  Additionally, the Court found that the Department's "strained 
construction" would "effectively nullify the ad valorem tax refund pro-
visions of KRS 134.590," leaving such statute to "be essentially 
meaningless for taxpayers seeking the refund of ad valorem taxes 'when 
no taxes were due.'"   
 
Lastly, the Court also noted that the Department has never "represented 
to Kentucky taxpayers such as Cox Interior that they must first use the 
assessment protest provisions before they can seek a refund," as 
required by the Kentucky Taxpayers' Bill of Rights and contrary to the 
procedures set forth in the Department's own administrative regulation, 
103 KAR 1:1010, and its "Your Rights as a Kentucky Taxpayer" brochure 
provided to taxpayers upon assessment by the Department, which 
publication is a request of the Taxpayer Bill of Rights.  Therefore, the 
Department's assertion now that a taxpayer must first protest an 
assessment prior to filing a refund claim related thereto would result in a 
"trap whereby taxpayers are lulled into forfeiting their legitimate refund 
claims."  
 

H. Kentucky Company's Purchase of an Aircraft from a Company Engaged 
in the Manufacture and Sale of Homes Was Not an Exempt Occasional 
Sale 

 
In Ace Clinique of Medicine, LLC v. Dep't of Revenue10, the KBTA held 
that Ace Clinique of Medicine, LLC ("Ace") was not exempt from Kentucky 
use tax for its purchase of an aircraft from an Alabama corporation.  
 
Ace is a Kentucky limited liability company that purchased a used aircraft 
from Southern Energy Homes ("Southern"), an Alabama corporation.  
Southern was a manufacturer and wholesaler of modular and manufac-
tured homes. Southern delivered the aircraft to Ace in Tennessee, and 
then Ace brought it back to Kentucky.  The Department then assessed 
the Kentucky use tax on Ace's purchase of the aircraft. 
 
At issue in this case was whether or not the aircraft sale qualified as an 
exempt occasional sale of tangible personal property under KRS 
139.470(4).  Ace did not dispute that it stored, used or consumed the 

10 File No. K11-R-15, Order No. K-24090 (KBTA Sep. 24, 2013). 
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aircraft with the meaning of the Kentucky use tax statute.  However, Ace 
claimed that the sale of the aircraft by Southern was an occasional sale 
that was exempt from Kentucky use tax. 
 
The KBTA held that the aircraft sale was not an occasional sale and that 
Ace was liable for Kentucky use tax.  The KBTA first determined that 
Southern was a "seller" as generally defined by KRS 139.010(2), after the 
definition was amended in 2003 to include "every person engaged in 
making sales for resale," because it was a wholesaler of modular and 
manufactured homes. Had Southern been conducting business within 
Kentucky, it would have been required to have obtained a seller's permit 
for the wholesaling activity.  The KBTA then determined that because a 
primary use of the aircraft was to allow Southern to both visit its 
independent dealers and to allow the dealers to visit its plant, that the 
aircraft was used in the course of the wholesaling activity.  Since the 
wholesaling activity would have required a seller's permit if conducted in 
Kentucky and the aircraft was used in the ordinary course of the 
wholesaling activity, the KBTA concluded that the aircraft sale was not an 
occasional sale within the meaning of KRS 139.470(4) and upheld the 
Department's use tax assessment against Ace. 

 
I. Kentucky Court of Appeals Determines that Kentucky Tax Return 

Information Is not Fully Exempt from Disclosure under the Open Records 
Act 

 
In Department of Revenue v. Eifler,11 the Kentucky Court of Appeals 
affirmed the decision of the Franklin Circuit Court to order the release of 
certain items of taxpayer information contained on a Kentucky tax return 
pursuant to the Kentucky Open Records Act ("ORR"). 
 
Eifler filed an ORR request with the Department to inspect documents on 
behalf of his client.  Specifically, Eifler requested either a list or access to 
records containing the names, addresses, and dates of registration for all 
taxpayers currently registered with the Department for the Utility License 
Tax.  The Department denied Eifler's request stating that the documents 
and records containing the requested information did not exist and that 
there was no preexisting method to obtain such information. The 
Department further informed Eifler that they believed KRS 61.878(1) 
applied as it provides that public records are exempt from an ORR where 
they contain information of a public nature and the public disclosure 
would constitute an unwarranted invasion of personal privacy. 

 
Eifler appealed the Department's denial to the Kentucky Attorney General 
("AG").  The AG determined that the Department did maintain the sought 
after documents and that they could be produced for inspection after 
redaction of confidential information.  The Department then appealed the 
AG's findings to the Franklin Circuit Court which affirmed the AG's 
decision.  
 

11 Supra n.2. 
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Before the Kentucky Court of Appeals, the Department first argued that 
the information requested was not publically accessible under the plain 
meaning of KRS 131.081(15), which protects certain information provided 
by taxpayers on their Kentucky tax returns from disclosure. The 
Department further relied on KRS 131.190(1)(a), which provides that no 
employee of the Department shall divulge any taxpayer information where 
the information may have to do with the affairs of the person's business.  
The Department concluded that these two statutes exempt all information 
contained on Kentucky tax returns from being disclosed under the ORR. 
 
The Department further argued that the legislative history of Kentucky 
supports an interpretation that the entire tax return is confidential and not 
subject to redaction. The Department relied on the preamble to the 
Kentucky Taxpayers' Bill of Rights, which set forth that taxes are a 
sensitive point of contact between the state and its citizens. The 
Department argued that this preamble provides that information that 
would normally be regarded as sensitive and private was contained in tax 
returns and should be protected.  The Court seemingly agreed with this 
argument to an extent, quoting U.S. v. Richey, 924 F.2d 857, 860 (9th Cir. 
1991) which held that "confidentiality is both necessary to ensure 
compliance with federal tax laws and to ensure each individual taxpayer's 
right to privacy."  However, the Court held that in determining whether the 
requested records were obtainable under the ORR, it must weigh the 
recognized legislative policy of protecting the affairs of the taxpayer 
against the competing public interest of the ORR. 
 
The Court looked to Kenton County Fiscal Court v. Kentucky Enquirer, 
2010 WL 890012 (Ky. App. Mar. 12, 2010), where the Kentucky Court of 
Appeals held that it was "in the interest of public policy for the public to 
have access to occupational license applications however limited the 
information may be once redacted to provide the name and location of the 
business."  The Court concluded that the requested tax returns were 
similar in nature to the occupational license application and that they 
should be provided to Eifler.  KRS 61.878 further requires that where a 
public record contains information that is both exempt and nonexempt 
from disclosure, that the Department is required to separate the material 
and provide the nonexempt information.  Pursuant to this statute and the 
Court's holding in Kenton County, the Court held that the Department 
must provide Eifler with the requested documents after redacting the 
personal information that would be exempt from disclosure. 
 
Lastly, as an alternative the Department sought out the cost and fees to 
create a query which would allow it to provide the requested information if 
the release was found to be non-exempt.  The Court upheld the AG's 
determination that the Department already maintained the documents 
necessary to provide the requested information in their database and thus 
denied the Department's request for these costs.  The Court held that 
Eifler was entitled to inspect the Department's database after the exempt 
information had been redacted.  
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J. Air Pollution Control Units Installed in a Demonstration Facility Qualify for 
Sales/Use Tax Exemption for Pollution Control Facilities 

 
In Eco Power Solutions Corp. v. Department of Revenue,12 the KBTA 
held that a taxpayer that creates air pollution for demonstration purposes 
is still entitled to exempt status for the equipment which it installs to 
eliminate air pollution. 
 
Eco Power Solutions Corp. ("Eco") is a service provider that offers 
integrated energy recapture and emissions reductions solutions to 
customers seeking pollution control solutions. Eco engages in the 
development and delivery of patented turnkey emission control and 
energy recovery technology.  Eco built a large demonstration facility to 
showcase some of its pollution reducing units.  The facility has two fossil 
fuel burning emission units that produce air pollution and also two Eco 
COMPLY units which create significant reductions in the air pollution that 
comes from the exhaust of the two fossil fuel burning emission units. 
 
To be exempt for Kentucky sales and use taxes, KRS 139.480(12) 
requires that the property must be certified as a pollution control facility.  
Eco applied for a pollution control certificate to allow it to purchase 
materials and equipment for its demonstration facility without paying sales 
or use tax.  The Department denied Eco's request on the basis that the 
primary purpose of the equipment was to demonstrate its products and 
not for pollution control.  
 
The KBTA determined that the COMPLY units were designed as a 
component part of a commercial premise for the purpose of air pollution 
control. In analyzing the primary purpose of the COMPLY units, the KBTA 
took note that the units were on the premises to control the air pollution 
that was created by the facility. Once the taxpayer created the air 
pollution, the COMPLY units became necessary to reduce the air 
pollution generated by the facility.  This decision has been appealed to 
the Franklin Circuit Court. 

  

12 File No. K12-R-19, Order No. K-23086 (KBTA Jul. 11, 2013), on appeal, Civil Action No. 13-CI-
942 (Franklin Cir. Ct.). 
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