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INCOME/FRANCHISE TAXES.
A.

Legislative Developments.
1.

IRC Conformity.

As of the date of this writing, April 1, the Kentucky General Assembly is still in Session.
However, both Chambers of the General Assembly have passed House Bill 423, which updates
the definition of Internal Revenue Code to the IRC in effect as of December 31, 2015 “exclusive
of any amendments made subsequent to that date, other than amendments that extend provisions
in effect on December 31, 2015, that would otherwise terminate, and as modified by KRS
141.0101.” This amendment is not yet the law as the bill has not been signed by the Governor.
B.

Judicial Developments.
1.

World Acceptance Corporation, et al. v. Commonwealth of Kentucky,
Finance & Administration Cabinet, Department of Revenue, Kentucky
Board of Tax Appeals, File No. K13-R-18, Order No. K-24682 (August
29, 2014), appealed to Franklin Circuit Court, Civil Action No. 2014-CI1193 (August 14, 2015), vacated and reversed, November 10, 2015,
appealed to Kentucky Court of Appeals, Case No. 2015-CA-001852
(Pending).

Last fall, the Franklin Circuit Court granted the Kentucky Department of Revenue’s (the
“KDOR”) motion to alter, amend, or vacate the Court’s August 14, 2015 Order holding an outof-state corporation and its Kentucky subsidiary were required to file consolidated income tax

returns. In so doing, the Court affirmed the final ruling of the KDOR and the Kentucky Board of
Tax Appeals (the “KBTA”). The taxpayers, World Acceptance Corporation (“WAC”) and its
wholly-owned subsidiary, World Finance Corporation of Kentucky (“WFCKY”) (collectively
“Taxpayers”) amended the separate returns initially filed by WFCKY to reflect the consolidated
filing of the Taxpayers for tax years 2007-2010. The amended returns resulted in significant
refund claims being owed to the Taxpayers, and the KDOR denied the refund claims. Notably,
the Taxpayers relied upon a letter ruling issued by the KDOR advising WAC to file a
consolidated return.
The Taxpayers appealed the KDOR’s denial of their refund claims to the KBTA, which
ruled in favor of the KDOR. The Taxpayers appealed the KBTA’s decision to the Franklin
Circuit Court, which initially reversed the KBTA and ordered the KDOR to grant the Taxpayers’
refund claims. In its first order, the Court held the KDOR’s interpretation of the relevant statutes
contradicted fundamental rules of statutory construction. Nevertheless, the Court granted the
KDOR’s motion to alter, amend, or vacate the Court’s judgment, finding its initial Order was
“erroneous”.
The KDOR argued the facts contained in the anonymous request for a letter ruling
submitted by WAC were materially different from the facts provided in WAC’s amended return
because WAC failed to disclose that management services were performed outside Kentucky or
that the employee providing services in Kentucky also worked in another state. The Court
concluded the KBTA’s finding that the facts presented in WAC’s amended returns were
materially different from the facts presented in WAC’s request for a letter ruling was based upon
substantial evidence. The Court noted that WAC did not disclose that its employee working in
Kentucky also worked the majority of the time in other states or that management services were
performed outside Kentucky. Furthermore, in a holding that provides unprecedented protections
to the KDOR and greatly undermines the utility of the letter ruling process, the Court held:
[A]n anonymous request for a letter ruling submitted by a taxpayer is not binding
on either [the KDOR], the taxpayer, or a Kentucky court of law so long as that
request contains facts that are materially different from those submitted in a
subsequent filing with [the KDOR] or if [the KDOR] misapplies the applicable
statutes and regulations to the facts submitted to it by the taxpayer.
(emphasis added).
The Court next proceeded to address the parties’ statutory construction arguments.
Kentucky Revised Statute (“KRS”) 141.200(10)(b) requires taxpayers to file separate returns
unless there is a “common parent corporation doing business in Kentucky” that has nexus with
an affiliate. Under KRS 141.200(9)(c), a “common parent corporation” is defined as the member
of an “affiliated group” that meets the ownership requirement of paragraph (a)1 or (b)1 of KRS
141.200(9). Because KRS 141.200(9)(a)1 applies to taxable years prior to January 1, 2007, only
KRS 141.200(9)(b)1 applied in the instant case. KRS 141.200(9)(b)1 defines an “affiliated
group” as “(1) or more chains of includible corporations connected through stock ownership with
a common parent corporation which is an includible corporation if [the common parent owns
80% or more of the stock and value in at least one other includible corporation and 80% of the
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stock in each of the includible corporations, excluding the common parent, is owned directly by
one or more of the other corporations].”
An “includible corporation” is defined as any corporation doing business in Kentucky
unless the corporation falls within one of the nine exceptions enumerated in KRS 141.200(9)(e).
Of relevance here, KRS § 141.200(9)(e)7 provides that a corporation is not an includible
corporation if the corporation realizes a net operating loss and the corporation’s Kentucky
property, payroll and sales factors pursuant to KRS 141.120(8) are de minimis. Similarly, KRS
141.200(9)(e)8 states that a corporation is not an includible corporation if the sum of its property,
payroll, and sales factors described in KRS 141.120(8) is zero.
The KDOR argued that under KRS 141.200(9)(b)1, the parent, WAC, must, but does not,
meet the definition of “includible corporation” because WAC was a corporation realizing a net
operating loss whose property, payroll and sales factors were de minimis. The Taxpayers argued
the definition of “includible corporation” applicable to a “common parent corporation” is set
forth at KRS 141.200(9)(b), i.e., a common parent corporation is an includible corporation if the
ownership requirements set forth in that section are satisfied. Furthermore, the Taxpayers argued
that even if KDOR was correct that KRS 141.200(9)(e)7 is applicable, WAC’s apportionment
factors were not de minimis (per KDOR’s own letter ruling), and therefore, this section does not
prohibit WAC from meeting the definition of “includible corporation”.
In its final Order, the Court rejected the Taxpayers’ argument that KRS 141.200(9)(b)
contains the definition of “includible corporation” applicable to a “common parent corporation”.
The Court found KRS 141.200(9)(e) sets forth the definition of “includible corporation” for both
“common parent corporations” and other non-parent companies, while KRS 141.200(9)(b)
enumerates the ownership requirements for the affiliated group as a whole. The Court reasoned
it must presume that when the legislature uses a defined term in a section in which it has already
defined the term, the term must mean what is written in its definition and nothing else. The
Court also held WAC’s interpretation was contrary to the legislative history of KRS 141.200(9),
finding the legislature amended the statute in 2006 to narrow the types of common parent
corporations that could be part of an affiliated group.
After holding WAC must meet the definition of “includible corporation” in KRS
141.200(9)(e), the Court next found WAC did not meet this definition because WAC fell within
the exceptions in either KRS 141.200(9)(e)7 or KRS 141.200(9)(e)8, as its property, payroll, and
sales factors were either zero or de minimis.
The Court also summarily dismissed the Taxpayers’ arguments that the KDOR’s denial
of their refund claims violated KRS 13A.130, Sections 27 and 28 of the Kentucky Constitution,
and the doctrine of contemporaneous construction.
The Court’s Order gives short shrift to the standard that must be satisfied for a motion to
alter, amend, or vacate to be granted, which the Court acknowledges is “an extraordinary remedy
and should be used sparingly.”

3

The Taxpayers have appealed to the Kentucky Court of Appeals, and briefing is
underway.
The authors’ firm represents the Taxpayers in this action.
C.

Administrative Developments.
1.

2015 Online System Enhancements.

The KDOR has implemented an online income tax Withholding Return and Payment
System (WRAPS). Employers can use WRAPS to file returns, view and amend previously filed
online returns, request refunds and credits, and pay withholding tax using the Enterprise
Electronic Payment System. WRAPS may be accessed at wraps.ky.gov.
2.

Electronic Filing of Corporate Income and Limited Liability Income Tax
(“LLET”) Returns.

The KDOR has expanded its electronic filing capabilities for tax year 2015.
following forms and supporting schedules are now available for e-filing:

The



Form 720—Kentucky Corporation Income Tax and LLET Return (Separate entity
returns only)



Form 720S—Kentucky S Corporation Income Tax and LLET Return



Form 765—Kentucky Partnership Income and LLET Return



Form 765-GP—Kentucky General Partnership Income Return

The KDOR continues to actively expand its e-filing capabilities.
3.

Kentucky Corporation Tax—2015 Forms.

The following schedules and forms are new for 2015 or have significant changes from
prior years:


Schedule NOL—Schedule NOL was updated to replace Part I, Section B with a
simplified calculation of the Net Operating Loss (NOL) carryforward for
Mandatory Nexus Consolidated filers. Additional instructions were added to
clarify that any prior year NOL carryforward is utilized first in meeting the 50%
limitation. Any current year NOL and/or carryforward NOL disallowed due to
the 50% limitation may be carried forward to future taxable years.



Schedule DS—Schedule DS, Distilled Spirits Tax Credit, is a new form for 2015
filing and claiming the distilled spirits tax credit.
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II.



Schedule DS-R—Schedule DS-R, Distilled Spirits Tax Credit Recapture, is a new
form for 2015 for computing the amount of distilled spirits tax credit that must be
recaptured in a given year.



Form 851-K—Form 851K, Kentucky Affiliations and Payment Schedule, was
updated for 2015 to include space for recording prior year credits, estimated
payments, and extension payments for both parents and subsidiaries.



Form 740NP-WH-P—Form 740NP-WH-P, Underpayment and Late Payment of
Estimated Tax on Form 740-NP-WH, was updated for 2015. The form was
extended to provide space for calculating the interest for individual partners,
members, or shareholders separate from the corporate partners or members.

TRANSACTIONAL/GROSS RECEIPTS TAXES.
A.

Legislative Developments.
1.

Prescription Drugs for Certain Animals

Both Chambers of the General Assembly have passed House Bill 423, which provides an
exemption from sales tax for prescription drugs and over the counter drugs for beef cattle, dairy
cattle, sheep, goats, swine, poultry, ratite birds, llamas, alpacas, buffalo, aquatic organisms,
cervids, or bees, if purchased on or after August 1, 2016, and before August 1, 2022. This
exemption is not yet the law as the bill has not been signed by the Governor.
2.

Beekeeping

Also included in House Bill 423 is an exemption for bees and related and equipment and
supplies for “bees used in a commercial enterprise.” The exemption applies to sales or purchases
made on or after August 1, 2016, and before August 1, 2022. This exemption is not yet the law
as the bill has not been signed by the Governor.
B.

Judicial Developments.
1.

City of Florence v. Flanery, Kentucky Court of Appeals, Case No. 2013CA-001112 (November 7, 2014) (unpublished), petition for rehearing
denied (March 13, 2015), motions for discretionary review granted,
Kentucky Supreme Court, No. 2015-SC-181-D and No. 2015-SC-178-D
(February 10, 2016) (Pending).

In City of Florence v. Flanery, the Court found the tax imposed by KRS 136.600 et seq.
to be unconstitutional and void. The case arose from the enactment in 2005 of certain taxes on
providers of communications and multichannel video programming services (the
“Telecommunications Tax”). KRS 136.660, a part of the taxing scheme, prohibits local
governments from collecting franchise fees from such providers.
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A number of Kentucky cities and the Kentucky League of Cities challenged the
constitutionality of the Telecommunications Tax in a declaratory judgment action filed in
Franklin Circuit Court. The cities claimed the tax impairs their right to levy franchise fees
against providers of communications and multichannel video programming services in violation
of Sections 163 and 164 of the Kentucky Constitution.
Prior to the enactment of the Tax, local governments collected franchise fees directly
from certain providers and received a portion of the public service company property taxes
imposed by the State. The Telecommunications Tax allows local governments to require
franchises but prohibits the collection of franchise fees. Instead, a portion of the funds generated
through the Telecommunications Tax are disbursed by the State to the political subdivisions in
lieu of locally collected franchise fees.
The cities claim the distributed funds do not fully compensate them for their lost tax and
franchise fee revenues. The cities maintain the Telecommunications Tax is unconstitutional
because it deprives them of a right to levy franchise fees granted by Sections 163 and 164 of the
Kentucky Constitution. Section 163 prohibits utilities from erecting infrastructure within a city
or town “without the consent of the proper legislative bodies or boards of such city or town being
first obtained”, i.e., a franchise. Section 164 prohibits municipalities from issuing franchises for
periods longer than twenty years and requires franchises to be awarded to the highest and best
bidder following a public solicitation. In addition to state officials, the Kentucky CATV
Association, Inc., a trade association representing cable television providers, is a defendant in the
action.
The Franklin Circuit Court issued its opinion on June 5, 2013, granting the defendants
judgment on the pleadings. The court held that despite any shortfall in payments to the cities, the
Telecommunications Tax and its prohibition on local franchise fees was a constitutionally
permissible exercise of legislative authority. The court held that Sections 163 and 164 of the
Kentucky Constitution did not prohibit the General Assembly from exercising control over the
levy and collection of franchise fees.
The Court of Appeals reversed the lower court holding local governments have the
constitutional right to grant franchises and collect franchise fees and the Telecommunications
Tax improperly abrogated those rights. The Court stated that the General Assembly may not
abridge a constitutional delegation of authority by legislative action; such an act requires a
constitutional amendment. Therefore, the Court held the Telecommunications Tax was void.
Both the state and the Kentucky CATV Association, Inc. filed motions for discretionary
review, which the Kentucky Supreme Court granted on February 10, 2016.
The authors’ firm represents the Kentucky CATV Association, Inc. in this action.
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2.

Praxair, Inc. v. Department of Revenue, Kentucky Board of Tax Appeals,
File No. K12-R-26 (November 19, 2014), appealed to Franklin Circuit
Court, Civil Action No. 2014-CI-1507 (December 18, 2014) (Pending).

In Praxair, Inc. v. Department of Revenue, the KBTA held that respiratory therapy
devices, including CPAPs, BiPAPs, VPaps and AUTOPAPs, were subject to sales and use tax
despite Medicare or Medicaid paying for all or a portion of the costs. The KBTA found the
governmental exemption from sales tax was inapplicable because the legal incidence of sales tax
fell upon the retailer and not Medicare or Medicaid. The KBTA also affirmed the KDOR’s
imposition of penalties finding that Praxair did not meet its burden of showing that it qualified
for a penalty waiver.
The taxpayer has appealed to the Franklin Circuit Court and is awaiting oral argument.
3.

Sam’s East, Inc. v. Department of Revenue, Kentucky Board of Tax
Appeals, KBTA File No. K13-R-21 and Wal-Mart East v. Department of
Revenue, KBTA File No. K13-R-20 (June 27, 2014), Franklin Circuit
Court, Civil Action No. 14-CI-00870 (June 9, 2015), appealed to
Kentucky Court of Appeals, Case No. 2015-CA-001054 (Pending).

In this case, the Franklin Circuit Court considered the constitutionality of retroactive
application of a 2009 amendment to KRS 139.570. During the period for which the taxpayers
claimed refunds (2003 to 2008), KRS 139.570 provided that a seller may deduct on each sales
tax return 1% of the tax due in excess of $1,000 as reimbursement for the cost of collecting and
remitting the tax. Three budget bills enacted during the refund period placed a $1,500 cap on the
total reimbursement allowed per taxpayer in any month. Effective July 1, 2008, the Kentucky
General Assembly passed a separate bill (that is, separate from the budget bills) formally
amending KRS 139.570 to reflect the $1,500 cap. In 2009, the General Assembly repealed and
reenacted KRS 139.570 to include the $1,500 reimbursement limit and apply the limit
retroactively to July 1, 2003.
On average, Petitioners Wal-Mart Stores East, LP (“Wal-Mart”) and Sam’s East, Inc.
(“Sam’s”) collect and remit a combined $17 million in sales tax each month to the KDOR. For
the periods of July 1, 2003 – June 30, 2004 and July 1, 2005 – June 30, 2008, Wal-Mart and
Sam’s remitted the sales tax collected and withheld $1,500 as vendor compensation. On
September 8, 2008, Wal-Mart and Sam’s submitted refund claims to the KDOR for vendor
compensation owed to them over the $1,500 limit. They argued their refund claims were filed
after the $1,500 cap provisions in the budget bills expired and within the four year statute of
limitations set forth in KRS 134.580.
The Petitioners also advanced several constitutional arguments in support of their refund
claims: (1) the budget bills violated the provision of Section 51 of the Kentucky Constitution
requiring that an act relate to only one subject and that the subject be expressed in the title of the
act; (2) the General Assembly cannot amend tax laws in budget bills; (3) the 2009 legislation
repealing and reenacting KRS 139.570 to include the $1,500 cap violated Section 180 of the
Constitution, as it diverted private money to the General Fund; and (4) the general four year
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statute of limitations in KRS 134.580 applied instead of the two year statute of limitations set
forth in KRS § 134.590(2). The Petitioners argued KRS 139.590 did not apply because they
were not challenging the constitutionality of KRS 139.570, but only the attempted amendments
to the statute by the budget bills.
After the KDOR denied their refund claims, the Petitioners appealed to the KBTA, which
affirmed the KDOR’s final rulings and held it did not have jurisdiction to reach the Petitioners’
constitutional challenges. The Petitioners appealed to the Franklin Circuit Court.
On appeal, the court considered four main issues. First, the court held the General
Assembly’s retroactive repeal and reenactment of KRS 139.570 in 2009 was constitutional.
Citing Miller v. Johnson Controls, 296 S.W.3d 392 (Ky. 2009), cert. den., 560 U.S. 935 (May
24, 2010), the court found the retroactive application of KRS § 139.570 was supported by a
legitimate legislative purpose, and the means chosen to advance that purpose were appropriately
tailored to the legislature’s legitimate objective. The legitimate objective of the legislation, the
court held, was to eliminate the windfall to large retailers that results when their collection costs
are calculated as a percentage of the total tax remitted, thus maximizing the tax collected for the
general obligations of government. Moreover, the court found that because the legislature took
interim actions to reduce compensation to retailers through the budget bills, the retailers were on
notice they could not rely upon the compensation formula, which was suspended in the budgets.
Although the court found its holding on retroactivity compelled a decision in favor of the KDOR,
it proceeded to briefly address the other issues in the case.
The court next held the repeal and reenactment of KRS 139.570 did not violate Section
180 of the Constitution, which provides that every act enacted by the General Assembly levying
a tax must specify the purpose for which the tax is levied, and no tax levied and collected for one
purpose shall ever be devoted to another purpose. The Petitioners argued that by taking money
that was supposed to be collected for reimbursing vendors and redirecting this money to the
General Fund, the money was collected for one purpose and devoted to another. The court
disagreed. The court noted that taxes collected by retailers are held in trust for the
Commonwealth, and the retailers have no property interest or private right to any of the funds
collected from consumers. Thus, the court found the money was collected for the general fund
all along and not impermissibly transferred.
The court then held that the cap provision in the budget bills did not violate Section 51 of
the Kentucky Constitution because the titles clearly related to appropriations and revenue
measures. The court reiterated that no private funds were at issue, as the retailers have no
property interest in the sales tax collected. The court also noted that Section 51 does not apply to
bills that modify or suspend a statute, and the budget bills only modified or suspended (not
amended) KRS 139.570.
Finally, the court found it did not need to determine whether the retailers’ claims were
barred by the statute of limitations, as the retailers’ refund claims were not meritorious.
The Petitioners have appealed the Franklin Circuit Court’s Opinion and Order to the
Kentucky Court of Appeals, and the case is under submission.
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4.

Interstate Gas Supply, Inc. for use and benefit of Tri-State Healthcare
Laundry, Inc. v. Department of Revenue, Finance and Administration
Cabinet, Franklin Circuit Court, Civil Action No. 12-CI-00947
(September 13, 2013), appealed to Kentucky Court of Appeals, Case No.
2013-CA-001766 (February 26, 2016).

The taxpayer scored a major victory in a recent decision issued by the Kentucky Court of
Appeals, which held Section 170 of the Kentucky Constitution exempts an institution of purely
public charity from the use tax imposed by KRS 139.310. The court held the use tax imposed by
Kentucky statute is similar enough to an ad valorem tax to render its enforcement on government
entities unconstitutional under Section 170 of the Kentucky Constitution.
The taxpayer, Tri-State Healthcare Laundry, Inc. (“Tri-State”) is an institution of purely
public charity providing laundry services to several non-profit hospitals in Northern Kentucky.
Tri-State purchased all of the natural gas used in its business from Interstate Gas Supply, Inc.
(“IGS”), a for-profit corporation headquartered in Ohio. Pursuant to KRS 139.340, IGS
collected and remitted use tax on the natural gas it sold to Tri-State. Tri-State and IGS then
timely filed an application for a refund of the use taxes paid by Tri-State and collected and
remitted by IGS on the basis that Tri-State is exempt from use tax under Section 170, which
provides, in pertinent part:
There shall be exempt from taxation public property used for public purposes; . . .
real property owned and occupied by, and personal property both tangible and
intangible owned by, institutions of religion, institutions of purely public charity,
and institutions of education not used or employed for gain by any person or
corporation, and the income of which is devoted to the cause of education. . .
The KDOR denied the refund claim, citing Children’s Psychiatric Hospital v. Revenue
Cabinet, 989 S.W.2d 583 (Ky. 1999). In Children’s Psychiatric Hospital, the Supreme Court of
Kentucky held Section 170 does not exempt purely public charities from the hospital provider
tax imposed on hospitals and physicians throughout the Commonwealth. The KBTA and the
Franklin Circuit Court affirmed the KDOR’s denial, holding that under Children’s Psychiatric
Hospital, the exemption set forth in Section 170 is limited to property taxes and does not apply to
use taxes.
The Kentucky Court of Appeals reversed. Citing Commonwealth ex rel. Luckett v. City
of Elizabethtown, 435 S.W.2d 78 (Ky. 1968), the court stated that under Kentucky law, “the use
tax imposed by KRS 139.310 is similar enough to an ad valorem tax to render its enforcement on
governmental entities unconstitutional under Section 170.” The court distinguished the provider
tax at issue in Children’s Psychiatric Hospital, noting the provider tax is imposed on revenues
commonly generated by the rendering of services to patients, and not by the acquisition or use of
any property. Thus, unlike the use tax, the provider tax does not function in any way similar to a
property tax. Finding no indication that Children’s Psychiatric Hospital explicitly or implicitly
overruled City of Elizabethtown, the court held that imposing the use tax on institutions of purely
public charity, like Tri-State, violates Section 170 of the Kentucky Constitution.
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The KDOR has 30 days to seek review from the Kentucky Supreme Court.
The authors’ firm represents IGS/Tri-State in the action.
5.

Progress Metal Reclamation Company v. Commonwealth of Kentucky,
Finance & Administration Cabinet, Department of Revenue, Kentucky
Court of Appeals, Case Nos. 2013-CA-1765 and 2013-CA-1776 (March
13, 2015), motion for discretionary review denied, Kentucky Supreme
Court, No. 2015-SC-175-D (February 10, 2016).

In this case, the Kentucky Court of Appeals addresses the tension arising in one of
Kentucky’s sales and use tax statutes related to a manufacturing exemption. While KRS
139.470(11) allows an exemption for industrial tools “directly used in manufacturing or
industrial processing” and having a “useful life of less than one (1) year”, the same statute
excludes from the scope of the exemption “repair, replacement, or spare parts”. Controversies
frequently arise as a result of the requirement that industrial tools have a useful life of less than
one year and the exclusion of repair and replacement parts.
“Industrial tools” are defined as: “[H]and 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. Normally, for industrial tools to be
considered directly used in manufacturing, they shall come into direct contact with the product
being manufactured.” The term “repair, replacement, or spare parts” is defined by KRS
139.010(26) (previously KRS 139.170(4)) to mean “any tangible personal property used to
maintain, restore, mend, or repair machinery or equipment.”
Progress Metal Reclamation Company argued hammer pins used in its business of
recycling and manufacturing scrap metal for steel mills were exempt as industrial tools, and also
claimed liquid oxygen used in its cutting torch was exempt as an industrial supply. KDOR
issued a final ruling holding the hammer pins were not industrial tools and the liquid oxygen was
an energy producing fuel, not an industrial supply, so neither was exempt from sales tax.
Progress Metal appealed the KDOR’s determinations to the KBTA wherein the testimony
established the hammer pins hold hammers in place on rotors that break up metal. Progress Metal
argued the hammer pins qualify for the exemption from tax because they function as chucks or
tool holders, which are expressly listed in the statute. Furthermore, Progress Metal argued the
hammer pins have a useful life of less than one year. The KDOR, by contrast, argued the
hammer pins did not qualify for the exemption because they were repair or replacement parts.
The KBTA agreed with the KDOR and held the hammer pins were not industrial tools but repair
parts.
Progress Metal also argued liquid oxygen used in an oxy-fuel torch cutting process to cut
large pieces of metal into smaller pieces was exempt from tax as an industrial supply. KRS
139.470(11)(a)2.b. defines this exemption to include “supplies such as lubricating and
compounding oils, grease, machine waste, abrasives, chemicals, solvents, fluxes, anodes,
filtering materials, fire brick, catalysts, dyes, refrigerants, explosives, etc.” Furthermore, the

10

company claimed the KDOR previously had exempted liquid oxygen from 1965 to 2004 but
changed its position in 2004, despite no change in the law, thus violating the doctrine of
contemporaneous construction. The KBTA noted the KDOR failed to address Progress Metal’s
argument regarding the doctrine of contemporaneous construction, and the KDOR did not argue
liquid oxygen was not an industrial supply. The KBTA, therefore, reversed the KDOR’s final
ruling as to the liquid oxygen.
Both parties appealed to the Franklin Circuit Court. The circuit court affirmed, finding
the KBTA’s decision was based on substantial evidence and a reasonable interpretation of the
law. Both the KDOR and Taxpayer filed appeals, which were consolidated in the Court of
Appeals.
On March 13, 2015, the Court of Appeals issued an opinion affirming the Franklin
Circuit Court’s decision in full. The Court first addressed the KDOR’s classification of liquid
oxygen, and agreed with the circuit court and the KBTA that the doctrine of contemporaneous
construction applied. Thus the Court held the KDOR to its longstanding treatment (“four-decade
long pattern of exemption”) of liquid oxygen as an industrial supply. The Court noted that it
need not resort to the doctrine of contemporaneous construction in the absence of an ambiguity,
but found an ambiguity existed.
With respect to Progress Metal’s use of hammer pins, the Court agreed with the KBTA
and the circuit court that the hammer pins were not “industrial tools” but instead were
“replacement parts” not exempt from taxation. Like the circuit court, the Court noted that, at
best, the hammer pins came into only incidental contact with the metal the mechanical hammer
was destroying, and the hammer pins simply “wore out” and were not intended to be “used up”
in the manufacturing process.
The Kentucky Supreme Court denied Progress Metal’s motion for discretionary review,
and the decision of the Court of Appeals is now final.
6.

Netflix, Inc. v. Commonwealth of Kentucky, Finance & Administration
Cabinet, Department of Revenue, Kentucky Board of Tax Appeals, KBTA
File Nos. K13-R-31 and K13-R-32 (September 23, 2015), appealed to
Franklin Circuit Court, Civil Action No. 15-CI-01117 (Pending).

The KBTA recently held Netflix’s streaming service does not qualify as “multichannel
video programming service” (“MVPS”) and is not subject to the gross revenues tax and excise
tax on MVPS, imposed pursuant to KRS 136.616 and KRS 136.604, respectively; and the utility
gross receipts license tax, imposed pursuant to KRS 160.614(6). MVPS is defined by
Kentucky’s statute as “programming provided by or generally considered comparable to
programming provided by a television broadcast station and shall include but not be limited to:
(a) Cable service; (b) Satellite broadcast and wireless cable service; and (c) Internet protocol
television . . . .” KRS 136.602(8)(emphasis added). A hearing was held before the KBTA in
October 2014 and a supplemental evidentiary hearing and oral argument was held in July 2015.
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In its Order of September 23, 2015, the KBTA held Netflix’s streaming service is not
“generally considered comparable to programming provided by a television broadcast station.”
The KBTA noted that “Netflix does not provide any live programming, such as sports, news, and
award shows, nor does it provide any linear programming, which means there is a set time
schedule for the programming.” The KBTA found that while Netflix’s streaming service and
“on demand” television services provided by broadcast and cable companies may be similar, the
“on demand” feature is only an incidental part of broadcast and cable television services
programming. The KBTA further stated that while broadcast and cable services require the use
of a television, Netflix is only available via the internet.
The KBTA also held Netflix’s streaming service does not fall within the statutory
definition of “cable service” under KRS 136.602(1). In its analysis, the KBTA noted Kentucky’s
definition of “cable service” appeared to track “at least some” of the language used in Florida’s
communications tax statute; but, there were significant differences. Netflix acknowledged that it
pays the communications tax on its streaming service in Florida because Florida’s statute, as the
KBTA determined, specifically includes “digital video” where Kentucky’s statute did not.
The KDOR has appealed the KBTA’s decision to the Franklin Circuit Court. Briefing is
complete and an oral argument should be scheduled in the near future.
The authors’ firm is co-counsel for Netflix.
7.

Shinin’ B Trailer Sales, LLC v. Department of Revenue, Kentucky Court
of Appeals, Case No. 2014-CA-001097-MR (September 4, 2015) (to be
published).

In this case, the Kentucky Court of Appeals affirmed an order of the Franklin Circuit
Court holding that horse trailers with living quarters qualified for a statutory exemption from
sales tax. Shinin’ B Trailer Sales, LLC (“Shinin’”), which sells horse and livestock trailers, was
audited by the KDOR for tax years 2008 through 2010. Following the audit, the KDOR issued
an assessment to Shinin’ based upon the sale of twenty-one horse trailers with living quarters
containing a kitchen, bathroom, seating area, storage area and sleeping facilities. All of the
trailers had a load capacity over 1,000 pounds and were designed to be drawn by a truck. In
addition, all of the trailers had a rear portion containing horse stalls and space for horse-related
items. Twenty of the trailers were designed to carry three or four horses, and one of the trailers
could carry six horses.
Shinin’ argued the trailers were exempt from sales tax under KRS 139.470(21), which
provides for an exemption for “[g]ross receipts from the sale of a semi-trailer as defined in KRS
189.010(12) and trailer as defined in KRS 189.010(17)[.]” KRS 189.010(12) defines
“semitrailer” as “a vehicle designed to be attached to, and having its front end supported by, a
motor truck or truck tractor, intended for the carrying of freight or merchandise and having a
load capacity of over one thousand (1,000) pounds.” “Trailer” is defined by KRS 189.010(17) as
“any vehicle designed to be drawn by a motor truck or truck-tractor, but supported wholly upon
its own wheels, intended for the carriage of freight or merchandise and having a load capacity of
over one thousand (1,000) pounds.”
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Although the parties agreed the vehicles at issue had a load capacity of over 1,000 pounds
and were designed to be drawn by a “motor truck or truck tractor”, the KDOR argued the
vehicles were not “intended for the carriage of freight or merchandise” for two reasons: (1) horse
trailers with living quarters are not objectively intended for a primary purpose as freight vehicles,
and (2) the transportation of horses in such vehicles is neither freight nor merchandise as used in
the statute. As to the first point, the KDOR claimed the presence of living quarters made it
impossible for the trailers to be used only or primarily for carrying freight or merchandise. The
court rejected this argument, noting that dictionary definitions of the word “intend” or “intended”
focus on the purpose for which an item is designed. The court found there was no question the
trailers were intended to transport horses, and the living quarters and storage space were included
to further that purpose. The court noted that under the rules of statutory construction, a court is
not at liberty to add other limiting language to the statute, such as “only”, “primarily”, or
“exclusively”, that the General Assembly chose not to include.
As to its second contention, the KDOR argued the carriage of horses in the trailers was
not “freight” within the meaning of the statute. The KDOR claimed the term “freight” requires
the property being transported be commercial in nature. Because the trailers included living
quarters, the KDOR argued the trailers were designed for the recreational carriage of horses as
opposed to a commercial use. The court disagreed, noting that the statutory definitions require
the trailers be “intended for the carriage of freight or merchandise.” The court noted that while
the word “merchandise” has a commercial connotation, the word “freight” is defined by
Webster’s Dictionary as “[g]oods carried by a vessel or vehicle, especially by a commercial
carrier…” and by Black’s Law Dictionary as “[g]oods transported by water, land, or air;
CARGO.” The court found that by including both terms, the General Assembly clearly intended
for the words to have different meanings, and the definition of “freight” may include the
transportation of goods for non-commercial purposes.
Thus, the court held the horse trailers fell within the plain meaning of the statutory
exemption and were exempt from sales tax pursuant to KRS 139.470(21).
The KDOR did not file a motion for discretionary review, and the Opinion of the Court
of Appeals is now final.
8.

Novelis Corporation v. Finance and Administration Cabinet, Department
of Revenue, Kentucky Board of Tax Appeals, K13-R-35; K14-R-22
(March 24, 2016).

The KBTA has held that refractory shapes used at an aluminum processing plant are
subject to sales and use tax, rejecting the taxpayer’s claim that the shapes are industrial supplies
or, alternatively, machinery for new and expanded industry. The taxpayer, Novelis Corporation
(“Novelis”), operates a plant in Berea, Kentucky, where it processes aluminum cans and
aluminum scrap into ingots that are sent to a sister plant for further processing. The majority of
the refractory shapes are used as a protective lining for the room-sized furnaces or aluminum
smelters that melt scrap aluminum during the hot metal stage.
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Novelis argued the refractory shapes are similar to “fire brick”, which is listed as an
industrial supply exempt from sales and use tax pursuant to KRS 139.470(10). The statute
exempts certain tangible personal property directly used in manufacturing or industrial
processing, if the property has a useful life of less than one year. Repair, replacement, and spare
parts, however, are excluded from the exemption. As opposed to industrial supplies, which are
intended to be “used up” in the manufacturing process, repair and replacement parts are used to
maintain or repair machinery and equipment.
The KBTA found the refractory shapes were an integral part of the large furnaces that
melt the molten aluminum. Any item that touches the molten aluminum must be lined with this
refractory material, and the refractory items must be purchased each year because they wear and
erode. Testimony before the KBTA indicated the shapes are replaced during annual or semiannual outages at the taxpayer’s plant. Because the shapes wear and erode and are used to mend
and repair the furnaces, the KBTA held these items are taxable repair and replacement parts.
The KBTA concluded the refractory shapes were distinguishable from fire brick, as the shapes
are specially engineered slabs purchased by the taxpayer that are not consumed completely
during the manufacturing process, unlike the standard fire brick included in the industrial
supplies definition since the 1960s.
The KBTA also held the refractory shapes do not qualify as exempt machinery for new
and expanded industry because repair, replacement, and spare parts are excluded from the
exemption. Furthermore, the KBTA held the shapes are not exempt from sales and use tax
pursuant to KRS 139.480(23), which exempts certain machinery or equipment used primarily for
recycling purposes. The KBTA found that when the aluminum enters the hot metal stage of the
taxpayer’s operation, the equipment, including the refractory shapes, is primarily being used for
manufacturing purposes and not recycling purposes. The KBTA noted the taxpayer can and does
receive an income tax credit for some of its recycling equipment, which it uses to transform
aluminum cans and scrap aluminum into the raw aluminum product used for its furnaces.
Finally, the KBTA rejected the taxpayer’s contemporaneous construction argument, holding the
statute at issue was unambiguous.
C.

Administrative Developments.
1.

Kentucky Sales Tax Facts.

The KDOR’s December 2015 issue of Kentucky Sales Tax Facts contains several
reminders for taxpayers:


While sales by non-profit schools and their affiliated groups are exempt from
sales and use tax pursuant to KRS 139.495 and 139.497, sales made by for-profit
schools and their affiliated groups are subject to tax under KRS 139.200. These
organizations must register to collect the tax under KRS 139.210.



Under KRS 139.470(21), gross receipts from the sale of semi-trailers are exempt
from sales and use tax. KRS 189.010(12) defines a “semi-trailer” as a “vehicle
designed to be attached to, and having its front end supported by, a motor truck or
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truck tractor, intended for the carrying of freight or merchandise and having a
load capacity of over one thousand (1,000) pounds.” The sale of a semi-trailer is
exempt from tax regardless of the manner in which the trailer is used after
purchase (i.e., for storage purposes or on-highway use).

III.



Generally, credit card transaction fees are not retail sales subject to sales tax in
Kentucky. However, fees received from the customer for using a credit card are
part of gross receipts, as defined in KRS 139.010(12)(a)2, if the product sold is a
taxable item.



Processing or document fees added to a customer’s bill to defray the cost of
paperwork associated with the sales transaction are for services necessary to
complete the retail sale and are part of gross receipts subject to tax under KRS
139.010(12)(a)3. Likewise, freight and delivery charges also must be included in
gross receipts pursuant to KRS 139.010(12)(a)4. However, if the product being
sold is exempt, then the document fees and freight and delivery charges also are
exempt. Title transfer fees or fees for late payment specifically identified on the
invoice to the customer are not included in taxable gross receipts as provided in
KRS 139.010(12)(c).

PROPERTY TAXES.
A.

Legislative Developments.
1.

Data Center Exemption.

House Bill 237 was passed by the Kentucky General Assembly, signed into law by the
Governor and becomes effective July 11, 2016. The act amends KRS 91.260 and 92.300 to
clarify that qualified data centers constitute manufacturing establishments and therefore qualify
for temporary exemption from local property taxes as an inducement to their locating within an
applicable city or urban-county, as provided by local ordinance. “Data center” is defined as a
structure or portion of a structure predominately used to house and continuously operate
computer servers and associated telecommunications, electronic data processing or storage, or
other similar components. Qualifying data centers must be established by the owner as having
an overall tier rating of 3 or 4 under the TIA-942 Telecommunications Infrastructure Standard
for Data Centers. The amendments apply only to new manufacturing establishments locating in
an applicable city or urban-county on or after the effective date of the legislation.
2.

Municipal Solid Waste Disposal Facilities.

House Bill 402 removes “municipal solid waste disposal facilities”, i.e., landfills, from
KRS 136.115 and KRS 136.120, which subjected the facilities to tax as public service
companies. Beginning with the 2017 tax year, landfills will be subject to property tax in the
same manner as other commercial enterprises. The bill has been passed by both Chambers of the
General Assembly, but has not yet been signed by the Governor. Accordingly, the bill is not yet
the law of the state.
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B.

Judicial Developments.
1.

Coleman et al. v. Campbell Co. Public Library Bd. of Trustees, Kentucky
Court of Appeals, Case No. 2013-CA-000883-MR (March 20, 2015) and
Kuhnhein et al. v. Kenton Co. Public Library Bd. of Trustees, Kentucky
Court of Appeals, Case Nos. 2013-CA-000874-MR and No. 2013-CA001010 (March 20, 2015); motions for discretionary review denied,
Kentucky Supreme Court, No. 2015-SC-188-D and No. 2015-SC-189-D
(December 10, 2015).

In a joint decision in Coleman et al. v. Campbell Co. Public Library Bd. of Trustees and
Kuhnhein et al. v. Kenton Co. Public Library Bd. of Trustees, the Kentucky Court of Appeals
held that library districts formed by petition must set their rates in accordance with KRS 132.023
and, in certain instances, KRS 173.790. Both cases were initially filed as refund class actions
challenging the method by which the library districts calculated their real property tax rates.
Under Kentucky law, library districts can be formed under a variety of different methods.
Prior to July 13, 1984, and in accordance with KRS 173.790, library districts could be formed by
filing a petition signed by 51% or more of the voters who voted in the last general election with
the County Fiscal Court. The petition had to specify the property tax rate to be levied to fund the
district. The statute also provides that the property tax rate for a library district created by the
petition method prior to July 13, 1984, cannot be increased or decreased without prior approval
of the voters.
Taxpayers in Kenton and Campbell counties brought suit against the library districts,
asserting that the districts increased their tax rates despite the fact that no petitions had been filed
in accordance with KRS 173.790. The library districts argued that this requirement has been
impliedly repealed by subsequent enactments of the General Assembly. Specifically, the library
districts point to KRS 132.023, which was enacted in 1979 and sets forth a formula for
calculating ad valorem property tax rates. From 1979 until the present, the library districts have
utilized KRS 132.023 to calculate their tax rates. In their complaints, the taxpayers asserted the
petition requirement in the library district statutes, as a more specific limitation only on library
districts, controls over the more general limitations subsequently enacted by the legislature in
KRS ch. 132.
In orders granting partial summary judgment in favor of the taxpayers, both the Campbell
and Kenton Circuit Courts ruled the petition procedures outlined in KRS 173.790 had to be
followed and that KRS 132.023 did not repeal the petition procedures. Thus, both courts held
the increases in the property tax rates in the districts were improper. In the Kuhnhein case in
Kenton Circuit Court, the judge ruled no refunds were due pursuant to the action because the
plaintiffs had not met the requirements of KRS 134.590, Kentucky’s statute governing property
tax refunds.
Both library districts appealed. In Kuhnhein, the taxpayers cross-appealed with regard to
their refund claims. In a joint opinion, the Court of Appeals reversed the rulings of the circuit
courts and found that the libraries could determine their tax rates using KRS 132.023. As a
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result of holding in favor of the libraries, the Court did not reach the cross-appeal issue of
refunds.
The Court found that KRS 132.023 and KRS 173.790 should be read harmoniously, and
held KRS 132.023(1) must be used to set the tax rate at the compensating tax rate, but when a
library district seeks to increase its tax rate above the 4% compensating rate the district must
comply with the petition requirement of KRS 173.790. The Court found support for its opinion
in the fact that there had been no legislative action on the issue for over 30 years, the library
districts had operated in good faith in compliance with directives of the executive branch, and to
hold otherwise would adversely affect 80 library districts.
The taxpayers filed motions for discretionary review from the Kentucky Supreme Court,
which were denied on December 10, 2015. The actions have now been remanded to the circuit
court, where summary judgment briefing is underway in the Coleman case.
2.

Grand Lodge F & A.M. and Springhill Village Retirement Community v.
Kenton County PVA and City of Taylor Mill, Kentucky Board of Tax
Appeals, File No. K12-S-69 (November 19, 2014), appealed to Kenton
Circuit Court, Civil Action No. 2014-CI-02367 (October 9, 2015),
appealed to Kentucky Court of Appeals, Case No. 2015-CA-001617
(Pending).

A Kentucky circuit court has held mere possession of a residential unit in a retirement
community constitutes a taxable leasehold interest. The units at issue are part of the “Springhill
Village Retirement Community”, located on real estate owned by the Grand Lodge of Kentucky,
Free & Accepted Masons (the “Grand Lodge”) and leased to the Masonic Retirement Village of
Taylor Mill, Inc. (“MRV”). MRV owns the improvements to the land, although Grand Lodge
retains the right to purchase the improvements from MRV. Both the Grand Lodge and MRV are
purely public charities exempt from taxation under Section 170 of the Kentucky Constitution.
The Springhill Retirement Community contains a total of 48 residential units. Each
resident enters into a “residential agreement” providing that the resident’s interest in the unit is
not assignable or transferable, the resident does not obtain title to the unit, and the resident
cannot mortgage or encumber the unit. The residential agreement can be terminated under the
following circumstances: death, transfer to a nursing home, election of resident to terminate, a
determination by MRV that the resident is incapable of continued occupancy, or a resident’s
refusal to cooperate. Pursuant to the agreement, residents pay an entrance fee between $151,000
and $252,000; 82% of this entrance fee is returned to the resident upon termination. Residents
also are responsible for monthly maintenance fees.
Recognizing the Grand Lodge and MRV are tax-exempt entities, the property valuation
administrator (“PVA”) assessed the residential units to the residents to whom the units had been
leased. The PVA assessed the residents pursuant to KRS § 132.195, which provides that when
any real or personal property exempt from taxation is leased to “a natural person, association,
partnership or corporation in connection with a business conducted for profit”, the leasehold is
subject to state and local taxation.
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The Grand Lodge and individual residents of the community appealed the assessments to
the KBTA. The KBTA voided the assessments, holding that both Grand Lodge and MRV were
tax-exempt charitable institutions and the use of the property in providing housing for the elderly
was within the charitable purpose of MRV.
The Kenton Circuit Court reversed. The court found that by focusing on the use of the
property, the KBTA failed to recognize “the separate interests of the residents as part of the
‘bundle of rights’ encompassed within the total legal interests in the real estate.” The court noted
the residents pay an entrance fee for the right to exclusive occupancy and enjoyment of the
residential units and also have a right to a refund of 82% of the entrance fee plus a percentage of
any increase in value upon resale of the units by MRV. Thus, the court held the interests of the
residents have value and, as such, are subject to property taxes.
The Grand Lodge and individual residents have appealed to the Kentucky Court of
Appeals.
3.

Chegg, Inc. v. Department of Revenue, Franklin Circuit Court, Civil
Action No. 14-CI-170 (October 29, 2014), appealed to Kentucky Court of
Appeals, Case No. 2014-CA-001922 (March 4, 2016).

The Kentucky Court of Appeals ruled in favor of the taxpayer in a case involving the
proper construction of an exemption from tangible personal property tax, affirming the circuit
court’s holding that textbooks stored in a Kentucky warehouse for subsequent shipment out of
state are exempt from tax, regardless of whether the books are returned to the state. The
taxpayer, Chegg, Inc. (“Chegg”), operates the nation’s leading network for online college
textbook rentals. In 2010, Chegg opened a warehouse and distribution facility in Bullitt County,
Kentucky. During the 2009 and 2010 tax years, Chegg stored textbooks in its Bullitt County
warehouse for shipment outside of the state within six months. Specifically, at the beginning of
each semester, Chegg rented out a substantial portion of its inventory. When the semester came
to a close, these books were returned to Chegg for subsequent rental. Typically, at the end of a
twelve to eighteen month cycle, Chegg shipped the books to a third-party seller or wholesale
liquidator outside Kentucky for final disposition.
Chegg argued its textbook inventory was exempt from tangible personal property tax
under KRS 132.097 and 132.099. KRS 132.097 exempts from state ad valorem tax personal
property placed in a warehouse or distribution center for subsequent shipment to an out of state
destination. The statute states that personal property shall be deemed to be held for shipment to
an out of state destination if the owner can reasonably demonstrate that the personal property
will be shipped out of state within the next six months. KRS 132.099 provides a similar
exemption from local ad valorem taxes.
The KDOR disagreed, arguing that the word “destination” in the relevant statutes must be
construed to mean “final destination.” Stated otherwise, the KDOR argued Chegg’s textbooks
were exempt from tax only if they were held for shipment out of state, never to return to
Kentucky again. The KBTA affirmed the KDOR’s assessment, and Chegg appealed to the
circuit court. The circuit court reversed, holding the plain language of the statutes does not
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require the personal property to be sent to a “final” or “permanent” destination, just a destination
that is outside Kentucky.
The Court of Appeals affirmed. The court acknowledged that statutes specifying tax
exemptions are construed narrowly, but noted that no construction of a statute – narrow or
otherwise – can “impinge upon the cardinal rule that a statute is to be construed in accordance
with its real intent and meaning and not so strictly as to defeat the legislative purpose.” The
court held the KDOR’s interpretation of KRS 132.097 and 132.099 impermissibly limits the
effect of the statutes by adding a qualification that the “destination” referred to in the statutes be
a “final” destination. Citing to Merriam-Webster’s Collegiate Dictionary, the court stated that
the plain meaning of “destination” is simply and unambiguously “a place to which one is
journeying or to which something is sent.” Nothing in this definition denotes or requires
permanence. Under the proper construction of the statutes, the court held Chegg was entitled to
the exemptions.
The KDOR has thirty days to seek review with the Kentucky Supreme Court.
4.

Stearns Coal Company v. McCreary County Property Valuation
Administrator, Kentucky Board of Tax Appeals, File No. K12-S-58
(January 13, 2014), appealed to McCreary Circuit Court, Civil Action No.
14-CI-00026 (February 11, 2014) (Pending).

Stearns Coal Company (“Stearns”) owned property located in McCreary County
consisting of approximately 400 acres and improvements. Between 1992 and 2010, the property
was valued at $1 million for property tax purposes. In 2011, a new property valuation
administrator (“PVA”) assessed the property at $10 million. Stearns appealed the PVA’s value
and the circuit court entered a value of $1 million for the 2011 year.
In 2012, the PVA again reassessed the property and valued it at $14 million. Stearns
appealed to the local board of assessment appeals, which reduced the valuation to $12 million.
Stearns then appealed to the KBTA.
Stearns presented separate appraisals of the land and improvements. Using comparable
sales, Stearns’ appraiser valued the land at $360,000. A second appraiser valued the
improvements at $500,000. However, the appraisal for the improvements considered only the
coal, preparation plant, and handling facilities; it did not value other improvements such as the
mineshaft, elevator, shop building or office building. The PVA failed to offer any information to
rebut Stearns’ appraisals.
The KBTA held Stearns carried its burden of proof as it related to the land. The use of
comparable sales by Stearns and the lack of evidence presented by the PVA were sufficient for
the KBTA to rule for Stearns on the land value. The KBTA rejected, however, Stearns’
valuation of the improvements because the valuation failed to account for all improvements on
the property. The KBTA also found there was insufficient evidence to support the PVA’s
claimed value of $12 million. In setting its value, the KBTA used the 2011 agreed upon value of
$1 million, subtracted the $360,000 value of the land and determined the improvements had a
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value of $640,000. The PVA has appealed the KBTA’s decision to the McCreary Circuit Court,
and discovery is being exchanged by the parties.
5.

Commonwealth v. Petrotek, Kentucky Court of Appeals, Case No. 2013CA-001152-MR (June 19, 2015) (not to be published); motion for
discretionary review filed, Kentucky Supreme Court, No. 2015-SC000401 (Pending).

In Commonwealth v. Petrotek, the Kentucky Court of Appeals considered the calculation
of tax assessments on unmined oil reserves. The appeal concerned taxes levied against four oil
wells that pumped a significant amount of oil within the first year (2008) but dried up soon after.
KRS 132.820(1) allows the KDOR to value and assess unmined reserves “at no more than fair
market value in place, considering all relevant circumstances.” Because the General Assembly
offered no guidance for determining fair market value of unmined resources, the KDOR
developed a formula to estimate the value of unmined resources and then levied taxes
accordingly. In the KDOR’s formula, the KDOR relied solely on production data from the
previous calendar year and refused to consider production data occurring after January 1st in the
tax-assessed year. Because tax bills for the current year were calculated by using data from the
prior year, Petrotek received a small tax bill in 2008 based on production numbers from 2007.
But in 2009, when production had drastically slowed, Petrotek received a large tax bill based on
peak production data from 2008. Petrotek challenged the KDOR’s 2009 assessment, arguing that
the 2009 assessment violated KRS 132.820(1) because the assessment taxed Petrotek for more
than the fair market value of the wells. Petrotek took its case to the KBTA, which considered that
post-January 1, 2009 production was much less than the production numbers used to calculate
the 2009 tax bill and found that “post-January 1 production data constituted a ‘relevant
circumstance’ within the meaning of KRS 132.820(1), and thus should have been incorporated in
the KDOR’s assessment for the 2009 year.” The Franklin Circuit Court affirmed the KBTA’s
decision, and the KDOR appealed.
On appeal, the court considered the amount of deference courts must give to an
administrative agency’s statutory interpretation. The court cited the landmark administrative law
decision Chevron, U.S.A., Inc. v. NRDC, Inc., 467 U.S. 837 (1984), noting that “[i]f an
administrative agency is charged with implementing a statute, and the language of that statute is
ambiguous, courts must defer to that agency’s interpretation so long as it is reasonable.”
However, the court noted that it would defer to an agency interpretation only if the interpretation
was an adopted regulation or formal adjudication. Because this case dealt with conflicting
interpretations by two agencies with the power to interpret KRS 132.820(1), the KDOR and the
KBTA, the court first considered the threshold issue of whether the agencies’ interpretations
were regulations or formal adjudications.
The court determined the KDOR only corresponded with taxpayers in an informal
manner and did not issue any regulations. Therefore, the court did not defer to the KDOR’s
interpretation because the interpretation did not constitute a regulation or formal adjudication.
The court found that the KBTA, however, engaged in a formal adjudication, and thus the court
considered whether it must defer to the KBTA’s interpretation of KRS 132.820(1) under the
Chevron framework.
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Under the Chevron analysis, the first step requires the court to use ordinary tools of
statutory construction to determine whether the General Assembly has “directly spoken to the
precise question at issue.” If the court determines the General Assembly has directly spoken, the
court must give effect to the clearly stated intent of the General Assembly. If, however, the
General Assembly has not spoken and the statute is silent or ambiguous about the particular
issue, the court proceeds to the second step of the Chevron analysis and determines “whether the
agency’s answer is based on a permissible construction of the statute.” If the agency’s
interpretation is permissible, the court should generally follow that interpretation.
In applying the Chevron framework, the court concluded it must defer to the KBTA’s
interpretation of KRS 132.820. First, the court determined the General Assembly did not
specifically address whether post-January 1 production data constituted a “relevant
circumstance” within the meaning of the statute. Furthermore, the court concluded KRS 132.820
was ambiguous because a reader could interpret the term “relevant circumstance” in many
different ways. Next, the court concluded that the KBTA’s interpretation of the statute was
reasonable by relying on Kentucky cases that define the term “fair cash value” and a case from
another jurisdiction that determined the refusal to consider post-January 1 data in valuing an oil
and gas lease that suffered a decline in production ignored relevant information. Therefore, the
court concluded that the KBTA’s determination of post-January 1 data as relevant was
appropriate.
The KDOR has filed a motion for discretionary review with the Kentucky Supreme
Court.
6.

Kuhnhein v. Northern Kentucky Area Planning Comm’n and the Northern
Kentucky Area Planning Council, Kentucky Court of Appeals, Case No.
2014-CA-000468-MR (September 11, 2015), motion for discretionary
review filed, Kentucky Supreme Court, No. 2015-SC-000593 (Pending).

The Kentucky Court of Appeals recently granted judgment in favor of the Northern
Kentucky Area Planning Commission and Northern Kentucky Area Planning Council
(collectively “NKAPC”), finding the collection of ad valorem taxes by the NKAPC was valid
because the NKAPC had not been dissolved as provided by statute. The NKAPC was formed in
1961 by adjoining Kenton and Campbell counties in Northern Kentucky pursuant to KRS §
147.610, which permits the creation of an area planning commission “[i]n any two (2) or more
adjacent counties, one (1) of which has a city having a population of more than 50,000 and not
more than 200,000 inhabitants as declared by the last federal census”. The City of Covington in
Kenton County then had a population of more than 50,000 inhabitants.
Pursuant to KRS 147.660(1), a validly created area planning commission is a political
subdivision “in perpetual existence, with power to . . . levy an annual tax” to defray necessary
and incidental expenses of the commission. The statute also provides a method for dissolving a
commission, and provides that any member county of an area planning commission may
withdraw its membership but, the commission would continue to function with the remaining
county members.
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In 1984, Campbell County withdrew from the NKAPC by following the process outlined
by statute, and, in 2008, the City of Covington’s population dropped below 50,000.
Nevertheless, the NKAPC continued to operate as an area planning commission comprised of
Kenton County and various cities within its territory, and the NKAPC continues to assess ad
valorem taxes to fund its operations.
This action was filed by Garth Kuhnhein, a resident of Kenton County. Mr. Kuhnhein
alleged the assessment and collection of ad valorem taxes by the NKAPC was invalid because
the commission no longer meets the requirements of an area planning commission under KRS
147.610. The Kenton Circuit Court granted summary judgment in favor of the NKAPC.
The Kentucky Court of Appeals affirmed. The court noted the statutory procedures for
dissolving the NKAPC had not been successfully followed; therefore, the commission continued
to exist. Although the court noted there may be “some rational logic” to Mr. Kuhnhein’s
position, it held the statute was clear that the NKAPC could only be dissolved by following the
necessary statutory procedures. The court found that accepting Mr. Kuhnhein’s argument
“would be repugnant to the constitutional doctrine embodied in Sections 27 and 28 of the
Kentucky Constitution [separation of powers]”, as the dissolution of an area planning
commission is power exercised by the legislative department of the government and may not be
exercised by the judiciary.
Mr. Kuhnhein has filed a motion for discretionary review with the Kentucky Supreme
Court.
7.

CPT Louisville I LLC v. Jefferson County Property Valuation
Administrator, Kentucky Board of Tax Appeals, Final Order No. K-24995
(January 8, 2016).

In a recent case involving a real property tax assessment against an upscale shopping
center, the KBTA granted a directed verdict in favor of the Jefferson County PVA, holding the
taxpayer failed to meet its burden of proving the property was assessed at a value greater than
fair cash value.
The property at issue, known as the Paddock Shoppes, is an outdoor shopping mall
located in Jefferson County, east of the City of Louisville. In 2014 and 2015, the PVA assessed
the property at $111,485,968.58, which was the stated consideration in the deed for the property,
filed in May 2013. The taxpayer argued the property should have been valued at only
$92,000,000. After the Jefferson County Board of Assessment Appeals upheld the PVA’s
assessments for both years, the taxpayer appealed to the KBTA.
At the KBTA, the taxpayer presented an appraisal of the property for tax year 2014. In
addition, the taxpayer’s appraiser testified that the sales price of the property in 2013 was not an
accurate indication of the property’s fair cash value because the price likely included tangibles
and intangibles, such as trained work force, aesthetics, going concern value, and business value.
The appraiser testified that he had not reviewed any sales documents to explain or understand the
difference between the $92,000,000 value he assigned to the property and the sales price of the
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property in 2013. Instead, the appraiser used a “residual method”, where he appraised the land
and buildings and assumed the remainder of the sales price included other tangibles and
intangibles.
The KBTA rejected the taxpayer’s argument that any intangible component included in
the sales price should be excluded from the fair cash value of the property. Citing its decision in
Walgreen Co. and Wilgreen LLC v. Fayette County Property Valuation Administrator, Final
Order No. K-24624 (KBTA March 26, 2014), a decision upheld by the Fayette Circuit Court and
pending before the Kentucky Court of Appeals, Case No. 2015-CA-000407, the KBTA
concluded that any intangible component enhanced the value of the buildings and land and could
not be disregarded in determining the property’s fair cash value. Stated otherwise, any added
intangible value would be reflected in the 2013 sales price between a willing seller and a willing
buyer. The KBTA noted that other states, including Wisconsin and Iowa, also have concluded
that intangibles such as “business value” or “transferable income producing capacity” are
intertwined with the value of the land and buildings and should be included in the value of the
overall property.
Therefore, the KBTA held the 2013 sales price of the shopping mall was the best
evidence of the property’s fair cash value. Because the taxpayer failed to meet its burden of
proving the fair cash value of the property was less than the sales price, the KBTA granted a
directed verdict in favor of the PVA.
8.

Brandyview Apts., Ltd. v. Madison County Property Valuation
Administrator, Kentucky Board of Tax Appeals, Final Order No. K-25032
(February 25, 2016).

An appraiser valuing a low income apartment complex must consider the restrictions on
the property’s rental and transfer, the KBTA held recently. The KBTA considered the assessed
value of a low income housing tax credit (“LIHTC”) complex in Richmond, Kentucky, which
consists of a sixteen-unit apartment building and four duplex units subject to the federal LIHTC
income and rent restrictions. The Madison County PVA assessed the property at $1,340,000 for
the 2014 tax year. The Madison County Board of Assessment Appeals lowered this assessment
to $1,040,000, and the PVA assessed the complex at $1,040,000 for the 2015 tax year. The local
board upheld the PVA’s 2015 assessment. The taxpayer appealed both the 2014 and 2015
assessments to the KBTA, claiming a value of $580,000 for tax year 2014 and $585,000 for tax
year 2015.
Each party presented an appraisal in support of its valuation. The PVA’s appraisal was
based upon the property’s value as if it were not a low income housing complex with restrictions
on its rental and transfer. Thus, the PVA and his appraiser treated the property as a regular free
market property, although the PVA’s own witness acknowledged that free market properties and
LIHTC properties are materially different. The taxpayer’s appraiser, by contrast, had significant
experience appraising LIHTC properties and valued the property using an income approach.
Although he testified that there were not sufficient sales of comparable low income housing
projects in the area to enable him to undertake a supporting comparable sales approach, he did
testify that he used at least some regional sales of low income housing projects and other non-
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low income units in order to arrive at his capitalization rate of eight percent. However, he did not
present back-up sales information to support his capitalization rate calculation.
The PVA also presented a witness who reviewed the appraisal report submitted by the
taxpayer. While the PVA’s witness testified he would have preferred to see the back-up sales
information supporting the capitalization rate used by the taxpayer’s appraiser, he acknowledged
he had not conducted an independent appraisal or capitalization rate analysis.
The KBTA held the taxpayer met its burden of proving the PVA’s assessment overvalued
the property and supported its claimed value with competent evidence from an appraiser with
significant experience valuing the type of property at issue. The KBTA stated that restrictions
placed on low income housing complexes must be considered by the assessor in the valuation of
the property. The KBTA also noted that it had no evidence before it upon which to fix the fair
cash value of the property other than the testimony introduced by the taxpayer. Therefore, the
KBTA held the property should be valued at $580,000 for tax year 2014 and $585,000 for tax
year 2015.
9.

Ruby Bennett v. Harlan County Property Valuation Administrator, K15-S39, Kentucky Board of Tax Appeals, Final Order No. K-25033 (February
25, 2016).

The KBTA recently found in favor of a taxpayer from Harlan County, Kentucky,
decreasing an assessment of the Harlan County PVA by fifty percent. At issue was a parcel of
commercial property on Central Street in downtown Harlan, valued at $180,000 by the PVA.
The taxpayer valued the property at $90,000 and appealed the PVA’s assessment to the Harlan
County Board of Assessment Appeals, which affirmed the PVA’s assessment. The taxpayer
appealed the local board’s ruling to the KBTA.
Although the taxpayer did not present an appraisal, she offered testimony with respect to
the property’s condition. Specifically, the taxpayer testified before the KBTA that the three story
building on the property had no air conditioning or heating and had not been leased. She also
testified that the building had a major roofing problem, which resulted in water damage and
required the removal of walls and wiring and led to continuous issues with mold. The walls and
wiring had not been replaced as of the assessment date, and the taxpayer testified that the roof
continues to leak.
In support of the assessment, the PVA presented information from five sales in
downtown Harlan, and a representative from the KDOR offered a cost approach study for the
property. However, no adjustments were made to the five sales prices to account for size or
condition of the property. Thus, the KBTA found the sales offered by the PVA were not
comparable to the subject property. The KBTA also noted that the cost approach did not account
for the extensive damage to the building.
Ultimately, the KBTA was persuaded by color pictures of each floor of the property
entered into the record by the taxpayer. The pictures showed that the top two floors of the
building had no drywall or ceilings, and KBTA found these floors currently were not inhabitable.
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Although a portion of the first floor appeared to be inhabitable, the KBTA noted that this floor,
too, appeared to have been renovated and had obvious mold removed in order to be livable.
Based upon this evidence, the KBTA concluded the building could not be compared to other
inhabitable buildings in downtown Harlan.
Interestingly, in May 2015, four months after the January 1, 2015 assessment date, the
building sold at an absolute auction for $15,000. The KBTA noted that while an appraisal may
have shown the building was worth even less than the taxpayer’s claimed value of $90,000, the
taxpayer was bound by the value claimed in her petition. Thus, the KBTA reversed the final
ruling of the local board and directed that the property be assessed at a fair cash value of
$90,000.
10.

Wilgreens, LLC and Walgreen Co. v. David O’Neill, Fayette County
Property Valuation Administrator, Kentucky Board of Tax Appeals, Final
Order No. K-24624 (March 26, 2014), Fayette Circuit Court, Civ. Action
No. 14-CI-1566 (February 18, 2015), appealed to Kentucky Court of
Appeals, Case No. 2015-CA-000407 (Pending).

The Fayette Circuit Court has affirmed a final order of the KBTA upholding an
assessment of $5,086,000 for tax years 2012 and 2013 on certain property serving as the location
for a Walgreens retail store. The property is situated on Nicholasville Road in Lexington,
Kentucky, in a high traffic area surrounded by a residential community and high-end retail. In
2005, the petitioners, Wilgreens, LLC and Walgreen Co. (collectively “Walgreens”) entered into
an agreement with the owner of the property to construct the building according to Walgreens’
specifications. That same year, the owner entered into a triple net lease with Walgreens, wherein
Walgreens agreed to pay all real estate taxes on the property. The owner later placed the
property for sale, and, in 2007, the land and building subject to the lease sold for $6,275,000.
The property also was listed for sale in 2013 at a price of $6,900,000.
The Fayette County PVA used the income approach to value the property for tax years
2012 and 2013. Walgreens argued the property was worth only $2,600,000, and appealed the
PVA’s assessments. At the KBTA, both parties presented testimony from three witnesses.
Walgreens’ certified appraiser valued the property at $2,600,000 by comparing sales of two
properties outside of Fayette County and five properties within Fayette County. The properties
within Fayette County, however, were in a small strip shopping center and were not located on
Nicholasville Road. The KBTA upheld the PVA’s value of $5,086,000, noting that the existence
of a long-term, build-to-suit lease on commercial property adds measurable value to that property
which must be taken into consideration by the PVA when assessing the property. The KBTA
found that Walgreens’ witnesses either provided no valuation evidence or failed to provide an
analysis quantifying the difference in value between the PVA’s assessment and Walgreens’
proposed value.
The Fayette Circuit Court affirmed. The court held there was insufficient evidence that
the 2007 sale of the property was not a fair, voluntary sale, and that it is permissible under the
Kentucky Constitution to regard the purchase price as an approximation of fair cash value. The
court rejected Walgreens’ argument that the contract rights associated with Walgreens’ leases are
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intangible property exempt from taxation, noting that the income approach to fix fair cash value
is valid, and all income from or rental value of real property is a proper factor to be considered
when valuing the property for tax purposes. The court also reasoned that the location chosen by
Walgreens is one of the prime retail areas not only in Lexington, but perhaps in the state of
Kentucky. The property sales considered by Walgreens’ expert, moreover, were not comparable
to this particular location because they were not of free-standing properties and the properties
were not located on Nicholasville Road.
Walgreens has appealed to the Kentucky Court of Appeals, and an oral argument has
been scheduled.
11.

Perry County Real Property Assessments – Kentucky Board of Tax
Appeals, Perry County PVA v. Glenn Baker, K15-S-66, Final Order No.
K-25054 (March 24, 2016); Perry County PVA v. Glenn Baker, K15-S-67,
Final Order No. K-25055 (March 24, 2016); Perry County PVA v. Glenn
Baker, K15-S-68, Final Order No. K-25056 (March 24, 2016); Perry
County PVA v. Glenn Baker, K15-S-72, Final Order No. K-25057 (March
24, 2016); Perry County PVA v. Daniel Boone Ltd. Partnership, K15-S85, Final Order No. K-25063 (March 24, 2016).

The Perry County PVA’s recent attempts to increase property tax assessments in the heart
of Kentucky coal country have been rejected by the KBTA. On March 24, 2016, the KBTA
issued five orders adjudicating real property appeals from Perry County. With one exception, the
KBTA found the PVA failed to present sufficient evidence to support increasing the value of the
properties.
Four of the five appeals involved the same taxpayer, Glenn Baker. The KBTA upheld
the decision of the Perry County Board of Assessment Appeals lowering the value of a parcel of
commercial property owned by Mr. Baker from $2,450,000 to $2,100,000. The KBTA noted the
PVA failed to present any valuation evidence at the hearing, did not provide an income or sales
comparison approach, and did not conduct an appraisal of the property. Although the PVA
utilized the sales price in a deed for the property from a 2011Master Commissioner’s sale and
from a quitclaim deed the following year, the taxpayer presented evidence at the hearing that
neither the 2011 or 2012 deeds represented the fair cash value of the property due to
circumstances surrounding each sale. Because the KBTA had no valuation evidence on behalf of
the PVA upon which it could raise the value of the property, the KBTA affirmed the value set by
the local board.
Likewise, the KBTA affirmed the local board’s ruling valuing an unimproved lot owned
by Mr. Baker at $35,000. The PVA valued the lot at $70,000. Although the PVA’s
representative relied upon the value of three other properties to support the assessment, the
KBTA found that unlike the lot at issue, each of the other properties had an improvement.
Furthermore, the PVA’s witness testified the lot was in the flood zone and therefore could not be
improved. The taxpayer testified that he receives no income from the lot, which is used for free
parking.
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Finally, the KBTA upheld the local board’s value of Mr. Baker’s commercial hotel
property, which lowered the PVA’s assessment from $2,421,000 to $2,000,000. Once again, the
KBTA found the PVA failed to present any valuation evidence in support of the assessment.
The KBTA also affirmed the local board’s ruling valuing a motor inn at $850,000, significantly
lower than the PVA’s assessment of the property at $1,650,000. Although the PVA relied upon
assessments of other hotels in the area, the KBTA noted that assessments do not constitute
competent probative valuation evidence.
The PVA did score one victory with respect to an unimproved, partially paved lot. The
KBTA upheld the PVA’s assessment valuing the lot at $700,000, which was based upon the
2006 deed price for the property. The KBTA noted that the taxpayer listed the property for sale
at $700,000, and testimony from the PVA’s witness indicated the commercial area surrounding
the lot was doing well. Thus, the KBTA held the PVA met his burden of proof that the property
was worth $700,000 for 2015.
IV.

OTHER TAXES/EXACTIONS.
A.

Judicial Developments.
1.

Saint Joseph Health System, Inc. v. Department of Revenue, Kentucky
Board of Tax Appeals, File No. K12-R-18 (April 30, 2015), appealed to
Franklin Circuit Court, Civil Action No. 15-CI-0583 (March 15, 2016).

The Franklin Circuit Court recently held Saint Joseph Health System, Inc. (“Saint
Joseph”), a Kentucky corporation operating several hospitals in the state, is not entitled to
refunds of Kentucky’s hospital provider tax. The hospital provider tax, imposed pursuant to
KRS 142.303, is a 2.5% tax on the gross revenues received by a provider for the provision of
hospital services.
Saint Joseph argued federal law expressly prohibits application of Kentucky’s hospital
provider tax to gross revenues received with respect to payments from the Federal Employees
Health Benefits (“FEHB”) Fund, CHAMPUS/TRICARE, and Medicare Advantage. Federal
statute 5 U.S.C. § 8909(f)(1) provides no state may impose, either directly or indirectly, taxes,
fees or other monetary payments on federal carriers with respect to any payment from the FEHB
Fund. Pursuant to federal regulations, any state tax on receipts from TRICARE and Medicare
Advantage also is prohibited. See, 32 C.F.R. §199.17(a)(7)(ii) and (iii) and 42 C.F.R § 422.404.
The Franklin Circuit Court, however, upheld the KDOR’s denial of Saint Joseph’s refund
claims. The court held federal law does not prohibit taxation of Saint Joseph’s receipts because
Saint Joseph is a healthcare provider, not an insurance carrier, and the mere possibility that Saint
Joseph may pass the costs of the provider tax on to federal carriers was insufficient to preempt
application of Kentucky’s provider tax to Saint Joseph’s receipts.
This case is final.
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2.

Revelation Energy, LLC v. Commonwealth of Kentucky, Finance and
Administration Cabinet, Department of Revenue, Pike Circuit Court, Civil
Action No. 14-CI-00799 (May 20, 2015), appealed to Kentucky Court of
Appeals, Case No. 2015-CA-000930 (Pending).

The taxpayer in this case, Revelation Energy, LLC (“Revelation”), alleged the prepurchase refund permit requirement set forth in KRS 134.580(8) and KRS 138.345 violates the
Due Process Clause and Equal Protection Clause of the United States Constitution and Section 2
of the Kentucky Constitution. KRS 134.580(8) states that “[n]o person shall secure a refund of
motor fuels tax under 134.580 unless the person holds an unrevoked refund permit issued by the
department before the purchase of gasoline or special fuels and that permit entitles the person to
apply for a refund under KRS 138.344 to 138.355.” KRS 138.345 states that “[n]o person shall
secure a refund of tax under KRS 138.344 unless the person is the holder of an unrevoked refund
permit issued by the Department of Revenue before the purchase of the gasoline or special fuel,
which permit shall entitle the person to make application for a refund under KRS 138.344 to
138.355.”
From October 20, 2009 through January 5, 2011, Revelation purchased significant
amounts of special fuel for use in unlicensed vehicles and equipment for nonhighway purposes
related to its coal mining operations in Kentucky. Revelation purchased the fuel from licensed
Kentucky dealers, who charged Revelation the special fuel tax imposed by KRS 138.220 and the
petroleum environmental assurance fee imposed by KRS 224.60-145. Until the beginning of
2011, Revelation was unaware its nonhighway use of the special fuel meant its purchases were
exempt from the special fuel tax and the petroleum environmental assurance fee.
Once Revelation became aware it had been paying special fuel tax and the petroleum
environmental assurance fee on its special fuel purchases in error, Revelation applied for a
Kentucky motor fuels tax refund permit with the KDOR. The KDOR granted Revelation’s
application and issued a permit with an effective date of January 6, 2011. In October 2011,
Revelation submitted refund applications to the KDOR for refund of the special fuel taxes and
petroleum environmental assurance fees it mistakenly paid during the calendar years ending
December 31, 2009 through December 31, 2011. Revelation’s refund applications were filed
within the four year statute of limitations imposed by KRS 134.590.
The KDOR granted Revelation’s refund claim for taxes and fees paid on purchases of
special fuel after the January 6, 2011 effective date of Revelation’s motor fuels tax refund
permit. However, the KDOR denied Revelation’s refund claim for $968,182.18 in special fuel
taxes and $65,546.28 in petroleum environmental assurance fees Revelation paid on its purchase
of special fuel for nonhighway purposes made between October 20, 2009 and January 5, 2011,
alleging Revelation did not meet the pre-purchase refund permit requirement set forth in KRS
134.580(8) and KRS 138.345.
Revelation protested the KDOR’s denial of its refund claim, alleging the pre-purchase
refund permit requirement is unconstitutional. The KDOR issued a Final Ruling denying
Revelation’s claim, and Revelation appealed to the KBTA. The KBTA upheld the KDOR’s
Final Ruling, finding it did not have jurisdiction to rule on Revelation’s challenge to the facial
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constitutionality of the pre-purchase refund permit requirement under KRS 134.580(8) and KRS
138.345.
Revelation appealed the KBTA’s order to the Pike Circuit Court. In a lengthy opinion,
the court held the pre-purchase refund permit requirement in KRS 134.580(8) and KRS 138.345
violates the Due Process Clause of the United States Constitution. The court noted the Due
Process Clause requires states to provide sufficient procedural safeguards against erroneous or
unlawful exactions of tax. In order to satisfy this standard, the government must provide
taxpayers with either: (1) a pre-deprivation remedy, which allows the taxpayer to withhold the
tax and dispute the amount owed; (2) a post-deprivation remedy, which allows the taxpayer to
challenge the amount paid and obtain a refund of taxes wrongfully collected; or (3) a
combination of both a pre-deprivation remedy and a post-deprivation remedy that allows the
taxpayer to challenge its correct tax liability.
The court found that, where applicable, KRS 134.580 generally satisfies this standard by
providing Kentucky taxpayers with the right to challenge a Kentucky tax they believe was
erroneously paid or wrongfully collected, and to obtain a refund if their challenge is successful.
However, the court noted, when a taxpayer erroneously pays motor fuels tax on the purchase of
nonhighway special fuel, the pre-purchase refund permit requirement restricts the taxpayer’s
right to pursue a refund claim under KRS 134.580 to only those taxes paid after the taxpayer
secured a motor fuel refund permit from the KDOR. Thus, the refund permit requirement
effectively eliminates any meaningful post-deprivation remedy provided by KRS 134.580 for
taxpayers like Revelation who discover they have mistakenly overpaid fuel taxes and are left
with no recourse to recover the overpayment. The court noted it was unaware of any other state
tax for which the taxpayer’s general refund rights for the overpayment of taxes are similarly
restricted.
Importantly, the court found the Supreme Court’s decision in McKesson Corporation v.
Division of AB&T, 496 U.S. 18 (1990) – where the Court outlined guidance regarding the
protections a state must provide in the context of tax refund procedures in order to satisfy the
requirements of due process – was not limited to unconstitutional taxes. The court also
distinguished the pre-purchase refund permit requirement from permissible procedural refund
requirements, such as a statute of limitations period for claiming a refund. The court noted that a
statute of limitations period typically begins to run upon the occurrence of an identifiable event,
such as the filing of a tax return or the payment of tax. The taxpayer then has a reasonable
period of time in which to uncover any error and seek a refund. In addition, statutes of limitation
provide a balance in that a reasonable limitations period protects the state’s interest in financial
stability by not having to account for an indefinite number of refund claims. Unlike a reasonable
statute of limitations, however, the pre-purchase refund permit requirement provides no room for
taxpayer error and eviscerates a taxpayer’s remedy where the taxpayer erroneously pays tax
without first seeking a permit.
The KDOR has appealed the Pike Circuit Court’s Opinion and Order to the Kentucky
Court of Appeals.

29

3.

T-Mobile South LLC v. Kentucky Commercial Mobile Radio Serv. Emer.
Telecommunications Bd., Kentucky Board of Tax Appeals, File No. K09R-24 (Sept. 23, 2015), appealed to Franklin Circuit Court, Civil Action
No. 15-CI-01124 (Pending).

The KBTA recently held it lacked jurisdiction over disputes concerning the State’s
emergency 911 fund. The fund is operated and maintained by the Commercial Mobile Radio
Service (“CMRS”) Board. In this case, the petitioner, T-Mobile, appealed a ruling issued by the
CMRS Board denying T-Mobile’s claim for a refund of service charges it had remitted. The
case was held in abeyance pending final resolution of Virgin Mobile U.S.A., L.P. v.
Commonwealth of Kentucky, 2012-SC-000621-DG & 2012-SC-00626-DG (Ky. Dec. 18, 2014)
(to be published), which addressed the same substantive issue, i.e., the collection of the service
charge by wireless prepaid phone providers. The CMRS Board moved for dismissal based on
lack of jurisdiction. The motion to dismiss initially was denied by the KBTA without
explanation, but the issue was revisited when new members of the KBTA took office.
The KBTA’s jurisdictional statute, KRS 131.340, empowers it to hear final rulings “of
any agency of state government affecting revenue and taxation”. The issue presented was
whether the KBTA had jurisdiction to hear an appeal in which the petitioner sought a refund of
the 911 service charge. Pursuant to statute, the CMRS Board collects the 911 service charge
from wireless providers to implement and maintain an enhanced wireless 911 service. The
service charge goes into the “CMRS fund”.
The parties’ arguments centered upon whether the service charge is a “fee” or a “tax”.
Unlike taxes, fees must bear a relationship to the cost of administering the regulatory program.
T-Mobile argued the service charge is a tax because the amounts collected from the service
charge exceed those expended in administration and enforcement of the CMRS statutes.
However, the CMRS Board argued, and the KBTA agreed, that the statute governing the service
charge – KRS 65.7631 – clearly provides that all funds collected are used to establish and
improve emergency 911 services. T-Mobile also claimed the service charge was paid directly to
the Kentucky State Treasurer, and this direct payment made the charge a tax, although
information at oral argument revealed the money was then transferred from the General Fund to
the CMRS fund. The KBTA found that whether money was initially deposited into the state
treasury or a special fund was not dispositive of whether the charge was a “fee” or “tax”.
Because it found the service charge was a fee over which it had no jurisdiction, the KBTA
dismissed T-Mobile’s appeal.
T-Mobile has appealed the KBTA’s decision to the Franklin Circuit Court.
4.

Owensboro Grain Co., LLC v. Finance and Administration Cabinet,
Department of Revenue, Kentucky Board of Tax Appeals, Final Order No.
K-25051 (February 25, 2016).

The KBTA recently held that fuel purchased and loaded into tank cars in Kentucky for
immediate shipment out-of-state is not subject to the special fuels tax and petroleum
environmental assurance fee. The taxpayer, Owensboro Grain Company, produces a wide

30

variety of products from soybeans. In 2007, the taxpayer opened a biodiesel fuel production
facility to produce its B100 renewable biodiesel fuel, which blends vegetable oils with diesel fuel
to create cleaner fuel that substantially reduces carbon emissions. The manufacture of the B100
biodiesel fuel occurs at the taxpayer’s plant locations in Western Kentucky.
During the period at issue, the taxpayer sold some of its biodiesel fuel to out-of-state
purchasers. Under the terms of the taxpayer’s sales contracts, the fuel was sold FOBOwensboro, Kentucky, and the purchasers made their own arrangements for shipping the fuel
out-of-state. In each instance, the fuel was loaded into the carrier’s tank car or tank truck in
Kentucky and then shipped directly to the purchaser’s out-of-state location.
The KDOR argued that although the fuel was exported to out-of-state customers, the fuel
was actually “received in this state” and subject to the special fuels tax and petroleum
environmental assurance fee. Under KRS 138.220(1)(a), an excise tax is imposed on all gasoline
and special fuel “received in this state” at the rate of nine percent (9%). Likewise, under KRS
224.60-145(1), a petroleum environmental assurance fee is imposed on dealers on each gallon of
gasoline and special fuels “received in this state.”
The KBTA rejected the KDOR’s position, noting it needed to look no further than the
plain meaning of the word “received” in the definitional statute, KRS 138.210(15). The statute
defines “received” or “received gasoline” or “received special fuels” to mean the following:
Gasoline and special fuels . . . shall be deemed to be received when it has
been loaded for bulk delivery into tank cars or tank trucks consigned to
destinations within this state. . . . [I]t shall be presumed that all gasoline and
special fuel loaded by any licensed dealer within this state into tank cars or
tank trucks is consigned to destinations within this state, unless the contrary
is established by the dealer. . . .
(emphasis added). In other words, the KBTA noted, all the statute requires is a showing by the
dealer that the fuel loaded in Kentucky is consigned to a destination outside this state. It does
not matter that the dealer arranged for pick-up of the fuel in Kentucky or that the terms of
delivery were FOB Kentucky. If the legislature intended for the FOB-designation to control
taxation of the fuel, it could have so specified. Furthermore, although the taxpayer did not raise
a constitutional issue, the KBTA noted imposition of tax on fuels used outside of Kentucky
constitutes a constitutionally forbidden burden on interstate commerce.
5.

Estate of Mildred L. McVey v. Department of Revenue, Kentucky Supreme
Court, No. 2014-SC-000013-DG (December 17, 2015) (to be published).

In a recent case involving Kentucky’s inheritance tax, the Supreme Court of Kentucky
held a reviewing court does not owe any deference to the KBTA as to questions of law. The case
involved whether inheritance taxes paid as a “cost of administration” under a will’s tax
exoneration provision may be deducted from the value of distributive shares under KRS 140.090
and thereby reduce the overall tax liability, and whether the payment of tax by an estate on
behalf of a beneficiary is itself a taxable “bequest of tax”.
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The KBTA held that inheritance taxes paid by the estate under a tax exoneration
provision are deductible under KRS 140.090 where the decedent’s will directs that such taxes
shall be paid as “costs of administration”. The KBTA also held that a bequest of tax is not a
taxable transaction. The Franklin Circuit Court reversed, reviewing the KBTA’s decision de
novo, and the Court of Appeals affirmed. The Supreme Court of Kentucky granted discretionary
review.
The Court held the KBTA’s interpretation of the statutes at issue was not entitled to
deference under Chevron, U.S.A., Inc. v. Natural Resources Defense Council, Inc., 467 U.S.
837(1984). The Court first noted that so-called “Chevron deference” applies only where a
statute is silent or ambiguous with respect to the specific issue before the court. Because the
statutes involved were neither, the Court found no deference should be given to the KBTA’s
interpretation.
More importantly, the Court noted that deference is given only to an administrative
agency’s interpretation of a statute which it administers. The KBTA is an administrative review
agency that determines appeals of tax rulings. Thus, the Court stated, the KBTA does not
administer Kentucky’s inheritance tax statutes or any other portion of the Kentucky statutes.
Instead, the statutes are administered by the KDOR. According to the Court, if any deference is
to be given, it is to the KDOR’s formal interpretation of statute it administers. Therefore, the
Court held a reviewing court’s review of a decision by the KBTA is de novo, and no deference is
to be given to the KBTA’s interpretation of tax statutes.
The Court also held that inheritance taxes paid by an estate are not deductible from the
value of the gross estate under KRS 140.090, because they do not fall within the deductions
listed in the statute. Furthermore, the Court held that taxes paid by an estate on behalf of a
beneficiary – “bequests of tax” – are taxable transactions. The Court reasoned that when a
beneficiary receives the benefit of tax paid on his or her behalf, the tax paid is itself a taxable
transfer of property and is part of the overall bequest; therefore, it is subject to inheritance tax.
Interestingly, the Court found the KDOR’s attempted correction of the estate’s inheritance tax
return was incorrect and resulted in an understatement of the tax due. However, because the
KDOR sought a judgment in the amount of tax it had assessed, the Court found the KDOR was
not entitled to recover the additional tax.
V.

OTHER NOTES OF INTEREST.
A.

Legislative Developments.
1.

Tax Forms and Instructions.

An amendment to Senate Bill 129 would create a new section of KRS Chapter 141 to
require the KDOR to publish tax forms and instructions to those forms without promulgation of
an administrative regulation, and would amend KRS 13A.110, 131.130, 141.050 and 41.068 to
conform. The bill, with the amendment, has passed both Chambers of the General Assembly and
has been sent to the Governor for his signature. Accordingly, readers should be advised that the
provision is not yet “law”.
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B.

Judicial Developments.
1.

911 Funding – Greater Cincinnati/Northern Kentucky Apartment Ass’n,
Inc. v. Campbell County Fiscal Court, Kentucky Supreme Court, Case No.
2014-SC-000383 (October 29, 2015) (to be published), petition for
rehearing denied (February 18, 2016).

The Supreme Court of Kentucky recently held the fee imposed by the Campbell County
Fiscal Court to fund 911 emergency telephone service is constitutional and a valid exercise of the
County’s statutory authority. Historically, emergency 911 service in Campbell County, like
much of Kentucky, was funded by a monthly subscriber fee on landline telephones. Due to the
recent decrease in landline phones, the landline fee has become an inadequate source of revenue.
On August 7, 2013, the Fiscal Court adopted Ordinance O-04-13, which replaced the landline fee
with an annual service fee of $45 on each occupied individual residential and commercial unit in
Campbell County. The 911 fee is placed on the property tax bills of property owners in the
County.
Shortly after the Fiscal Court adopted the Ordinance, the Greater Cincinnati/Northern
Kentucky Apartment Association and other commercial and residential property owners in
Campbell County (collectively, the “Association”) filed a declaratory judgment action alleging
the Ordinance was unconstitutional and in contravention of the Kentucky statutes. The Circuit
Court ruled in favor of the County, and the Association appealed. Due to the statewide
importance of the case, the action was transferred from the Court of Appeals directly to the
Kentucky Supreme Court.
The relevant statute is KRS 65.760(3), which provides, in pertinent part, “The funds
required by a city, county, or urban-county government to establish and operate 911 emergency
telephone service . . . may be obtained through the levy of any special tax, license, or fee not in
conflict with the Constitution and statutes of this state.” The County conceded the 911 fee is not
a valid tax or license, but claimed the fee is a valid user fee. The Association countered that the
911 fee is an impermissible user fee because the fee is not based upon actual use as required by
KRS 91A.510, which defines a “user fee” as a “fee or charge imposed by a local government on
the user of a public service for the use of any particular service not also available from a
nongovernmental provider.” (emphasis added). The Association argued that property owners
required to pay the 911 fee may never dial 911 and, thus, there is no correlation between the 911
fee and the benefit received, as required by Kentucky law.
Despite the County’s argument that the 911 fee is a valid user fee, the Court found the
“fee” authorized by KRS 65.760(3) need not be a user fee. The Court noted that KRS 65.760
does not refer to KRS 91A.510 or qualify the term “fee”. Therefore, the Court set up a “new”
test for the “fee” authorized by KRS 65.760(3), holding the fee “must bear some relationship to
the benefit received.” The Court found this test was satisfied with respect to the 911 fee because
“911 emergency telephone service derives significantly from residents’ occupation and use of
[their] properties.” The Court further stated:
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While the scope of benefits received from the 911 emergency telephone service is
incapable of precise measure, it is uncontroverted that all citizens benefit from
that service. . . . To assess payment upon only those citizens actually telephoning
911 is not, nor has it ever been, the policy of our counties or our Commonwealth.
In a vigorous dissent, Justice Venters, joined by Chief Justice Minton, analogized the
majority’s attempt to fit the 911 fee into the current statutory framework to driving a square peg
into a round hole. The dissent noted the 911 fee fits within none of the criteria required for a
valid governmental fee and bears all the hallmarks of a tax. Fees properly assessed by
governmental entities, the dissent reasoned, must be either regulatory or license fees or user fees.
Because the 911 fee does not regulate a profession or activity, it does not fall within the first
category of fees. Moreover, the 911 fee is not a valid user fee because there is no relationship
between the fee charged and the benefit received. In fact, the dissent noted, the County
conceded that all citizens benefit from 911 service regardless of whether they own property and
pay the fee. Because the 911 fee is not a regulatory fee or a user fee, the dissent found the fee is
exactly what it appears to be: a tax. And because the “fee” is a flat tax on property and is not
imposed on an ad valorem basis, it violates Section 174 of the Kentucky Constitution.
The Association’s petition for rehearing was denied, and the Court’s opinion is now final.
The authors’ firm represents the Association in this action.
2.

911 Funding – City of Lancaster v. Garrard County, Kentucky Court of
Appeals, Case No. 2013-CA000716-MR (July 3, 2014), petition for
rehearing denied (December 2, 2014), motion for discretionary review
granted and case remanded to Court of Appeals, No. 2014-SC-000738-D
(February 18, 2016).

The Kentucky Supreme Court recently granted discretionary review in City of Lancaster
v. Garrard County for the purpose of vacating the opinion of the Kentucky Court of Appeals.
The Court remanded the case to the Court of Appeals for further consideration in light of its
decision in Greater Cincinnati/Northern Kentucky Apartment Association, Inc. v. Campbell
County Fiscal Court, which upheld a 911 fee on each occupied individual residential and
commercial unit in Campbell County. In City of Lancaster, the Kentucky Court of Appeals
reversed and remanded a decision of the Garrard Circuit Court upholding Garrard County’s 911
fee as a valid user fee. On August 13, 2012, the Garrard County Fiscal Court adopted Ordinance
O-08-12-1, which replaces the subscriber charge on landline telephones used to help fund 911
emergency telephone service with a fee of $0.25 imposed upon each and every water meter in
Garrard County. The ordinance also requires every water company, water association in Garrard
County to collect and remit the fees. On November 9, 2012, a civil action was commenced in
Garrard Circuit Court challenging the legality of the ordinance. The lawsuit was filed against
Garrard County, Kentucky, and the Garrard County Fiscal Court, alleging the ordinance is
unconstitutional and collection of the fee is an unconstitutional taking of property.
While the circuit court upheld the validity of the ordinance, the Court of Appeals held the
fee is not a valid user fee but instead an invalid tax. Appellants claimed the circuit court erred in
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granting summary judgment upholding the validity of the fee. The Court of Appeals agreed. The
court noted that, under Kentucky case law, a valid user fee exists where there is a reasonable
relationship between the fee charged and the benefit received. Generally, the court stated, a user
fee is imposed upon the recipient of a benefit received from the government or for a particular
government service. The court gave as examples of valid user fees tolls paid by drivers for the
use of a particular highway or fees paid by individuals with landline phones for the benefit of
911 service. The court found the fee of $0.25 upon each water meter imposed by Garrard
County’s ordinance is not directly related to the benefit of 911 telephone service.
Although the Court found the circuit court erred by granting summary judgment
upholding the ordinance as imposing a valid user fee, the Court of Appeals did not reach the
questions of whether the fee constitutes a license or a tax. The Court directed the circuit court to
consider these questions on remand. However, the Court noted that if the circuit court finds the
ordinance imposes a tax, both parties have conceded at oral argument that the tax would be
unconstitutional and thus in violation of Kentucky law.
After its petition for rehearing was denied, the Fiscal Court filed a motion for
discretionary review with the Kentucky Supreme Court. As noted, the Court granted the Fiscal
Court’s motion and remanded the case to the Court of Appeals for further consideration in light
of the Court’s decision in Greater Cincinnati/Northern Kentucky Apartment Association, Inc. v.
Campbell County Fiscal Court.
The author’s law firm represents amicus curiae in this litigation.
3.

Open Records - Office of the Attorney General, 12-ORD-225, appealed by
Mark F. Sommer to the Franklin Circuit Court, Mark F. Sommer and Tax
Analysts v. Department of Revenue, Case No. 13-CI-29 (August 26, 2014),
denial of KDOR’s motion for reconsideration (June 25, 2015), Kentucky
Court of Appeals, Case No. 2015-CA-001128 (Pending).

The Franklin Circuit Court recently denied a motion for reconsideration filed by the
KDOR and upheld an award of attorneys’ fees to Petitioners Mark F. Sommer and Tax Analysts,
awarding over $30,000 in attorneys’ fees based upon the KDOR’s “willful refusal” to produce
appealed final rulings under the Kentucky Open Records Act. Mark F. Sommer and Tax
Analysts v. Department of Revenue, Case No. 13-CI-29 (Franklin Cir. Ct. Aug. 26, 2014), motion
for reconsideration denied, Jun. 25, 2015.
Attorney Mark F. Sommer submitted an Open Records Request to the KDOR in 2012
requesting final rulings issued by the KDOR from “2004 to the present”. The KDOR denied Mr.
Sommer’s request, citing KRS §§ 61.878(1) and 131.190(1)(a), which provide that certain tax
schedules, returns, or reports filed with the KDOR may not be disclosed if there is an expectation
of taxpayer privacy. Mr. Sommer appealed the KDOR’s denial of his request to the Office of the
Attorney General. On December 14, 2012, the Attorney General issued 12-ORD-225, affirming
the denial of Mr. Sommer’s request. Mr. Sommer then appealed to the Franklin Circuit Court.
Tax Analysts, a non-profit news organization, sought and was granted leave to intervene in the
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action after the KDOR denied a nearly identical open records request filed by the news
organization.
The circuit court reversed the Attorney General’s ruling and ordered the KDOR to
produce the requested information with appropriate redactions. The court found KRS §§
131.190 and 131.081(15) grant taxpayers the right to privacy with respect to business affairs and
returns and reports filed in response to an investigation by the KDOR. However, the court found
these statutes “are silent as to information the taxpayer voluntarily submits when appealing the
KDOR’s ruling on tax liability.” The court noted that “exceptions to disclosure are to be strictly
construed in favor of open examination of records.”
The court held there “was simply no basis” for the KDOR to deny requests for final
rulings appealed to the KBTA, as the KDOR’s own administrative regulation acknowledges that
all records of proceedings before the KBTA shall be public records. With respect to final rulings
that were not appealed, the court found that these rulings, too, were subject to disclosure. The
court said KRS § 131.190 applies only to information the state compels the taxpayer to produce
and not when a taxpayer voluntarily initiates an administrative review of his tax liability and
seeks a formal ruling of the Department.
Because the court found the KDOR’s withholding of unappealed final rulings was not
willful, the court denied Mr. Sommer’s request for fees and penalties on that issue. However, the
court granted Mr. Sommer’s request for fees and penalties under KRS § 61.882(5) to the extent
the requests sought disclosure of final rulings appealed to the KBTA.
The KDOR filed a motion asking the court to reconsider the court’s ruling, which the
court denied on June 25, 2015. The KDOR argued its failure to produce final rulings was not
willful because it was based upon a good faith determination that producing the documents was
unduly burdensome under KRS § 61.872(6). In the alternative, the KDOR argued the requested
attorneys’ fees should be significantly reduced because the fees were not limited to work spent
on appealed final rulings and did not reflect a local market rate.
The court noted that under KRS § 61.882(5), “any person who prevails against an agency
in any action in the courts regarding a violation of KRS 61.870 to 61.884 may, upon a finding
that the records were willfully withheld in violation of KRS 61.870 to 61.884, be awarded costs,
including reasonable attorney’s fees, incurred in connection with the legal action.” The court
found Mr. Sommer and Tax Analysts were entitled to reasonable attorneys’ fees in connection
with their requests for final rulings appealed to the KBTA because such rulings are a matter of
public record. The court was not persuaded by the KDOR’s argument that production of the
appealed final rulings was unduly burdensome. The court found the KDOR’s blanket denial of
the Open Records request was a “willful” violation of the Act and justified an award of
attorneys’ fees. The court also found the fees at issue were reasonable and within the prevailing
market rates for the services performed. The court awarded half of the requested attorneys’ fees
and costs (based upon its determination that fees and costs were not warranted with respect to
KDOR’s failure to produce unappealed final rulings), which amounted to a total award of
$30,467.59 ($24,432.94 to Mr. Sommer and $6,034.65 to the Tax Analysts). The court,
however, found statutory penalties were not warranted.
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The KDOR has appealed the court’s order to the Kentucky Court of Appeals.
4.

Open Records - Pike County Fiscal Court v. Utility Management Group,
LLC, Kentucky Court of Appeals, Case No. 2013-CA-000929-MR (June
12, 2015) (to be published), petition for rehearing denied (November 2,
2015), motion for discretionary review filed, Kentucky Supreme Court,
No. 2015-SC-680-D (Pending).

In Pike County Fiscal Court v. Utility Management Group, LLC, the Kentucky Court of
Appeals considered whether a change to Kentucky’s Open Records Act (“ORA”) was merely a
clarification—and thus would apply retroactively—or a substantive change to the law. At issue
in this case was whether Utility Management Group, LLC (“UMG”) qualified as a public agency
subject to the disclosure requirements of the ORA. Notably, UMG provided water, sewer,
garbage, and other services to the City of Pikeville and a Pike County Water District through
publicly bid contracts. Pike County sent an open records request to UMG seeking copies of
UMG’s “checks and expenses.”
At the time of the request, KRS 61.970(1)(h) treated as public agencies subject to the
ORA “any body which derives at least twenty-five percent (25%) of its funds ... from state or
local authority funds.” UMG denied the request, claiming UMG constituted a “wholly private
entity” not subject to the ORA. Pike County requested the Office of the Attorney General
(“OAG”) review UMG’s refusal to comply with the ORA request, and the OAG determined that
UMG fell within KRS 61.970(1)(h) and should comply with Pike County’s request. UMG then
challenged the OAG’s decision in Pike Circuit Court. Before the circuit court could rule, the
Kentucky General Assembly amended the ORA to exempt from the 25% calculation public
funds received as compensation for goods and services provided by a publicly bid contract. The
circuit court treated the amendment as a “remedial clarification” that applied to all pending suits
and thus held that UMG fell within the exception and was not a public agency subject to the
ORA.
However, the Kentucky Court of Appeals disagreed and held that the amendment to KRS
61.970 represented a substantive instead of remedial change in the law, and therefore did not
apply retroactively. In reaching this decision, the court first noted that Kentucky statutes do not
apply retroactively unless the statute explicitly provides for retroactivity. Finding no express
statement of retroactivity, the court next stated, “[S]tatutory amendments that seek only to
clarify, not substantively change, existing law are remedial in nature.” These remedial
amendments apply retroactively even absent an express statement of retroactivity.
Kentucky has not adopted a specific test to determine whether an amendment clarifies or
substantively changes a statute. Therefore, the court examined law from other jurisdictions and
“identified three criteria courts generally consider: (1) the plain language used by the General
Assembly in the amendment itself; (2) any case law or agency decision indicating the prior
statute was susceptible to differing interpretations; and (3) legislative history surrounding the
amendment.”
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In determining that the amendment to KRS 61.970(1)(h) did not merely clarify the law,
the court analyzed these three criteria. First, the court noted the plain language of the amendment
suggested the General Assembly intended the changes as only a clarification. Second, the court
analyzed the history of the ORA and noted that the Act remained virtually unchanged for over
thirty-five years. The court found this to be convincing evidence that the General Assembly
intended the amendment as a substantive change and not a mere clarification. Third, the court
noted, “There appears to be no prior case law by our courts deeming this portion of the ORA
ambiguous.” The court thus concluded that the amendment to KRS 61.970 was a substantive
change to the law and should not apply retroactively.
The Court of Appeals denied UMG’s petition for rehearing, and UMG has filed a motion
for discretionary review with the Kentucky Supreme Court.
5.

Ark Encounter, LLC v. Parkinson, Eastern District of Kentucky, Civ.
Action No. 15-13-GFVT (E.D. Ky. January 25, 2016).

In a high profile case, the U.S. District Court for the Eastern District of Kentucky held a
religious-themed tourist attraction, even one advancing religion, meeting the neutral criteria for
tax incentives offered by the Commonwealth of Kentucky cannot be denied those incentives
based upon the Establishment Clause of the U.S. and Kentucky Constitutions. The case was
filed against the Kentucky Tourism, Arts and Heritage Cabinet (the “Cabinet”) by Ark
Encounter, LLC, and its related entities (collectively, “Ark Encounter”). Ark Encounter is
engaged in building a theme park in Northern Kentucky centered on a full-scale replica of
Noah’s Ark. Ark Encounter sought a preliminary injunction challenging the Cabinet’s denial of
sales tax incentives under the Kentucky Tourism Development Act (the “KTDA”). The Cabinet
moved to dismiss the complaint on the basis that allowing Ark Encounter to participate in the
state’s incentive program would violate the prohibition against establishing a religion under both
the federal and state constitutions.
The Court rejected the Cabinet’s argument, holding Ark Encounter’s participation in the
incentive program would not violate the Establishment Clause. As an initial matter, the Court
noted that some interaction between church and state is “inevitable”. The question, however, is
whether such interaction creates an impermissible establishment of religion. The Court focused
on the KTDA’s secular legislative purpose of relieving unemployment by preserving and
creating jobs through tourism projects and also creating sources of tax revenue through the
projects and their attraction of out-of-state tourists. Specifically, the Court noted, nothing in the
KDTA indicates its purpose is to aid or give preference to a particular religion. Instead, the
language of the KDTA is neutral.
The Court also concluded Ark Encounter’s participation in Kentucky’s incentive program
would not result in the government’s endorsement of religion, nor would it create an excessive
government entanglement with religion. By contrast, excluding Ark Encounter from the
program because of its religious nature would result in excessive government entanglement with
religion because it would require state officials to scrutinize applicants’ beliefs to ensure the
proposed projects were either secular or at least not “too religious”. The government could avoid
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such entanglement, the Court stated, by approving all programs meeting the neutral requirements
of the incentive program.
Furthermore, the Court held the Cabinet’s exclusion of Ark Encounter from participating
in the program violated Ark Encounter’s free exercise and free speech rights under the First
Amendment. The Court noted the Cabinet’s actions forced Ark Encounter to choose between
expressing its religious views on its own property and receiving tax incentives under the KTDA.
Therefore, the Court denied the Cabinet’s motion to dismiss and entered a preliminary injunction
prohibiting the Cabinet from excluding Ark Encounter from Kentucky’s tax incentive program
based upon its religious purpose and message.
C.

Trends and Outlooks.
1.

New Governor and New Commissioner of Department of Revenue.

The Kentucky gubernatorial election took place on November 3, 2015. Republican
Matthew G. Bevin was elected Governor of the Commonwealth. Governor Bevin has appointed
Daniel Bork as the new Commissioner of the KDOR. With the election of a new governor, new
members of the KBTA may be appointed. The Governor has alluded to a special legislative
session on tax reform but has provided no details regarding what he would consider as “tax
reform”.
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