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Kentucky – New law modifies 
management fee addback and adds 
use tax notification requirements 

April 4, 2013 

In brief 

On April 4, 2013, Kentucky Governor Steve Beshear signed H.B. 440. The bill makes several changes to 

Kentucky law, including modifying exceptions to the related party management fee expense disallowance 

for corporate income tax purposes and requiring certain remote sellers to notify customers regarding use 

tax liability associated with items purchased for use in Kentucky. 

 

In detail 

Corporate income tax 

management fee addback 

changes 

Under current law, Kentucky 
generally disallows a deduction 
for related party intangible 
expenses, intangible interest 
expenses, and management fees 
when calculating Kentucky 
taxable income for corporate 
income tax purposes. The 
disallowance of related party 
management fees will generally 
not apply if: 

 the taxpayer and recipient are 

both included in the same 

consolidated Kentucky return, 

or 

 the taxpayer makes a 

disclosure and establishes 

that the transaction giving rise 

to the management fee was 

made at a commercially 

reasonable rate and at terms 

comparable to an arm’s length 

transaction. 

Applicable for tax years 
beginning on or after January 1, 
2014, under H.B. 440, 
management fee expense 
disallowance is subject to the 
same exceptions as intangible 
expenses and intangible interest 
expenses. These exceptions 
provide that the expense 
disallowance will generally not 
apply if: (1) the taxpayer and 
recipient are both included in 
the same consolidated Kentucky 
return, (2) the taxpayer 
discloses and establishes that 
the recipient regularly engages 
in similar transactions with one 
or more unrelated parties, or (3) 
the taxpayer makes a disclosure 
and establishes that:  

 the payment made to 

recipient was subject to a tax 

measured by net income 

(subject to tax exception) or 

the recipient is a foreign 

corporation in a nation that 

has a comprehensive tax 

treaty with the United States 

(treaty exception) 

 the recipient is engaged in 

substantial business activities 

separate and apart from the 

acquisition, use, licensing, 

management, ownership, sale, 

exchange, or any other 

disposition of intangible 

property, or in the financing 

of related members, as 

evidenced by the maintenance 

of permanent office space and 

full-time employees dedicated 

to the maintenance and 

protection of intangible 

property, and
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 the transaction giving rise to the 

expense was made at a 

commercially reasonable rate and at 

terms comparable to an arm’s 

length transaction. 

Use tax notification to customers 

Effective July 1, 2013, H.B. 440 
provides that certain out-of-state 
retailers without a Kentucky use tax 
collection obligation are required to 
notify their Kentucky customers that 
purchasers are required to report and 
pay Kentucky use tax unless otherwise 
exempt. Affected retailers have no 
reporting obligation to the state, only 
a requirement to notify purchasers in 
the manner noted in the bill. 
Specifications of the notice 
requirement include the following. 

 Retailers required to provide notice 

are those making sales of tangible 

personal property or digital 

property from a place outside 

Kentucky for use, storage, or other 

consumption in Kentucky. 

 The required use tax notification 

should be ‘readily visible’ and 

should be included on the retailer’s 

web site, retail catalog, and invoices. 

 The bill provides specific language 

that must be a part of the use tax 

notification.  

 The use tax notification also 

includes online auction web sites. 

 Small business exception. Retailers 

that “made total gross sales of less 

than one hundred thousand dollars 

($100,000) to Kentucky residents 

or businesses located in Kentucky,” 

and that reasonably expect their 

Kentucky sales in the current 

calendar year to be less than 

$100,000 are exempt from the 

notice requirements. 

The takeaway 

Regarding management fees, a 
notable change under H.B. 440 is that 
taxpayers previously taking a related 
party management fee expense 
deduction following the arm’s length 
exception have to also prove that the 
recipient qualifies under the subject to 
tax exception or the treaty exception 
and has substantial business activities. 
Alternatively, the taxpayer could 
prove that the recipient regularly 
engages in similar transactions with 
third parties. It is unclear how the 
state intends to apply the ‘substantial 
business activities’ requirement to 
management fees since the 
requirement provides that it is 
‘evidenced’ by the recipient 
maintaining and protecting intangible 
property, which arguably is not 

relevant to a management fee 
recipient. 

The correlation between Kentucky's 
nexus consolidated group rules, along 
with the sourcing of the management 
fee revenue, can often produce 
uncertainty when analyzing the 
management fee addback and its 
exceptions. Confusion also arises 
regarding whether a management fee 
that does not include a markup would 
be considered a management fee for 
purposes of the addback provisions. 
These issues create questions for 
Kentucky taxpayers with management 
fee expenses that remain unanswered.  

The bill’s use tax notice requirement is 
similar to Colorado’s recent effort to 
impose a use tax reporting 
responsibility on remote sellers. 
Colorado’s attempt to require remote 
sellers to report in-state sales and 
notify customers was ultimately struck 
down as an unconstitutional burden 
on interstate commerce (click here for 
our summary of the Direct Marketing 
decision). H.B. 440 only requires 
sellers to notify their customers – 
leaving open the question of whether 
it will survive constitutional scrutiny. 

 

 
 

 
 

Let’s talk   

For more information on Kentucky’s H.B. 440, please contact one of the following individuals:  

State and local tax services 

Christopher Gilbert 
Director, Louisville 
+1 (502) 585-7769 
christopher.b.gilbert@us.pwc.com 

Jennifer Deibel 
Director, Columbus 
+1 (614) 225-8704 
jennifer.deibel@us.pwc.com 
 

Michael Santoro 
Director, Chicago 
+1 (312) 298-2917 
michael.v.santoro@us.pwc.com 
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