











REPEAL THE LIMITED
LIABILITY ENTITY TAX TO

IMPROVE KENTUCKY'S
BUSINESS GOMPETITIVENESS

The Limited Liability Entity Tax, or LLET, is an archaic tax on businesses that makes Kentucky an outlier, adds layers of
unnecessary complexity, and harms business competitiveness. The LLET applies to a wide range of different businesses,
including small businesses, and is a tax on a businesses’ gross receipts - total revenues without accounting for costs or
expenses. While once a relatively common tax, gross receipts taxes like the LLET have fallen off the rolls in most states, with
the exception of a small group of states such as Kentucky. The Tax Foundation highlighted the LLET as one of Kentucky's most
problematic taxes, writing:

The LLET is an inefficient revenue source and is time consuming to comply with; it is subject to unpredictable revenue
changes, and it contributes to structural inequities in the tax code. Additionally, the tax is disproportionately costly to
small businesses and dissuades entrepreneurship. ...the LLET is likely one of the most distortive and economically
prohibitive taxes on the books in Kentucky...Policymakers should prioritize repeal of the LLET.

As noted by the Tax Foundation, while the LLET is economically harmful and difficult for businesses to comply with, it is
estimated to produce little in General Fund revenues - roughly $80 to $90 million per year. Repeal of the LLET alone would
move Kentucky'’s ranking on the Tax Foundation’s Business Tax Climate Index to 16th in the nation."

10 Tax Foundation, “Aligning Kentucky's Tax Code for Growth,” November 30, 2021, pp. 11-12: https://files.taxfoundation.org/20211124113340/Aligning-Ken-
tuckys-Tax-Code-for-Growth.pdf

11 Tax Foundation, “Aligning Kentucky's Tax Code for Growth,” November 30, 2021, p. 21: https://files.taxfoundation.org/20211124113340/Aligning-Kentuckys-
Tax-Code-for-Growth.pdf
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IMPROVE TAX TREATMENT OF
BUSINESS INVESTMENTS

IN KENTUGKY TO GREATE
MORE JOBS

Investment in Kentucky is something we all applaud and want more of. While Kentucky has seen record levels of investment
in recent years, there are improvements to how our tax code treats capital investments that could make Kentucky far more
attractive to businesses, put us on a more level playing field when it comes to competing for high-paying jobs, and support
critical industries like manufacturing and agriculture.

Businesses pay taxes on net income and profits - or revenues minus costs and expenses. Not all expenses, however, are
treated the same. When businesses invest in major machinery, equipment, and other capital assets — for example, farming
equipment or manufacturing machinery — Kentucky tax policy treats these investments differently by requiring business owners
to deduct these investments over time instead of in the year in which the investment was made. This practice has the effect of
increasing the overall cost of capital investments, disfavoring industries and firms that are capital investment-heavy, and making
investments more expensive - or even cost-prohibitive - for businesses.
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MOST OTHER STATES TREAT CAPITAL INVESTMENTS BY

BUSINESSES MORE FAVORABLY THAN KENTUCKY DOES.

Most other states treat capital investments by businesses more favorably than Kentucky does. Nearly 40 states, for example,
mirror federal provisions established by the Tax Cuts and Jobs Act (TCJA) that allow businesses to deduct up to $1 million
in qualified investments in the year in which the expense was incurred. The federal provisions in TCJA are designed primarily
to support small and mid-sized businesses. Kentucky, unfortunately, only allows for $100,000 to be deducted instead of

the federal standard of $1 million. Similarly, 18 states mirror federal rules allowing C corporations to fully deduct qualified
investments in short-lived assets like machinery and equipment. Two states mirror this treatment on a more limited basis.
Kentucky, however, provides no relief for these types of investments.

NEIGHBORING STATES TREATMENT OF GAPITAL INVESTMENTS
FOR SMALL AND MID-SIZED BUSINESSES

Tennessee: Same as TCJA

Ohio: Same as TCJA
Missouri: Same as TCJA
lllinois: Same as TCJA
Virginia: Same as TCJA
West Virginia: Same as TCJA

Source: Tax Foundation

The Tax Foundation stresses that improving Kentucky's treatment of business investments through adopting best practices in
other states and aligning our tax code with federal rules could significantly enhance the Commonwealth’s attractiveness for
investment and job growth.'?

12 Tax Foundation, “Aligning Kentucky's Tax Code for Growth,” November 30, 2021, pp. 8-11: https://files.taxfoundation.org/20211124113340/Aligning-Kentuckys-
Tax-Code-for-Growth.pdf
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FIX DISCRIMINATORY TAAES ON
BUSINESS INVENTORIES

It is common for states to levy taxes on businesses’ tangible personal property — for example, desks and computers — but
Kentucky is one of only 12 states (and only one of three in our region) that tax business inventories. The Tax Foundation views
this aspect of Kentucky's tax code as highly concerning, writing:'®

Taxes on inventory are non-neutral, as businesses with larger quantities of inventory, like manufacturers and retailers,
are disproportionately burdened by such taxes. Businesses with little to no inventory escape this form of property
taxation even if they use the same amount of government services as businesses with larger inventory tax bills.

In addition to being non-neutral, inventory taxes are highly distortionary, forcing companies to make decisions about
production or stocking that are not entirely based on economic principles but rather on how to pay the least amount of
tax on goods produced or held for sale. Inventory taxes also create strong incentives for companies to locate inventory
in states where they can avoid these harmful taxes.

In many local communities throughout Kentucky, inventory taxes serve as an important source of revenue for funding schools.
To prevent financial harm to local school districts while still seeking to mitigate the economic damage caused by inventory
taxes, the General Assembly passed legislation in 2018 allowing businesses to claim an income credit for taxes paid on
inventories. Because the credit is nonrefundable - meaning it is limited by a businesses’ income tax liability in a given year - the
credit has proven ineffective at offsetting inventory taxes. Few businesses have even been able to utilize it.

13 Tax Foundation, “Aligning Kentucky's Tax Code for Growth,” November 30, 2021, p. 52: https://files.taxfoundation.org/20211124113340/Aligning-Kentuckys-
Tax-Code-for-Growth.pdf
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KENTUCKY IS ONE OF ONLY 12 STATES (AND ONLY ONE OF
THREE IN OUR REGION) THAT TAX BUSINESS INVENTORIES.

State Taxation of Business Inventory, 2021

. Taxes Business Inventory

Lawmakers could significantly improve the effectiveness of this
credit - and largely nullify the negative economic impact of inventory
taxes - by making it refundable. This would allow businesses to
recoup the cost of paying inventory taxes while still holding local Does Not Tax Business Inventory
school districts harmless.

. Partially Taxes Business Inventory

Source: Tax Foundation
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HUOW 10 GET FROM
HERE TO THERE?

HOW DO WE REFORM KENTUCKY’S TAX CODE
FOR STRONG AND SUSTAINABLE GROWTH?

While the case for tax reform is simple, the process is not. Transitioning Kentucky's tax code from where it is today to where it
needs to be for the Commonwealth to compete for jobs and workers in a 21st century will be a difficult task. All stakeholders
involved will need to keep the broader goal of long-term, sustainable growth for all of Kentucky front-of-mind.

The process of tax reform should adhere to the following principles:

e Reforms should be implemented carefully and, when necessary, incrementally. As reforms are made, lawmakers will
need to adjust other taxes - such as sales taxes - to ensure state revenues remain stable, consistent, and continue to
grow. Moreover, as recommended by the Tax Foundation, policymakers should seriously consider sustained reforms
through revenue triggers and tying reforms to future revenue growth. Several other states, such as North Carolina
and Missouri, have used revenue triggers successfully to drive down income taxes.

e |t is critical that tax reform works for all Kentuckians. While reducing income taxes will positively affect Kentucky's
whole economy and workforce, lawmakers should give consideration to tax credit and rebate programs to support
low- and fixed-income Kentuckians as well as our vital agricultural sector and farming communities. In addition, any
efforts to broaden the sales tax base should be done in a way to ensure tax fairness and include a range of exempt
goods and services to avoid disproportionately affecting single industries.
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e As tax reform reduces Kentucky'’s overall reliance on production-based taxes like individual income, reforms to
consumption-based taxes should be studied and examined closely. For example, any broadening of the sales tax
base must avoid tax pyramiding and artificial inflation caused by taxing business inputs. As noted by the Tax
Foundation, “in any expansion of the sales tax base, care should be taken to ensure the tax is expanded only to
household purchases, not business-to-business transactions. Expanding the base to additional business-to-business
purchases would further exacerbate the underlying structural issues that currently exist, such as tax pyramiding'*

o If lawmakers deem it necessary to increase the sales tax rate, care should be taken to ensure Kentucky's sales
tax rate remains competitive with neighboring states and does not harm Kentucky's vibrant retail industry. This is
especially important for communities that share a border with another state.

IT IS CRITICAL THAT TAX REFORM WORKS FOR
ALL KENTUCKIANS. WHILE REDUCING INCOME

TAXES WILL POSITIVELY AFFECT KENTUCKY'S WHOLE
ECONOMY AND WORKFORCE, LAWMAKERS SHOULD

GIVE CONSIDERATION TO TAX CREDIT AND REBATE
PROGRAMS TO SUPPORT LOW- AND FIXED-INCOME
KENTUCKIANS AS WELL AS OUR VITAL AGRICULTURAL
SEGTOR AND FARMING COMMUNITIES.

14 Tax Foundation, “Aligning Kentucky's Tax Code for Growth,” November 30, 2021, p. 44: https://files.taxfoundation.org/20211124113340/Aligning-Kentuckys-
Tax-Code-for-Growth.pdf

KENTUCKY CHAMBER OF COMMERCE | 20



THE GOST OF
STANDING STILL

Kentucky has taken great strides in recent years to grow its economy and begin the hard work of fixing long-term systemic
issues. But economic and demographic data make it clear that Kentucky has paid a price for standing still for so long. Other
states, many within our own region like Indiana and Tennessee, have consistently outperformed and outcompeted us for jobs,
people, and workers. In many cases, these states have even drawn Kentuckians away from home and made them into new
residents. Tax reform will not fix every challenge confronting Kentucky. But it is an incredibly powerful public policy lever that
states throughout the nation have pulled to position themselves ahead of the pack. Kentucky can no longer pay the price of
standing still. The Commonwealth needs bold tax reform to set itself apart and outcompete neighboring states for growth.
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TAX REFORM WILL NOT FIX EVERY CHALLENGE
CONFRONTING KENTUCKY. BUT IT IS AN INCREDIBLY
POWERFUL PUBLIC POLICY LEVER THAT STATES
THROUGHOUT THE NATION HAVE PULLED TO POSITION

THEMSELVES AREAD OF THE PACK. KENTUCKY CAN NO
LONGER PAY THE PRICE OF STANDING STILL
THE COMMONWEALTH NEEDS BOLD TAX REFORM
T0 SET ITSELF APART AND OUTCOMPETE
NEIGHBORING STATES FOR GROWTH.
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