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Wait, They Can Do That? The Perils of
Policy Changes by Departments of
Revenue

Authority and Role of Department of Revenue’s
Interpretation of the Law

One of the basic rules you learn in law school is the hierarchy of
authorities at both the Federal and state level. The Constitution is
the law of the land, with statutes (and regulations) being the next
levels of authority, and then there’s case law developed by various
levels of judicial and quasi-judicial bodies. But an important
element of the above, especially in the tax world, is how state tax
departments of revenue interpret these authorities as the majority
of disputes in the SALT arena arise from the gray areas of tax law —
where a department’s longstanding interpretation and enforcement
of same can become the deciding factor, both negatively and
positively.

There is no question that for SALT practitioners and professionals,
the more guidance the better when trying to interpret and apply
complex tax statutes and regulations in our day-to-day practices,
and likewise just as important to taxpayers looking to make
business decisions based on their understanding of these laws. So,
clear guidance from departments of revenue charged with
interpreting and administering tax law is unquestionably a good
thing for the tax and business community, and when such
interpretations are longstanding, they can become “policy” and
become part of the fabric of the law and thus can be relied upon by
taxpayers as binding authority.

That's one reason tax transparency has been such a hot topic the
past several years, because no one wants “secret law” created and
capriciously enforced by taxing agencies. But with great power,
comes great responsibility, and if these agencies essentially have
the ability to create law through their interpretations and set policy
based on same, then they also have a responsibility to not change
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these interpretations/policies arbitrarily, secretively or retroactively
as a matter of law, or at the various least, pursuant to basic fairness
and constitutional protections.

But, inevitably, many of us have seen firsthand such a change in
policy by state (and local) tax agencies occur during audits, rulings
and the like which has negatively affected a client or business. This
article explores defenses that can be raised against such changes in
policy and how these issues are continuing to be challenged in
various states.

Basic Arguments Against DOR Changes to
Interpretations and Policies

In any situation in which you believe a taxing agency has reversed
its prior interpretation or enforcement of a tax law, you must go
back to the authority hierarchy we discussed — starting with
constitutional protections. Nearly every state has some type of
equal protection and/or uniformity requirements for a government
to enforce the laws of the state uniformly and fairly, and thus it can
be credibly argued that a taxing agency has directly violated such
protections when it treats one taxpayer differently from another
similarly situated taxpayer.[1] The Federal Equal Protection Clause
has long been held to protect against “taxation which in fact bears
unequally on persons or property of the same class”[2], so don't be
afraid to allege such actions have occurred at the protest-level, and
beyond, when the taxing agency has intentionally changed its
interpretation and enforcement of the tax laws which has the effect
of treating similarly situated persons differently and unfairly.
Likewise, most states have some sort of state constitutional
uniformity protections for taxpayers that prohibits the state’s
exercising of arbitrary power and classifications to prevent
unreasonable discrimination when one person is being taxed and
another is not.

Another argument that goes hand-in-hand with these constitutional
protections is the basic principles of fundamental fairness — often
called the “square corners” argument. Simply put, a taxing agency
has a duty of consistency and fair dealing and may not change its
policies until it has notified the taxpayer that a new policy will be
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applied for future years.[3] This principle has its origins from then-
U.S. Supreme Court Justice Oliver Wendell Holmes stating that “men
must turn square corners when they deal with the Government,”
with the Supreme Court later acknowledging that this principle must
also protect taxpayers, as most recently expounded upon but the
Sixth Circuit that: “Common honesty and good conscience require
that taxpayers receive ordinary fair play from tax officials. While
men must learn to turn square corners when they deal with the
government,..'there is no reason why the square corners should

m

constitute a one-way street.”[4] Any actions to the contrary may
not only be fundamentally unfair, but rise to the level of manifest
injustice if egregious enough — another doctrine that has become

increasing popular in the SALT context.[5]

Next on the hierarchy is statutory protections. Most states, at the
very least, have some form of Taxpayer Bill of Rights, which requires
fair and equitable treatment, as well as the department fully
explaining all policies, procedures, and obligations of taxpayers. But
many states have gone one step further to protect taxpayers by
enacting statutes which explicitly prohibit their respective taxing
agencies from changes to its policies. For example, Indiana
statutorily prohibits a change in the department'’s “interpretation”
(e.g. ruling, letter of finding, directive, bulletin, etc.) of an
enumerated tax prior to the change being adopted in a formal rule
or made publicly available on the Indiana Register if the change
would increase a taxpayer’s liability.[6]

Mississippi is another example because although it does not have a
single statute prohibiting such actions, it instead has multiple
statutory provisions that accomplish this goal, including prohibiting
the assessments of sales tax in a current audit if the taxpayer’s
methodology for same was previously audited and resulted in no
tax due[7], as well as in the income tax arena to prohibit the
department of revenue from forcing combined affiliated
corporations “until regulations have been enacted specifying the
criteria and circumstances” requiring same.[8]

And keeping with this rule against retroactive changes in policy,
Missouri likewise statutorily prohibits any final decision of the
department of revenue which is the result of a change in policy or
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interpretation affecting a particular class of person from being
applied retroactively.[9]

Along these lines, while some states may not statutorily prohibit
these specific actions, many states do have statutorily-based
administrative procedures that must be followed before a taxing
agency's interpretations can become enforceable law. In these
states, taxpayers are armed with another formidable defense — that
a taxing agency'’s interpretation of the law does not have the force
and effect of law, and does not receive deference, if isn't created
through a formally promulgate regulation or the applicable
rulemaking process, and when such formal procedures have not
been followed, any internal policy created violates these statutory
protections.

Kentucky, for example, has a very detailed version of an
Administrative Rulemaking Procedure Act which requires strict
rulemaking procedures be followed by state agencies[10], and
because of same, courts have consistently struck down policies
developed by the department of revenue over the past several
decades.[1]] Massachusetts provides another example as its
statutes prevent any change in policy by the department of
revenue unless the change is first publicly announced to taxpayers
pursuant to the promulgation of a regulation or issuance of
technical information release, directive, administrative procedure or
other similar guidance regarding this change in policy, and such
change cannot apply to tax periods prior to the public
announcement of same (i.e., cannot be retroactive).[12] This
statutory prohibition came about after a prior Massachusetts
Supreme Court decision strongly criticized the department's
administrative flip-flopping.[13]

And finally, at the next hierarchy level, many states have judicially-
developed rules which prevent a taxing agency from changing its
interpretations of the law and policies resulting from same in certain
situations. My home state of Kentucky actually has multiple
judicially-created rules to prevent such actions by the department
of revenue, including what is known as the Doctrine of
Contemporaneous Construction which makes clear that a
longstanding interpretation of the law can eventually become so
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ingrained with the fabric of the law, that it itself becomes the law
and thus the Department is barred from unilaterally or retroactively
changing such policy. Although taxpayers have claimed many
victories over the years under this doctrine, Kentucky courts
continue to rule on both sides of the issue, as seen in recent
Kentucky court decisions (discussed more below).

New Mexico has a similar rule called the Doctrine of Administrative
Gloss which binds the taxing agency when there are multiple
instances (e.g., audits) or any publication that demonstrates the
policy. This doctrine was created out of a state supreme court
decision which has continued to develop and expand ever since to,
at the very least, deprive the department of revenue from a
presumption of correctness or deference when it attempts to
attack a position that it accepted in prior audits.[14] Another
example is Utah whose rule originates after its Supreme Court
agreed that a longstanding (twenty year) interpretation and
application of the law by its tax commission becomes the law
unless it is clearly contrary to a plain reading of the statute, and any
change must be applied prospectively pursuant to a statute or
formal rule.[15] And yet another example can be found in Missouri
which has an “unexpected decision” statute to prevent unfair
decision against taxpayers.[16]

Likewise, many states have statutes, or judicially recognized rules,
which emphasize that a taxing agency is a “creature of statute” and
thus while it can interpret the law, it cannot add to, detract from or
place additional conditions or limits to a statute.[17] Thus, a
department’s policy can be challenged if it attempts to go beyond
what the law allows.

All of these authorities independently, and collectively, can become
a very powerful tool for taxpayers, and their tax representatives, to
push back against reversals in policy by state and local taxing
agents during audits (after past audits permitted treatment of
certain transactions/items with no change in law or fact), when a
refund claim is denied on items previously granted for the taxpayer
or a similarly situated taxpayer, and when prior rulings by a taxing
agency for one taxpayer are found to be contrary to a more recent
ruling for the same or similarly situated taxpayer. Unfortunately, this
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is not an uncommon occurrence in the SALT world, and such policy
changes are not always intentional or devious, as younger/more
inexperienced auditors and supervisors simply may not have the
institutional knowledge of their predecessors to be aware of prior
rulings/determination as many of these longtime department
employees begin to retire.

So, what is to be done about the issue? As stated, increased
transparency is one way in which these issues will hopefully begin
to work themselves out as taxpayer obtain more access to prior
rulings and guidance from taxing agencies. But many states will
likely continue to deal with these issues on a case-by-case basis
through litigation, while others will pursue enactment of statutes or
constitutional amendments to explicitly bar such actions, as
recently exemplified in Kentucky, Tennessee and Florida.

Kentucky, Tennessee and Florida Provide
Different Examples of How These Changes to
Policies Continue to be Addressed Across the
Country

As discussed above, Kentucky’s Doctrine of Contemporaneous
Construction stands for the proposition that an interpretation of a
statute made by an administrative agency, including the
department of revenue, once made and applied over a long period
of time, cannot be unilaterally revoked by the agency.[18] But this
not a bulletproof defense, as Kentucky and other states have
recognized that a change in a long-standing statutory interpretation
can be made on a prospective, rather than retroactive, basis.[19]
Other limitations to such defense also exist, as the doctrine can
generally only be utilized when the underlying statute/law is
ambiguous in some manner which allows courts to resort to such a
rule of statutory construction.[20] Three recent, but unpublished
(and thus nonprecedential), Kentucky court decisions have ruled
differently on this doctrine.

First, in Progress Metals, the Court determined that the department

of revenue’s longstanding policy of recognizing liquid oxygen was an
exempt industrial supply (as a cutting tool) which could be shown in
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the department'’s past internal, administrative manuals, was enough
for the Court to hold for the taxpayer.[21] The same Court, however,
was again forced to deal with this doctrine earlier this year and
instead decided that it did not apply in World Acceptance Corp.,
despite the department of revenue previously issuing an informal

ruling (via email as Kentucky only recently created a formal ruling
process) to the taxpayer regarding which entities were to be
included in a consolidated return, as well as the existence of a
similar ruling for another taxpayer.[22] The Court instead believed
that “two rulings issued over a five-year span do no constitute a
long-standing ‘policy’ that falls within the contemporaneous
construction.”[23] Thus, in additional hurdle to using this doctrine
not previously focused on is now highlighted — whether the
agency's interpretation has been around long enough, or formal
enough, to be considered a longstanding “policy.” But what if it
could be shown that there was another ruling or written
determination by the Department (informal or not) on this issue ten
years prior too — would that be enough to demonstrate a policy?
This is the gray area we continue to live in on a daily basis.

But yet an even more recent example can be seen in a Kentucky
lower court decision just a few month ago regarding the taxability of
another industrial supply, fire brick, in Novelis v. Dep’t of Revenue.
[24] Although the court did not go so far as to apply the doctrine of
contemporaneous construction in Novelis, it did rely on principles of

fairness when it took note that two prior audits of the taxpayer
exempted these refractory materials in support of its decision that
such items were covered by the applicable exemption statute. The
department of revenue, however, chose not to appeal such decision
to the Court of Appeals — was this decision done in part to protect
the more recent anti-doctrine of contemporaneous construction
decision in World Acceptance Corp.? It's entirely possible, but we

will never know for sure.

While the battle over the Doctrine of Contemporaneous
Construction will continue to rage on in Kentucky, as will battles in
other states with similar judicially created limitations to a taxing
agency’s ability to change its policies, other states have instead
tried to prevent such litigation by enacting statutes which explicitly
prevents such unfair actions. Tennessee is an example of this
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strategy as it already has a statute on the books which prevents the
department from a retroactive change in policy, but as has become
a common problem in most of these states, the statute does not
define or elaborate on what constitutes a “policy” of the
department. Given continuous disputes between taxpayers and the
department over this statute (e.g., whether it applies to audits
which are by their very nature, for past years and thus retroactive)
and what constitutes a new “policy” or interpretation, both sides
have been actively engaged in a potential statutory change which
would provide more parameters to this rule for clarity purposes, but
an agreement on the exact language is still being debated.

Last, Florida is a rather unique situation as the department of
revenue has taken the position that it does not make policy (only
the legislature does), and thus no statute has ever been enacted to
prevent unfair reversals or changes in tax policies. Instead, Florida
voters approved Amendment 6 to its state constitution late last
year, which became effective in January 2019, to require state court
judges and administrative law judges to interpret state statutes and
regulations de novo, or anew, without deferring to an administrative
agency's interpretation of the law.[25] This constitutional
amendment ended Florida’s longstanding doctrine of judicial
deference to agency interpretation of the law, which had become
an increasing problem over the years for taxpayer fairness and
uniformity purposes.

The jury is still out on which of the above strategies is the best
approach for states to help prevent unfair, retroactive changes in
policy by departments of revenue. The good news is that the word
is out, and just like tax transparency the past several years,
hopefully in the near future, we will no longer be saying “Wait, can
they do that,” and instead saying “Wait, they used to be able to do
that?” But until then, we will continue to fight the good fight.

For more information please contact Daniel Mudd or any attorney in
Frost Brown Todd’s Tax practice group. For up to date information

on tax-related issues, visit the Tax Law Defined Blog.

To provide guidance and support to clients as this global public-health crisis
unfolds, Frost Brown Todd has created a Coronavirus Response Team. Our
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attorneys are on hand to answer your questions and provide guidance on
how to proactively prepare for and manage any coronavirus-related threats
to your business operations and workforce.
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