
Taxing Services Is No Panacea

by Brian Hamer

There is perhaps no subject in the world of state and local
tax that brings a more diverse group of people together than
the subject of taxing services. The devil is in the details, but
many academics, policymakers, business organizations, and
members of labor-supported think tanks agree that the
system of sales taxation in this country, which heavily taxes
sales of tangible personal property but taxes services to a
much lesser degree, should be reformed. They argue that
there is no principled reason for taxing the consumption of
tangible products differently from the consumption of ser-
vices, particularly as the economy has shifted from manu-
facturing and tangible property to services.

Illinois provides perhaps the best example of a sales tax
system that has not changed with the economy and thus is
failing in some key respects. According to a Federation of
Tax Administrators survey conducted in 2007 and cited by
virtually every analyst of service taxes, Illinois taxes fewer
services than almost every other state.1 Meanwhile, sales tax
revenue in Illinois has been growing at a far slower pace than
both the economy and the cost of providing government
services. One can cite a variety of data to illustrate this
phenomenon, but one fact that I find particularly striking is
that while personal consumption expenditures increased by
more than 40 percent between 2002 and 2012, sales tax
revenue in Illinois increased by only 16 percent.2

The failure of the sales tax to grow with the economy has
occurred at the same time that Illinois has faced mounting
fiscal challenges. Until 2009 the state addressed annual bud-
get shortfalls by essentially diverting money from public em-
ployee pension funds, which in turn has caused the amount
of unfunded pension obligations to grow to more than $100
billion. In 2011 the state increased the individual income tax
rate from 3 percent to 5 percent and the corporate rate from
4.8 percent to 7 percent, but even then the state was unable
to pay all of the obligations it incurred each fiscal year until
months into the subsequent year (although progress was
steadily being made). On December 31, 2014, the 2011
income tax rate increases were allowed to mostly expire (the
individual income tax rate fell to 3.75 percent and the cor-
porate rate fell to 5 percent), reducing revenue by more than
$5 billion and causing the state to face multibillion-dollar
deficits and an ongoing threat of possible government shut-
down.3

It is largely in reaction to this fiscal environment that a
broad and growing array of Illinois political and policy
figures has called for expanding the sales tax base to include
services. In 2009 the democratic majority of the state Senate
passed SB 174 (with no Republican votes) that would have
taxed 39 services. Then, in 2011, when campaigning to
become mayor of Chicago, Rahm Emanuel (D) called for
the legislature to expand the sales tax to cover ‘‘luxury
services’’ (a category he did not define). At the opposite end

1Federation of Tax Administrators, ‘‘FTA Survey of Services Taxa-
tion — Update’’ (July 2008), available at http://bit.ly/1LWUQO6.

2Illinois Dep’t of Revenue, ‘‘Annual Report of Collection and
Distributions Fiscal Years 2011 and 2012,’’ and Illinois Dep’t of

Revenue, ‘‘Annual Report of Collection and Distributions Fiscal Year
2014.’’ Personal consumption expenditures are from the U.S. Depart-
ment of Commerce, Bureau of Economic Analysis. Also detracting
from the growth of sales tax revenue in Illinois is the migration of retail
sales activity to the Internet, which shields retailers without physical
presence in the state from the responsibility of collecting and remitting
taxes. Yet the revenue impact of this shift is relatively small, in part
because many Internet sellers have established a bricks-and-mortar
presence in Illinois and Amazon.com Inc. has started to collect tax. The
Illinois DOR estimated in June 2011 that the state (not including local
governments) would lose $197 million of tax in fiscal 2013 because
remote sellers are not required to collect tax, which is less than 3
percent of the state sales tax base. That analysis was done before
Amazon, the country’s largest Internet seller, announced that it would
start collecting and remitting Illinois tax.

3The state comptroller, Leslie Munger, has estimated that the
backlog of unpaid bills will be about $8.5 billion at the end of this
calendar year. Mark Fitton, ‘‘Munger: State Finances Bad and Getting
Worse,’’ The Southern Illinoisan, Sept. 10, 2015.

Brian Hamer

Brian Hamer served as director
of the Illinois Department of Rev-
enue from 2003 to January 2015.
Before that, he was deputy director
of the Chicago Department of
Revenue and chief assistant corpo-
ration counsel at the city’s Depart-
ment of Law.

In this edition of Revenue Mat-
ters, Hamer discusses Illinois’s
budget difficulties and argues that

even if taxing sales of services is sound tax policy, it may not
be the budgetary fix that others have argued it would be.
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of the political spectrum, Republican Bruce Rauner, when
campaigning for governor against incumbent Pat Quinn last
year, called for taxing 32 services. Rauner was running as a
staunch fiscal conservative, so his proposal to impose addi-
tional taxes caught many by surprise.

Most recently, in May the Center for Tax and Budget
Accountability, an Illinois think tank substantially funded
by labor unions, and the Taxpayers Federation of Illinois, a
business-backed organization, issued an unprecedented
joint ‘‘Issue Brief ’’ in which they called for taxing additional
services. The brief argued that expanding the sales tax base
would ‘‘improve the long-term stability of the state’s fiscal
system’’ because it would allow the sales tax ‘‘to comport
with both the modern economy and the principles of sound
tax policy.’’4

The case for modernizing the sales tax in Illinois is
compelling. Despite substantial changes to the economy,
the state has barely altered the sales tax base since the tax was
adopted 82 years ago (except to enact dozens of exemp-
tions). The tax was originally imposed ‘‘upon persons en-
gaged in the business of selling tangible personal property at
retail in this State,’’ and except for a slight reordering of
words, that is essentially how the tax base is defined today. In
1988 the General Assembly added photo processing to the
tax, but that service is now fading away. The following year,
the tax was also extended to prewritten, or ‘‘canned,’’ soft-
ware. However, the Department of Revenue subsequently
promulgated a regulation that significantly limited the soft-
ware that is subject to tax. With the exception of these
changes, the sales tax remains tightly tied to tangible per-
sonal property.5

Notwithstanding these facts, policymakers should not
assume that expanding the sales tax base in Illinois by taxing
services will result in a pot of gold. A close examination of
the services that realistically might be taxed shows that only
a relatively modest amount of revenue would be generated
— at least in comparison with the substantial decline of
revenues caused by the income tax rate reductions this year
and the large budget deficit the state faces. Although there
are reasons to modernize the sales tax, taxing services is not
a solution, or even a material part of the solution, to Illi-
nois’s budget woes. Moreover, in the wake of the recent
reduction in income tax rates, taxing services without addi-
tional reforms to the state’s tax code may not be good policy
at all.

In 2011 the Commission on Government Forecasting
and Accountability, the bipartisan research commission
established by the General Assembly, used U.S. census data
to estimate the annual revenue potential of taxing essentially
all services. Its estimate came to $8.45 billion.6 Earlier this
year, before I left the DOR, the DOR reached a similar
estimate after using more recent census data.7 The DOR’s
estimate, based on projected 2016 economic activity, was
$9.3 billion.

These are substantial numbers that suggest at first glance
that taxing services can address the state’s fiscal challenges in
a material way. Realistically, however, these figures require
substantial downward adjustments to reflect both political
realities and arguably good economic policy.

Even if the policy arguments to carve
out business-to-business transactions are
persuasive, that may be irrelevant to the
political debate.

To begin, many proponents of taxing services agree that
business-to-business transactions should be excluded from
the tax base. Economists warn that taxing business inputs
causes the pyramiding of taxes, undermines the principle of
transparency because it is not clear who bears the ultimate
burden of tax, and encourages vertical integration for tax
rather than substantive business reasons — all outcomes
that should be avoided. Of course, current sales taxes often
do not live up to economists’ ideals. Although sales tax codes
around the country exclude many business inputs from
taxation, the fact remains that a substantial portion of sales
taxes are paid by businesses rather than consumers. In fact, it
has been estimated that roughly 40 percent of state sales tax
revenues are attributable to business purchases.8

Even if the policy arguments to carve out business-to-
business transactions are persuasive, that may be irrelevant
to the political debate. The reality is that the business
community strongly opposes expanding the sales tax base if
it means that it must pay additional tax on its purchases
(there will be plenty of opposition from many industries
even if their role is limited to collecting new taxes from their
customers), and it is hard to see both houses of the General
Assembly and the governor agreeing to tax services in the
face of substantial business opposition. Indeed, the service

4Center forTax and Budget Accountability, ‘‘Expanding the Base of
Illinois’ Sales Tax to Consumer Services Will Both Modernize State Tax
Policy and Help Stabilize Revenue’’ (May 20, 2015). The brief did not
indicate which specific services should be taxed.

5Illinois also taxes some services outside the sales tax, most signifi-
cantly taxes on electricity, natural gas, and telecommunications. Fif-
teen years ago, the General Assembly also added prepaid telephone
calling arrangements to the sales tax, but this was only a shift from the
telecommunications tax.

6Illinois Commission on Government Forecasting and Account-
ability, ‘‘Service Taxes, 2011 Update’’ (Apr. 2011).

7The new census data for the first time presents product line
statistics, an alternative to sales statistics by type of business. This new
data allows more precise service tax estimates because the tax base can
be measured by sales of particular services. Using sales by business type
is less precise because businesses may sell a variety of services and
products.

8Jerome R. Hellerstein and Walter Hellerstein, State Taxation (3rd
ed., 1998-2007), para. 14.01.
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tax brief issued jointly by the Center for Tax and Budget
Priorities and the Taxpayers Federation of Illinois argues
that any service tax must be limited to ‘‘consumer services,’’
perhaps reflecting a political consensus. Rauner’s service tax
proposal similarly excluded business-to-business transac-
tions.

According to the DOR, carving out business-to-business
transactions would reduce its service tax revenue estimate by
more than half, to just over $4 billion annually.

In addition to excluding business inputs, certain services
must be excluded from any estimate if it is to be realistic.
These are professional and commercial services that are
taxed by few if any states around the country and that have
largely avoided new taxation since Florida famously im-
posed and then, in the face of overwhelming political pres-
sure, quickly repealed a broad service tax 25 years ago.9
Foremost, it is hard to imagine the political interest or will to
tax medical services in Illinois. It is also difficult to envision
the General Assembly taxing financial or legal services, given
the substantial pushback the affected industries would cer-
tainly mount. Interestingly, the service tax proposed last year
by Rauner, a former private equity investor and financier
with a Harvard MBA, covered legal services but not finan-
cial services. In fact, more than one-quarter of projected
revenues under his proposal would be derived from taxing
legal services. The Illinois State Bar Association was quick to
respond, arguing that such a tax would be a tax on ‘‘people
when they exercise their rights’’ and emphasizing that the tax
would apply when people pursue such compelling things as
‘‘delinquent child support, custody of a child, worker’s
compensation, or guardianship.’’ The bar association also
cited Illinois Supreme Court precedent that it asserted pro-
hibits taxing attorneys when the securities and exchange
industry is not taxed as well.10

Eliminating medical, financial, and legal services from
the tax base further reduces the DOR’s revenue estimate to
just under $940 million annually, a figure that approximates
a 0.25 percent individual income tax rate in Illinois.

For a variety of reasons, it is likely that many other
services would also avoid being included in any sales tax base
expansion, reducing potential revenue even further. For
example, one of the most common subjects of service taxa-
tion by states, and a significant source of revenue, is amuse-
ments and admissions. However, in Illinois, this space has
already been filled by local governments. Chicago generally
imposes a 9 percent tax on amusements, and Cook County,
the state’s largest county, imposes a 3 percent tax.11 These

taxes generate substantial revenue; in 2015 they are expected
to generate $135 million and $32 million, respectively.12

Given the magnitude of these revenues, it is unlikely that the
city or the county would walk away from these taxes, even if
they would benefit from the General Assembly expanding
the sales tax base to cover amusements and other services.13

At the same time, it is also hard to see the professional sports
teams in Illinois and other providers of currently taxed
amusements failing to mount a major and arguably compel-
ling case that a combination of high sales and amusement
taxes would be excessive.14

An effort to tax various other services would also likely
engender substantial opposition and may well end up on the
cutting room floor. According to the DOR’s analysis, after
carving out business-to-business transactions and medical,
legal, and financial services, slightly more than 50 percent of
potential service tax revenues would be generated by just 25
services (as defined by product line codes). However, taxing
many of these services does not seem realistic, either because
they may strike legislators as inappropriate subjects for
taxation or because legislators may conclude that the
amount of revenue is not worth the political headache. This
is a matter of speculation, of course, but a tax on any of the
following services that appear on the top 25 list seems
problematic:

• membership services provided by business, profes-
sional, labor, political, and similar organizations or by
civic and social organizations;

• parking lots and garages (currently subject to a 20 to
22 percent tax in Chicago and a 6 to 9 percent tax
imposed by Cook County, where most private lots and
garages in Illinois are located);

• routine veterinary examinations and nonsurgical treat-
ment of animals;

• training and professional development programs pro-
vided by business schools, technical and trade schools,
and computer and management training; and

• seminars, conferences, trade shows, and other events
sponsored by religious, grant-making, civic, profes-
sional, and similar organizations.

9Florida’s service tax was effective July 1, 1987, and repealed the
following December, effective January 1, 1988.

10Matthew Hector, ‘‘LawPulse: A Service Tax on Lawyers?’’ 103, 2,
Ill. Bar J. 12 (Feb. 2015).

11Nonexempt live theatrical performances are taxed by Chicago at
the rate of 5 percent. To date the county’s tax has applied to the
privilege of viewing amusements but not to participatory amusements

such as bowling and golf. Last month, however, the county board
president proposed to close this ‘‘loophole’’ as part of her 2016 budget
proposal. Hal Dardick, ‘‘County May Widen Tax on Amusements,’’
Chicago Tribune, Oct. 15, 2015, p. 1.

12City of Chicago ‘‘2016 Budget Overview,’’ p. 132; Cook County,
‘‘2016 Executive Budget Recommendations,’’ Vol. I, p. 31.

13Many other Illinois municipalities around the state also impose
amusement taxes, including Springfield, Bloomington, Schaumburg,
Rosemont, and Moline.

14Beginning January 1, 2015, the combined general state and local
sales tax rate in Chicago, which is located in Cook County, is 10.25
percent. If the sales tax base were expanded to cover amusements and
the current city and county amusement taxes were not repealed, the
total tax rate on amusements in the city would come to a lofty 22.25
percent.
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Taken together, the DOR estimates that these five cat-
egories of services (plus movies, sporting events, and live arts
performances, which are also among the top 25 services by
revenue) if taxed would generate $200 million annually to
the state. There are also other services, not on the top 25 list,
that seem like problematic candidates for taxation, includ-
ing various other categories of training and instruction,
membership services associated with social advocacy orga-
nizations, amusements other than movies and sporting
events that are currently subject to local taxation in Illinois,
admissions to cultural institutions, and veterinary surgery.

Since it is not possible to know which services might
ultimately be taxed, it is not possible to make a definitive
revenue projection. However, given the issues and contro-
versy that would be associated with taxing many services, it
seems highly likely that the final package would generate
substantially less than $940 million; therefore, the revenue
would be significantly less than the revenue that would be
derived from restoring just 0.25 percent of the individual
income tax rate cut.

Advocates for expanding the sales tax base in Illinois
often point to the FTA survey of 168 services, which indi-
cates that Illinois taxes far fewer services than other states. To
better understand this compilation, my colleagues and I at
the DOR compared Illinois with its neighboring states
Iowa, Wisconsin, Kentucky, Missouri, Michigan, and Indi-
ana. According to the FTA survey, these states tax 94, 76, 28,
26, 26, and 24 services, respectively, compared with 17
services in Illinois. We concluded that for a number of
reasons, the difference in tax policy between Illinois and
most of the surrounding states is not as great as it might
initially appear and that the difference does not necessarily
translate into substantial revenue potential for Illinois.15

First, totaling the number of services taxed by each state
does not take into account the scale of service activity
involved, and many of the services taxed by the surrounding
states are relatively small in terms of revenue potential. For
example, gift and package wrapping, taxidermy, and water
softening services (none of which are taxed by Illinois) are

each counted as a single service, just as are telecommunica-
tions services, electricity, and natural gas (all taxed by Illi-
nois). Second, the survey does not include local taxes, so
Illinois is not shown as taxing amusements and admissions
(Iowa and Wisconsin are both shown as taxing 14 different
amusements), parking (taxed by Iowa and Wisconsin), or
multiple categories of leases and rentals that are taxed by
Chicago (taxed by Iowa and Wisconsin). Finally, as the notes
to the FTA survey show, statutory exemptions sometimes
significantly narrow the scope of services that are taxed by
surrounding states.16

Beyond understanding the budget impact of broadening
the sales tax base, it will be important for policymakers to
assess the distributional impact of taxing services in the wake
of the recent reduction of the income tax. To tax additional
services, particularly if business-to-business transactions are
excluded, after reducing both individual and corporate in-
come tax rates, may well shift the state’s tax base from
higher-income individuals to lower-income individuals,
making the tax code — which already relies heavily on
consumption taxes — even more regressive. These changes
to the tax code would also shift the tax burden from many
profitable businesses, including out-of-state businesses, to
other taxpayers.

Therefore, if service taxes are enacted to replace a portion
of the lost income tax revenue, steps should also be taken to
reverse any increase in the regressivity of the tax code. For
example, the General Assembly could increase the state’s
earned income tax credit, which would help to counter any
increased net tax burden on lower-income taxpayers who are
typically hit hard by consumption taxes. The state should
also couple service taxes imposed on consumers with the
elimination of business tax loopholes to help ensure that
profitable businesses pay their fair share of the tax burden.

Expanding the state’s sales tax base may be long overdue,
but doing so to replace income tax revenues would not be
reform. ✰

15This statement does not apply to Iowa, which is among the most
aggressive taxers of services in the country. However, none of the
surrounding states tax major professional services like legal, account-
ing, engineering, or architecture.

16For example, the survey indicates that Iowa taxes carpentry,
painting, plumbing, and similar trades, but the notes indicate that new
construction is exempt from tax; Wisconsin taxes exterminating but
limits tax to services associated with tangible personal property such as
recreational vehicles; and Indiana taxes funeral services but limits tax to
tangible personal property if separately stated.

Revenue Matters

526 State Tax Notes, November 16, 2015

For more State Tax Notes content, please visit www.taxnotes.com. 

 

(C
) T

ax A
nalysts 2015. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.




