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Jonathan Oppenheimer looks at the history of the taxation of 
services under the various sales and use tax regimes used by the 

states and examines whether it is prudent for states to include 
services in their sales and use tax base.

Introduction
In the past several decades there has been increas-
ing pressure on state governments to provide more 
services. While many states have worked hard to fi nd 
ways to pay for these services without raising taxes, 
many others have found that the demand for services 
has created a tremendous strain on their budgets due 
to a lack of tax revenue. Those states that are not 
generating enough tax revenue to cover the cost of 
these programs must fi nd ways to raise tax revenue. 
One of the ideas that many states have considered in 
their attempts to increase tax revenue is to expand the 
sales tax base to include more services.

Currently, in most states tangible personal prop-
erty is subject to sales and use tax, while services 
are generally provided tax free. Changes in the 
economy have resulted in the percentage of person-
al consumption that is attributable to purchases of 
tangible personal property to decline since the fi rst 
imposition of sales taxes by the states and thus the 
amount of sales tax collected has diminished rela-
tive to the current level of personal consumption. To 
illustrate this point, in 1979 services accounted for 
47.4 percent of all personal consumption, while just 
17 years later in 1996 services accounted for 57.7 
percent of personal consumption expenditures.1 That 
is a 10.3-percent difference in the spending habits 
of Americans and represents a signifi cant erosion of 
the sales and use tax base. It is statistics like these 
that have made expanding the sales and use tax base 
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to include services so attractive to lawmakers as 
a means of generating the revenue that they need 
to pay for the obligations of the state.

The taxation of services is a highly controver-
sial issue. Services that may be taxed by states 
include not only legal and accounting fees, but 
may also include ser-
vices provided by small 
companies such as lawn 
care providers, home 
repair workers and other 
small independent con-
tractors. Though lawyers 
and accountants may be 
the most vocal (and probably the most powerful) 
detractors of the inclusion of services in the sales 
and use tax base, the actual number of people 
impacted would be tremendous.

States have attempted to tap into this tax base in 
several ways. There have been states like Florida 
and Massachusetts that have attempted to include 
all services (with few exceptions) in their sales and 
use tax base. There have also been several states 
that have increased the tax base by including only 
a few enumerated services in their sales and use 
tax bases. Other states have decided against tax-
ing services and found that it is easier to simply 
increase the sales and use tax rate already charged 
on tangible personal property. Several other states 
have adopted a hybrid approach, by both increas-
ing the number of services that are taxed and the 
sales and use tax rates that they charge. Though 
the approaches have been different, it seems 
clear that the overall trend has been for states to 
include more and more services in their sales and 
use tax base.

The next four sections of this paper will gener-
ally look at a history of the taxation of services 
under the various sales and use tax regimes used 
by the states and examine whether it is prudent for 
states to include services in their sales and use tax 
base. The first section will look at the benefits of 
broad inclusion of services in the sales and use tax 
base. The second section will look at the negative 
consequences of the inclusion of services in the 
sales and use tax base. The third section will look 
at Florida’s brief experience with a broad inclu-
sion of services in their sales and use tax base. 
And finally, the current state of service taxation 
under the various state sales and use tax regimes 
will be examined.

The Benefi ts of Expanding 
the Sales and Use Base to 
Include Services 
The obvious benefi t that all lawmakers are trying to 
achieve by expanding the sales and use tax base to 

include services is that it 
will increase tax revenue. 
Experts estimate that the 
broad inclusion of ser-
vices nationwide would 
result in an increase in 
sales and use tax revenue 
by approximately $57 

billion.2 States such as California, Illinois, Michigan 
and Virginia would see a 25-percent to 30-percent 
increase in their tax collection alone if they broad-
ened their application of sales and use taxes to 
include services.3 This type of increase in revenue 
would signifi cantly increase the tax revenue and 
may help those states alleviate revenue shortfalls. 
Thus, this approach is surely diffi cult amounts for 
lawmakers to ignore.

Though increasing tax revenue is a powerful incen-
tive on its own for states to include services in their 
sales and use tax bases, there are other advantages 
to their inclusion that may not be as obvious. For 
example, it may make the application of the sales and 
use tax fairer in certain industries. It may also simplify 
the application of the sales and use tax in some in-
stances, as will be seen throughout this section.

Since the general rule is that services are not tax-
able, many taxpayers have tried to get around paying 
sales and use tax by using bundled transactions. 
Bundled transactions are the sale of goods that are 
connected with the performance of services. When 
services and tangible personal property were bundled 
in the past, arguments could be made that the provi-
sion of tangible personal property was only incidental 
to the provision of the services and that the whole 
transaction should be free of sales or use tax, since 
it is primarily a service. In order to separate taxable 
and nontaxable bundles, the “True Object Test” was 
created. Under this test, a determination is made as 
to whether the “true object” of the transaction is a 
service or tangible personal property. If the service is 
the “true object,” then the transaction is not taxable. 
If the tangible personal property is the “true object,” 
then the transaction is taxable. These guidelines shed 
some light on how to solve the problem of bundled 
transactions, but determining the “true object” of a 

Currently, in most states tangible 
personal property is subject to sales 

and use tax, while services are 
generally provided tax free.
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transaction can often be tricky. To combat this, there 
have been general guidelines (a 10-percent rule) 
set up by many states. Under the 10-percent rule, 
bundled goods and services may be provided tax 
free if the tangible personal property accounted for 
only 10 percent or less of the total value of the trans-
action.4 Though this has provided a clear and easy 
rule for many bundled transactions, there are other 
transactions that for one 
reason or another have 
been deemed nontaxable 
for some and unfairly tax-
able for others, mainly 
for political reasons. For 
example, the services 
provided by a ophthal-
mologist, in checking eyes 
and prescribing glasses, is 
considered to be tax free, 
because it is the provision of a medical service, while 
the same services provided by an optometrist are 
considered in many states to be taxable, because the 
services provided are bundled with the sale of glasses, 
thus failing the True Object Test.5 This clearly results 
in a signifi cant inequity between the taxability of 
the same basic service, based on an arbitrary law. If 
services were included in the sales and use tax base 
this inequity could be eliminated, thus leveling the 
playing fi eld.

The imposition of sales and use tax on services 
may also help eliminate many of the confusing is-
sues that are inherent in the application of sales 
and use commonly encountered under current 
regimes. For example, as discussed above, bundled 
transactions introduce a signifi cant gray area in 
the application of sales and use taxes, since many 
bundled transactions are taxable, while many other 
are not. If services were included in the sales and 
use tax base, all bundled transactions would be 
taxable, thus clearing up any confusion.6

The Negative Consequences of 
Expanding the Sales and Use 
Tax Base to Include Services

Though there clearly are benefi ts to the expansion of 
the sales and use tax base to include services, there 
are also many vocal opponents fueled by the poten-
tially very negative implications of such a tax. Among 
the many arguments against the taxation of services 

are that it would be administratively impossible or 
at the least burdensome to enforce sales and use tax 
collection on all service providers, that it would be 
discriminatory and that it creates “pyramiding.”7

The administrative burden on both taxpayers and 
state sales and use tax audit departments, which 
would result from the broad inclusion of services, 
may be signifi cant. Though there are some pundits 

who do not believe that 
the administrative burden 
would be so signifi cant, 
their arguments do not 
seem as plausible as their 
doom-saying counter-
parts.8 The administrative 
nightmare that this would 
cause essentially has two 
main components—fi rst, 
the cost to taxpayers to 

include services in their sales and use tax payments 
and, second, the cost that the state departments of 
revenue would have to undertake in order to police 
and enforce these new rules. The cost of compliance 
would, especially in the short term, become very 
burdensome for many tax payers. For example, big 
corporations may have to acquire and implement 
new computer accounting systems in order to prop-
erly tax the services that they provide. Additionally, 
small companies may have to start fi ling returns for 
the fi rst time and learning to comply with these laws 
may be out of the skill set for many business own-
ers who would have to hire costly professionals in 
order to comply with this law. David Doerr in his 
Los Angeles Times Op-Ed piece even claims that the 
inclusion of services in the sales and use tax base 
would usher in an era where “baby-sitters,… your 
neighbor’s kid who mows the lawn [and] student car 
washes” would have to not only properly charge taxes 
for their services but fi le sales and use tax returns with 
the state.9 The costs of compliance for these groups 
may be severe, and, to make things worse, those costs 
would likely be mirrored by state administrators who 
would actually have to review and audit many of the 
sales and use tax returns on a monthly basis. At best 
it would likely take some time before state revenue 
departments would be streamlined enough to make 
this profi table, at worst it could be an administrative 
nightmare that ends up costing taxpayers money and 
providing little to no new tax revenue to the state.10 
There is clearly no guarantee that this will be admin-
istratively or fi scally a good idea.

The U.S. economy is largely a 
service-based economy at this point 

in history and a large part of the 
growth in service industries may be 
attributable to the effectiveness of 

the system as it is now.
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There is also a common belief that imposing sales 
and use taxes on services would have a discrimina-
tory effect. The most commonly cited discriminatory 
impact would be on small businesses, because large 
businesses can perform many services for them-
selves in-house, while the same services have to be 
performed by outside service providers for smaller 
businesses. Since services performed for yourself 
would not be taxable and services that you hire 
someone else to perform would be taxable, small 
businesses would be disproportionately taxed. For 
example, many big companies have an in-house 
legal staff that takes care of many of the company’s 
day-to-day legal needs, whereas small businesses 
would have to hire an outside attorney to take care 
of these same issues. Not only would the small com-
pany incur attorneys’ fees, but it would also then 
have to pay sales tax on the attorneys’ fees. Clearly, 
this would create one more disadvantage for small 
businesses and make it even more diffi cult to chal-
lenge bigger competitors.11

A sales tax on services may also have a discrimina-
tory effect against the poor.12 Since poor people may 
be more likely to have older homes and cars, the 
repair services necessary to keep their older cars and 
homes in functional condition would be subject to 
this tax. More affl uent people are more likely to be 
able to purchase newer homes and cars that require 
less repair work and thus are less burdened with this 
tax.13 Taxing these services may have a dire impact 
on the budgets of the poor.

Pyramiding is another common complaint with the 
inclusion of services in the sales and use tax base. 
Pyramiding is when the same items get taxed over 
and over again before they ultimately get purchased 
by an end user. For tangible personal property resell-
ers or manufacturers, pyramiding is often resolved 
by a sale-for-resale exemption. Services such as 
legal fees, accounting fees and consulting fees all 
would be taxable in a pure services tax system and 
are often critical components to the completion of 
a product or service for resale; however, the state 
may fi nd the company acquiring these services to be 
the end user and assess a sales tax on the services.14 
The determination of which services are services for 
resale, possibly qualifying for an exemption, and 
which services are purchased by companies as end 
users would create a signifi cant gray area that would 
take time (if it could ever be done) for legislators and 
the legal system to clear up and provide the proper 
guidance to taxpayers.

The Floridian Experiment 
with Including Services in 
Their Sales and Use Tax Base:
In 1987, Florida allowed provisions exempt-
ing services from their sales and use tax base to 
sunset making all services taxable in the state of 
Florida.15 By allowing the services exemption to 
sunset, the Florida legislature essentially allowed 
laws to be enacted by their inaction. This inaction 
led to a nearly pure inclusion of sales and use tax 
on services, which in the end lead to widespread 
discontent and the eventual re-establishment of 
the services exemption in Florida.

Sunsetting the exemptions of services not only 
impacted the sales tax, but it also and perhaps more 
importantly impacted the use tax. The State of Florida 
could not allow in-state services to be taxed when 
out-of-state service providers could provide Florida 
companies and individuals with the same services 
tax free, because that would eventually result in 
everyone looking to out-of-state service providers 
to provide required services. Thus, big businesses 
would no longer look to Florida-based law fi rms or 
accountants to do work for them. They would instead 
look to similarly qualifi ed individuals in other states 
who could do the same work and not be subject to 
the sales tax. In order to prevent this from happen-
ing, the use tax was applied to services, which would 
make out-of-state-provided services subject to tax for 
the services performed in the state of Florida. This 
alone would probably not create many issues among 
many taxpayers, but the application of formulary ap-
portionment for multistate businesses created a great 
deal of controversy. That is, because the provision of 
legal services to a multistate corporation may only be 
partially attributable to Florida, the whole amount of 
the service is not for the benefi t of the Florida offi ce, 
only a portion of that benefi t, so extending this line 
of thinking farther, all services acquired in any branch 
of a multistate business must have some impact on 
their Florida operations and therefore a part of that 
service must be apportioned to Florida. This created 
circumstances where the Los Angeles branch of the 
big corporation would hire a New York attorney and 
would then have to apportion some of those fees to be 
included in the Florida use tax base.16 Understandably, 
many taxpayers were unhappy with this result.

It was estimated that the sunsetting of the Florida 
services sales and use tax exemption would increase 
the sales and use tax base by $85 billion, leading 
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to an increase in tax revenue of $4.2 billion by the 
1998–1999 tax years.17 Part of this increase in tax base 
and revenue was the result of increased scope, but a 
signifi cant portion of that scope increase was the result 
of pyramiding. Many critics of the Florida services tax 
found that the anti-pyramiding rules were too narrow 
and allowed for too much pyramiding to still take 
place.18 As mentioned above, a business that paid 
for a necessary service could be viewed as the fi nal 
purchaser subject to tax, rather than an intermediary 
not subject to tax. Since the costs of these fees were 
included in the cost charged by the business to their 
customer (who was also taxed on that transaction), 
there would have been multiple levels of tax being 
paid, thus increasing the tax base. For obvious reasons, 
many businesses found this to be unpalatable.

The scope of the tax included 33.4 percent of the 
services previously exempt, and it included many 
industries that did not take kindly to the imposition of 
this new tax, namely the legal industry, the account-
ing industry and perhaps most importantly the media 
(mainly in the form of taxes on advertising agencies). 
The application of the use tax on these services likely 
proved to be the breaking point for many of these 
service providers, especially the New York based 
advertising agencies that were doing business in the 
State of Florida. At fi rst, when the complaints were 
from wealthy lawyers, accountants and doctors, not 
much attention was paid to the issue, but the force 
of the media pushed the tax to be repealed.

When it fi rst became apparent that this tax was go-
ing to impact New York advertising agencies, an ad 
campaign was created to alert people to the impact 
of including services in the sales and use tax base. 
This may have been effective, but it did not have the 
impact that pulling advertisements from local Florida 
television and radio stations did to stir up discontent. 
Once the ad agencies started pulling advertisements 
to avoid tax and the local media started to feel the 
impact of this on their bottom lines, local news 
broadcasts suddenly were much more interested in 
the impact of the tax and in creating public aware-
ness of its negative impact.19 Not only did the debate 
against this tax dominate the local media, it became 
a topic across the country, with several front page 
articles in the New York Times.20 This media campaign 
ended with the Florida legislature succumbing to the 
pressure and restoring the services exemption after 
only a couple of months. Then, in order to make up 
for the lost revenue, the sales tax rate was increased 
from fi ve to six percent.21

The Inclusion of Services 
in State Sales and Use 
Tax Regimes
Although at this point, no state has pushed the inclu-
sion of services in their sales and use tax bases the 
way that Florida did, there has been a push to make 
more services taxable. As is the case with most types 
of state and local taxes, every state taxes services a 
little bit differently ranging from 160 different services 
being taxed in Hawaii to no services being taxed in 
Oregon.22 Many states, however, have started looking 
at taxing more services. For example, between 1996 
and 2004, Nebraska removed exemptions from 27 
different types of services, and Michigan enacted 
legislation that took effect on December 1, 2007 to 
remove the service exemption from at least 15 more 
services.23 The dilemma that many states face is that it is 
politically diffi cult to tax the “big ticket” services, such 
as legal, medical, accounting and educational fees and 
it is not fi nancially worthwhile to tax smaller revenue 
services. Thus, a middle ground ripe for taxation is 
still being developed.24 Because of this confl ict, many 
states have simply copied what has worked in other 
states, the most popular of which include telecom-
munications, amusement services (sporting events, 
amusement parks, etc.), motor vehicle parking, and 
certain personal property remodeling and repair.25 

The trend now is for states to not only keep up with 
what their neighboring states are doing regarding tax-
able services, but also to keep pushing new services 
onto the list to help expand their tax base and increase 
tax revenue. Pundits and legislatures are actively 
pushing for this as a means of relieving the burden 
of increasing income taxes, property taxes or general 
increases in the sales tax rate.26 Benefi cial or not for 
the overall economy, it seems that the political climate 
is becoming more accepting of increasing the appli-
cation of sales and use tax on services and it seems 
unlikely that this trend will stop anytime soon.

Conclusion
Though there are certainly benefi ts to the inclusion of 
more services in the sales and use tax base, there are 
many negative consequences that may make taxing 
services an undesirable result. On its face, increasing 
the number of services to which sales and use tax 
can be applied may seem appealing, since it would 
ease the economic woes of many states, but without 
well-crafted and well-thought-out laws, the result of 
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such regimes could be disastrous. Because it seems 
that an increase in the number of services that are 
taxable is inevitable, serious thought must be put into 
how to limit the expansion of services to only those 
industries that can best adapt to the imposition of this 
tax at the lowest cost possible, while still generating 
tax revenue for the state, and care must be taken to 
make sure that adequate anti-pyramiding provisions 
are put into place to eliminate intermediate levels 
of taxation. 

The U.S. economy is largely a service-based 
economy at this point in history and a large part 
of the growth in service industries may be attribut-
able to the effectiveness of the system as it is now. 

Therefore, tax decisions must be made carefully on 
this critical segment of our economy. It is a sincere 
hope that politicians looking for short-term solu-
tions do not hamper long-term economic growth by 
implementing haphazard taxing schemes without 
much thought. If the proper thought and care are 
put into creating appropriate taxes, the inevitable 
expansion of services in the sales and use tax base 
may turn out to provide the necessary extra funding 
that states need with little impact on the economy. 
However, based on the experiences of the past, like 
those in Florida, we may be in for a tumultuous road 
before state and local governments can properly 
apply these taxes.
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