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Summary

Sales of tangible goods dominate most states’ salestax bases; only afew states impose
their salestaxes on abroad array of services. Sales of “non-durable goods” like clothing and
light bulbs and “durable goods” like cars and computers generate the vast majority of state sales
tax receipts. According to the Federation of Tax Administrators, amajority of states apply their
salestax to less than one-third of 164 potentially-taxable service categories. Eight of the 45
states with sales taxes impose them on fewer than 20 service categories.*

Most states could improve their sales taxes and their tax systems in general with some
expansion of the tax base to include services. Adding services could make tax systems fairer,
more stable, more economically neutral, and easier to administer. Perhaps most importantly in
the current fiscal crisis, adding servicesto a state’ s sales tax base could help close fiscal gaps and
avert cuts in important services or other, less sound, tax increases. There are significant
economic, administrative, and legal issues that must be addressed in expanding sales taxation of
services. The barriers are not insurmountable, however, and the benefits from a broader sales tax
base outweigh the challenges.

Why Tax Services?

Public finance economists and other tax experts have been urging states for decades to
include more servicesin the sales tax base.? Taxing services meets all of the criteria by which
state tax policy options are normally evaluated.

Taxing additional services can generate substantial new salestax revenue.
Table 1 indicates that the annual, nationwide revenue yield from taxing all
services purchased by households except health care, education, housing, and a
few others would be on the order of $57 billion. The new revenue from taxing
household services would be less than this, since most states do tax servicesto
some extent. Table 1 suggests, however, that states that do not tax services to any
significant degree at present — such as California, Illinois, Michigan, and
Virginia— probably could increase their sales tax revenue by 25 to 30 percent if
they taxed services purchased by households comprehensively.

Some states have prepared their own estimates of the revenue that could be gained
by expanding the sales taxation of services. Texas estimates that broadening its



salestax to include just five types of services could yield on the order of $600
million in additional sales tax receipts annually. Michigan estimates that its
failure to tax services costs the state $4.8 billion each year.?

Taxing services broadly isessential if the long-run revenue adequacy of the
salestax isto be maintained. Household spending has been shifting from goods
to services for decades. The traditional sales tax base, purchases of durable goods
plus non-durable goods except groceries (which the majority of states exempt),
fell from 39 percent of household consumption in 1970 to 33 percent in 2001.
Over the same interval, consumption of services rose from 31 percent to 44
percent of total household purchases.* Largely to compensate for this trend, states
have increased sales tax rates sharply over the last 30 years. The ability of states
to continue raising rates is constrained, however, by such factors as the ease with
which consumers can shift their purchases to the Internet — where sales taxes
often are not charged. Assuming that consumption will continue to shift toward
services, including servicesin the tax base therefore will be essential to
maintaining sales tax revenues over the long term.

Bringing servicesinto the sales tax base may reduce the year-to-year
volatility of salestax collections. Salestax bases are dominated by purchases of
“big-ticket” durable goods (such as cars, appliances, and furniture), which often
decline sharply during economic downturns. Limited research finds that
purchases of some services do not fall as precipitously as durable goods purchases
do when the economy slows nor rise as rapidly when the economy is booming.
The research suggests that including more servicesin the sales tax base could
moderate dlightly the volatility of salestax revenues over the course of the
business cycle.

Expanding the taxation of serviceswill makethe salestax fairer. The sales
tax isintended to be a genera tax on consumption. Thereislittle reason to
distinguish between consumption of goods and consumption of services, whichin
fact can be substitutes for one another. For example, it is not equitable — it
violates the principle of “horizontal equity” — to tax the person who rents a
videotape but not the person who watches a pay-per-view movie on cable TV.

Moreover, salestaxes are regressive; that is, they absorb alarger proportion of the
income of lower-income taxpayers than of higher-income taxpayers. In part, this
is because higher-income persons do not consume their entire incomes; the
portion of their incomes that they save is not subject to sales or other consumption
taxes. Ideally, one could consider reducing the regressivity of salestaxes by
expanding the sales tax to services purchased primarily by the affluent. While
worth doing, the revenue gain from expanding solely to services the affluent buy
isnot substantial. To broadly tax services, one must include services purchased
by low-, moderate- and middle-income households as well as those purchased by
high-income people. In general, abroad expansion of sales taxation to services
will not change relative tax burdens.”



There is one circumstance, however, in which expansion of the salestax to
services could make a state’ s overall tax system somewhat less equitable. That
can occur if taxing services raises the proportion of total state revenuethat is
derived from the sales tax and thereby lowers the proportion that is derived from
more progressive sources such as personal and corporate income taxes. There are
anumber of ways this potential to increase the regressivity of the tax system asa
whole can be avoided. The sales tax base expansion can be balanced with other
changesin the tax code, such as an increase in the personal income tax.
Alternatively, targeted credits administered through the income tax or rebates of
sales taxes paid can be used to mitigate the increased sales tax burden low-income
families could experience when a sales tax is broadly expanded to include
services.

Taxing services can improve the allocation of economic resources. Thefailure
to tax services while most goods are taxed subtly distorts resource allocation
throughout the economy by creating an artificial incentive to purchase services
rather than goods. For example, some consumers may be encouraged to repair
older cars and appliances rather than replace them with more energy-efficient and
less polluting alternatives — athough the effect is probably modest. The failure
to tax services has aso contributed to steady increases in sales tax rates, which
create their own economic distortions. Unnecessarily high tax rates on goods
resulting from under-taxation of services stimulate such wasteful activities as tax-
motivated interstate shopping.

Expanding the taxation of services can simplify the process of administering
and complying with the salestax. Expanding the taxation of services can reduce
the effort and costs entailed in enforcing and complying with the sales tax. When
retailers sell taxable goods and services as well as tax-exempt services, it can be
difficult and costly for tax administrators and merchants alike to ensure that the
proper amount of tax has been collected and remitted. If all of aretailer’s sales
are subject to tax, many accounting burdens and disputes diminish or disappear.

Expanded taxation of services can contribute to the realization of all of these arguably
desirable tax policy objectives. There are tradeoffs involved, however. For example, moving
toward comprehensive taxation of services could strain the administrative capabilities of state tax
departments if done too quickly, since many businesses that previously did not collect sales tax
would need to be brought into the sales tax system. Thus, achieving an optimal balancing of
these goal's requires an understanding of all of the potential effects of expanding taxation of
services and careful choices about which services to tax.

Which Services Could States Tax? Which Services Should They Tax?

As policymakers contemplate which currently-exempt services to begin taxing, it can be
useful to think of services asfalling into three categories:

services primarily purchased by businesses, such as payroll processing and
television advertising,



services primarily purchased by households, such as diaper service and cable TV,
and

services frequently purchased by both households and businesses, such as
landscaping and pest control.

Economists generally counsel states to forego taxing the first category of services, so-
called “business-to-business’ sales. They point out that taxing the goods and services businesses
buy to use as inputs into the production of other goods and services often leads to “tax
pyramiding.” Tax pyramiding refers to the situation in which an input is taxed when purchased
and then effectively taxed again when its cost is passed through into the price of ataxable good
or service into which it has been incorporated. Tax pyramiding resultsin the actual sales tax
imposed on a particular good or service bought by a household being higher than what is added
at the cash register. Because the sales taxes imposed on inputs are hidden in the selling price of
the item, states may tend to rely on this revenue source more than they otherwise would.
Moreover, some research suggests that the hidden sales taxes are even more burdensome for
low-income families than the visible sales tax that is imposed on the final sale, because
necessities like food and utilities that often are tax-exempt nonethel ess can have substantial sales
taxes hidden in their prices.

Taxation of business inputs also tends to complicate sales tax administration. For
example, rules need to be devel oped for taxing services like accounting that are purchased by
businesses for company-wide use in multiple states.

The greatest concern of economists regarding sales taxation of services purchased by
businessesisthat it can distort the allocation of economic resources. Since services provided to
an employer by an employee are rarely subject to sales tax, taxation of business-to-business sales
of services can encourage businesses to provide services using their own employees even if they
could be produced more efficiently by an independent firm. In addition, if purchases of services
subject to salestax are magjor cost items for a business (for example, electricity and
telecommunications services for an Internet service provider), a more efficient business that tries
to pass those taxes into its prices could lose business to aless efficient competitor located in
another state that exempts those inputs from sales taxation. Alternatively, a business that makes
substantial purchases of taxable services might choose to expand in a state that is sub-optimal
from an economic efficiency standpoint but that exempts those services from sales tax.

While these arguments against taxing business purchases of services have merit, there are
at least two countervailing considerations:

State sales taxes aready apply to numerous purchases of goods by businesses.
Assuming that the concerns of economists about the distorting effect on resource
allocation of taxing business inputs are valid, economic theory implies that the
distortion grows as the tax rate increases. |If the choice is between increasing the
tax rate at which business-to-business sales of goods are taxed and taxing some
business-to-business sales of servicesin order to hold down the tax rate, the latter
could be preferable from an efficient allocation of resources standpoint.



In an economy in which a growing number of people run their own businesses,
exempting all purchases of goods and services by businesses would open the door
to substantial tax evasion. Business owners could claim purchases of many
services — such as telecommunications, hotel rentals, and auto and computer
repair — to be for business use when they were actually for personal use.
Preventing this abuse would require that substantial additional resources for tax
enforcement be provided to state tax departments. The costs of preventing tax
evasion could exceed the economic benefits of exempting business inputs from
taxation.

In broadening their states' taxation of services, policymakers generally have struck what
arguably is areasonable balance among the resource allocation issues raised by economists, their
states’ revenue needs, and practical tax enforcement considerations. States largely have avoided
taxing services purchased almost exclusively by businesses (like advertising and accounting);
instead, to the extent they have taxed services, states have targeted household services (like
haircuts) or mixed household/business services (like landscaping). Where a particular industry
has made a credible case that taxation of a service in the latter category has an adverse economic
impact (for example, telecommunications purchased by financial institutions), elected officias
also have been willing to enact industry-specific exemptions. Such an approach may make more
sense than an across-the-board exemption for al services that happen to be purchased by
businesses as well as households.

Even if states forego taxing services that are predominantly purchased by businesses,
thereisavast array of household services to which the sales tax can be applied. Appendix | of
thisreport lists over 200 types of services purchased by households or by both households and
businesses, organized into 20 broad categories including personal care, home cleaning and
maintenance, recreation and travel, and lawn and garden. As entrepreneurs perceive new profit-
making opportunities, new services will continue to be invented. States can either implement
taxation of servicesin away that will incorporate newly emerging services or can monitor the
evolution of the service sector and update their tax policies accordingly.

The Legal Mechanics of Broadening the Sales Taxation of Services

Legislators can expand the taxation of servicesin two different ways. The
comprehensive approach is to apply to services the typical language used to tax goods. Under
most state sales tax laws, all sales of goods are taxable unless they are explicitly identified as
exempt. Hawaii, New Mexico, and South Dakota apply this same treatment to sales of services.
Hawaii and New Mexico adopted this approach from the inception of their sales taxes; South
Dakota did so to expand the taxation of services well after the sales tax had been enacted.

The remaining states that tax services do so by specifically enumerating taxable services.
The enumeration often can be found in the definition of a*“retail sale.”

Each approach to taxing services has its own advantages and disadvantages. A key
advantage of the comprehensive approach, for example, is that newly-developed services are
immediately taxable without legislative action. Thisis appropriate given the role of the sales tax
asagenera tax on consumption. It also ensures that the revenue yield of the salestax is



maintained as new services displace old ones (for example, as Internet e-mail service substitutes
for faxing as a means of transmitting documents).

The major disadvantage of the comprehensive approach to expanding the sales taxation
of servicesisthat it islikely to bring alarge number of servicesinto the sales tax base in one fell
swoop. The services subjected to taxation are likely to include many business-to-business
services that policymakers might not wish to tax because of the potentially adverse economic
effects discussed previously. Moreover, state revenue departments may not be equipped to
integrate numerous new services and the merchants selling them into their sales tax
administration systemsin a short period of time. These factors likely explain why of all the
states that have expanded their taxation of services over the years, only South Dakota did so
comprehensively.

The greatest challenge facing legislators who choose to extend their state’ s sales tax to
specifically-enumerated services is defining unambiguously the services they intend to tax.
Many services are technologically complex and industry-specific, and legislators and their staffs
cannot be expected to be business experts. Clear definitions are essential, however, because
providers of a newly-taxed service often will look for every legal opportunity to avoid having to
add a 4-10 percent salestax to their prices. In acurrent case, for example, AmericaOnlineis
disputing Tennessee's claim that its Internet access service falls under the state’ s definition of
taxabl e telecommunications.

A guestion often arises as to whether it is preferable to write the law to identify taxable
services in broad terms (such as “fees for participant sports’) or specifically (such as
“admissions, equipment rental, and other fees for bowling, batting cages, skiing. . .”). The
answer isthat states would be well-advised to do both. (“Taxable salesinclude admission,
equipment rental, and other fees for participant sports, which include but are not limited to
bowling, batting cages, skiing . ..”) Broad definitions can serve as a good “backstop” for more
specific listings that may inadvertently omit a particular service. A broad definition can also
provide a basis for taxing a newly-invented service until such time as the legislature has an
opportunity to identify it explicitly. Nonetheless, broad definitions are not sufficient to ensure
taxability in the face of ataxpayer determined not to charge sales tax.

One promising approach to enumerating taxable servicesis to piggyback on standardized
lists and definitions devel oped for other purposes. The North American Industry Classification
System (successor to the well-known SIC system) and the North American Product
Classification System (under development) could be referenced for sales taxation purposes.®
South Dakota' s sales tax statute already references SIC definitions, for example. In addition to
taking advantage of careful definitional work, using NAICs or NAPCS to establish the state sales
tax base could make it easier to gauge the revenue impact of taxing services; state-by-state data
on the dollar volume of sales of services are already categorized by NAICS and will be further
categorized by NAPCS when it is completed.



Table 1

Estimated Sales Tax Revenue Yield from Taxing All “Readily-Taxable”* Services

($ millions)

Share of Estimated Revenue from

2001 Nitl. Purchases of July 1 2001 Services as

Personal “Readily-taxable” Sales Revenue from FYO1 State General Percent of Current

Income Services Tax Rate Taxing Services Sales Tax Revenue Revenue

()] 2 3 4 (O] (6)

United States 100.00% 1,148,000 5.000% 57,400 184,315 31%
Alabama 1.26% 14,522 4.000% 581 1,823 32%
Arizona 1.58% 18,164 5.600% 1,017 3,757 27%
Arkansas 0.71% 8,150 5.125% 418 1,772 24%
California 13.00% 149,251 5.750% 8,582 24,298 35%
Colorado 1.70% 19,560 2.900% 567 1,970 29%
Connecticut 1.67% 19,226 6.000% 1,154 3,475 33%
D. of Columbia 0.26% 3,037 5.750% 175 682 26%
Florida 5.47% 62,786 6.000% 3,767 14,862 25%
Georgia 2.78% 31,867 4.000% 1,275 4,874 26%
Hawaii 0.41% 4,697 4.000% 188 1,560 12%
Idaho 0.37% 4,303 5.000% 215 782 28%
lllinois 4.75% 54,528 6.250% 3,408 6,565 52%
Indiana 1.96% 22,473 5.000% 1,124 3,606 31%
lowa 0.92% 10,569 5.000% 528 1,756 30%
Kansas 0.89% 10,182 4.900% 499 1,745 29%
Kentucky 1.17% 13,404 6.000% 804 2,656 30%
Louisiana 1.26% 14,493 4.000% 580 2,665 22%
Maine 0.40% 4,548 5.000% 227 818 28%
Maryland 2.18% 25,021 5.000% 1,251 3,326 38%
Massachusetts 2.86% 32,833 5.000% 1,642 3,756 44%
Michigan 3.43% 39,369 6.000% 2,362 7,686 31%
Minnesota 1.90% 21,773 6.500% 1,415 4,768 30%
Mississippi 0.72% 8,223 7.000% 576 2,330 25%
Missouri 1.83% 21,021 4.225% 888 2,805 32%
Nebraska 0.57% 6,547 5.000% 327 1,017 32%
Nevada 0.73% 8,329 6.500% 541 2,049 26%
New Jersey 3.76% 43,220 6.000% 2,593 5,759 45%
New Mexico 0.49% 5,603 5.000% 280 1,731 16%
New York 7.89% 90,585 4.000% 3,623 8,449 43%
North Carolina 2.60% 29,795 4.000% 1,192 3,430 35%
North Dakota 0.19% 2,174 5.000% 109 403 27%
Ohio 3.78% 43,356 5.000% 2,168 6,288 34%
Oklahoma 1.00% 11,476 4.500% 516 1,550 33%
Pennsylvania 4.35% 49,932 6.000% 2,996 7,238 41%
Rhode Island 0.37% 4,233 7.000% 296 699 42%
South Carolina 1.17% 13,375 5.000% 669 2,507 27%
South Dakota 0.23% 2,669 4.000% 107 464 23%
Tennessee 1.79% 20,492 6.000% 1,230 4,483 27%
Texas 7.02% 80,626 6.250% 5,039 17,903 28%
Utah 0.63% 7,260 4.750% 345 1,480 23%
Vermont 0.20% 2,319 5.000% 116 356 33%
Virginia 2.69% 30,836 3.500% 1,079 2,992 36%
Washington 2.21% 25,367 6.500% 1,649 6,078 27%
West Virginia 0.48% 5,454 6.000% 327 1,086 30%
Wisconsin 1.82% 20,916 5.000% 1,046 3,613 29%
Wyoming 0.17% 1,924 4.000% 77 406 19%

*'Readily-taxable” services consist of all services consumed by households except: housing, health care, education, transit,
banking, insurance, legal and funeral services. See Methodology Note for description of data sources.
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Table 1 Methodology Note:
Estimating the Revenue Yield from Taxation of Services Using Nationwide Data

Federal government statistics can be used to generate a rough, “order-of-magnitude’
estimate of the revenue potential of comprehensive state sales taxation of services purchased by
households. The “Gross Domestic Product” (GDP) accounts of the United States published by
the Commerce Department include a reasonably detailed breakdown of household purchases of
services, these have the advantage of being published each quarter and calculated in such away
that sales of goods by service businesses are not inappropriately counted as sales of services.

Table 1 develops a state-by-state estimate of the potential sales tax revenue that would be
generated by comprehensive state sales taxation of services purchased by households. The
estimate assumes that states would tax all household purchases of services other than health care,
housing, education, legal, banking, public transit, insurance, and funeral services. For
distributional, practical, and/or political reasons, it seems unlikely that policymakersin many
states will seek to extend their states' sales taxes to these categories of services.” The remaining
potentially-taxable services are labeled “ readily-taxable services’ in Table 1.

The major shortcoming of using the GDP data on household consumption of servicesto
generate a sales tax revenue estimate is that the data are only available for the entire United
States. Thus, the estimatesin Table 1 are based on the assumption that sales of particular
servicesin a state are proportional to the size of the state’ s economy — as measured by the
state’ s share of national personal income reported by the Commerce Department.® The first
column of Table 1 reports the share of nationa personal income realized by residents of each
state. Column 2 takes $1.148 trillion in 2001 nationwide purchases of readily-taxable services
from the GDP accounts and apportions these purchases to each state in proportion to that state’s
share of national persona income. Column 4 calcul ates the revenue that would have been
generated in Fiscal Year 2001 by fully taxing the readily-taxable services, by multiplying the
state sales tax rate in effect on July 1, 2001 (column 3) by the amount in column 2. Column 5
reports actual state sales tax collectionsin 2001.° Finally, Column 6 calculates the revenue yield
from full taxation of readily-taxable services as a share of actual salestax collectionsin that year
(Column 4 divided by Column 5).

Table 1 indicates that:

Full taxation of “readily-taxable” services could generate sales tax revenue equal
to 25-35 percent of current sales tax collections in about three-fourths of the 45
states currently levying a sales tax.

Thetotal revenue yield nationally would be approximately $57 billion per year.

The annual revenue yield in specific states ranges from more than $8 billion in
Cdiforniato just $77 million in Wyoming.

Of course, most states already tax some household services, and so it would be
unreasonabl e to expect their revenues to increase by the percentages shown in column 6. Table
2 shows which states tax 40 services purchased predominantly by households, selected from the
Federation of Tax Administrators 1997 survey cited above.® Downward adjustments need to be
made to the figuresin column 6 of Table 1 to take into account existing taxation of services
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before those figures can be used to gauge the potential gain in revenue from broadening the sales
tax base.

In addition, if the effective price of services rose by anywhere from four to ten percent
due to the imposition of a salestax, sales of services— and hence the revenue yield — likely
would drop as well initially due to the normal inverse relationship between price and consumer
demand. It isalso reasonable to expect that there would be a certain amount of non-compliance
by certain service providers even if they were legally required to charge sales tax — for example,
by individuals providing servicesin peoples homes on an informal basis.

Even after making downward adjustments for these factors, however, Table 1 suggests
that many states could reasonably expect to realize 25-30 percent increases in sales tax revenues
if they extended their salestaxesto all “readily-taxable” services. In particular, states like
California, Colorado, Illinois, Massachusetts, Michigan, and Virginia, which tax virtually no
services currently, could gain substantial amounts of revenue.



State Sales Taxation of Selected Household Services (“T” =taxable)

Table 2

AlAJA|C|IC|C|D|F|G|H]|IT]|I|I|I|K|K|LIM|[M|{M|M|M|M
L|Zz|R|A|O|T|C|L|A|]I |DILINJIA|S|Y|A|E|D|A|I [N]|S
Veterinary services T
Horse boarding/training T
Pet grooming T T T
Landscaping/lawn care T T[T T T|T|T T T
Self storage T T T T
Marina services TIT T T T T T
Residential electricity T|T|T TI|T T|T| T TIT T T
Residential gas T|T|T T| T T|T|T T T T
Investment counseling T T
Barber shops/salons T T
Carpet/uphol. cleaning T T T T T T
Dating services T T T
Diaper service TI|T TI|T T|T|T T T
Garment alter./repair T|T|T T T T T T
Health clubs T TIT TIT T
Laundry/dry cleaning T T T T T T T T
Personal instruction T T
Shoe repair T T|T|T T TI|T T T T
Swimming pool clean. T TI|T T T T T
Tuxedo rental T|T|T|T T|T|T|T|T|T T|T|T|T|T T T T
Exterminating T T TIT TIT T
Auto washing T T T T TIT T
Auto road svc./towing T T T T
Auto maint./painting T T|T|T T T|T T T T
Parking lots/garages T|T T|T|T T T T TIT
Auto rustproofing T T TITlT T TIT T T
Parimutuel racing adm. T T T T|T T T|T|T T T T
Amusement park adm. T|T|T T|T|T|T|T|T T|T|T|T T T T
Bowling dleys T|T|T T T|T|T|T T|T T TIT
Cable TV T T|T|T T T|T|T TI|T T T
Circug/fair adm. T|T|T T|T|T|T|T|T TI|T|T|T T TIT
Private club membersh. T T T T TIT T T
Cultura event adm. T|T|T T T|T|T|T T|T|T T T
Prof. sports adm. T|T|T T|T|T|T|T|T T|T|T|T T T T
Private limo svc. T TIT T T T
Labor chg., auto repair T T|T|T T T T T T
Labor chg., TV repair T T|T|T T T| T T T
Labor chg., remodeling T T T
Extended svc. contracts T|T|T|T|T|T T|T|T T T T T
Installation charges T T T T T =TT
#of theseservicestaxed | 9 |18 |22 | 2 | 2 |25|18|22|11|39|10| 3|6 34|27 6|20 2|8 |0]| 4 |24|22

Source: Federation of Tax Administrators, Sales Taxation of Services. 1996 Update, Research Report No. 147 (Washington,
DC: Federation of Tax Administrators), April 1997. Partially updated for known changes. See report for extensive footnotes
that affect classification as taxable or exempt. Available at www.taxadmin.org/fta/pub/services/services.html.
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M| N N | NIN|N|[N|O|O|P S|S|T|T|U|V W | W WlW
O|E JIM|Y|C|D|H|K]A CID|IN[X|T|T AlVI]I]Y
T T Veterinary services
T T|T T Horse boarding/training
T T | T|T T T|T|T|T T|T Pet grooming
T|T T T T T T|T|T L andscaping/lawn care
T|T T T Self storage
T TI|T|T T T T|T T T |T|T|T| Mainaservices
T T T T T T | T| T | Residential electricity
TI|T T TI|T T T T | T | T | Residentia gas
T T Investment counseling
T T Barber shops/salons
T T T|T|T T|T Carpet/uphol. cleaning.
T|T T T TI|T Dating services
T T T T T|T|T|T|T TI|T T | Diaper service
T T T|T|T|T T | T|T|T| Gamentater./repar
T|T T T T|T|T|T T T|T Health clubs
T T T T|T|T|T|T T | T|T|T | Laundry/dry cleaning
T T T Personal instruction
T T T|T|T|T T | T|T|T| Shoerepair
T|T|T T T T T|T|T Swimming pool clean.
T T|T|T|T|T|T|T T|T|T|T|T|T T | T|T|T]| Tuxedorenta
T T|T|T T T T T TI|T Exterminating
T T|T|T T T T T T T |T|T| T| Autowashing
T T|T|T T T|T T | T| T| T | Autoroad svc./towing
T T | T|T T T T T T T |T|T| T | Automaint./painting
T|T T T|T|T T|T|T Parking lots/garages
T T | T|T T T T T T T |T| T| T | Autorustproofing
TI|T T TI|T T T|T|T|T|T T | T | T | Paimutud racing adm.
TI|T T|T|T|T|T T T|T|T|T|T|T T|T/| T | Amusement park adm.
T|T T T T T|T|T|T|T|T TI|T|T Bowling alleys
T T T|T|T|T T T|T Cable TV
T|T T|T|T|T|T T T|T|T|T|T|T T | T | T| Circus/fair adm.
TI|T T| T T|T|T T|T|T|T T T|T Private club membersh.
TI|T T | T TI|T T T|{T|T|T|T|T T | T | T | Cultura event adm.
T|T T|T|T|T|T T T|T|T T T T | T | T | Prof. sportsadm.
T T T T T | Privatelimo svc.
T|T|T T T T|T T T | T|T|T| Laborchg., auto repair
T|T|T T T T|T|T|T T | T|T|T|Laborchg., TV repair
T|T|T T T TI|T Labor chg., remodeling
T T|T|T T T T|T|T|T|T TI|T|T Extended svc. contracts
T T|T|T T T T|T|T|T T | T|T|T| Instalation charges
11 | 20 17 |39 | 23(10| 9 (17| 10| 15 12 140 | 27 | 24 | 22 | 10 21 3 S i #of these services taxed
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H/B
H/B
H/B
H/B
H/B
H/B

H/B

I ITITITT

H/B
H/B
H/B
H/B
H/B
H/B
H/B

IITITTT

APPENDIX 1
POTENTIALLY-TAXABLE SERVICES

H = services primarily purchased by households
H/B = services commonly purchased by households and businesses)

Lawn and garden-related services
Landscaping and gardening

Lawn care (chemical/fertilizer treatment)

Lawn mowing

Lawn installation (soil prep, seeding, sod)

Tree and shrub care (incl. trimming and removal)
Landscape architect services

Pet-related services

Veterinary services (doctors, hospitals)
Horse boarding and training

Kennels

Pet grooming

Pet sitting/walking services

Pet training (incl. classes)

Personal transportation and related services and rentals

Charter bus/limo/plane/boat - short-term rentals and long-term leases (with or without driver/pilot/crew)
Car/truck/van/motorcyle/RV/ATV/trailer - short-term rentals and long-term leases (incl. misc. charges)
Bus/train/limo/subway tickets and fares (local, inter-, and intra-state)

Airline tickets (for info. only; sales taxation barred by federal law)

Taxi fares

Personal chauffers services (separate from vehicle rental)

Personal pilots services (separate from plane rental)

Storage and moving services

Auto storage (including fees for long-term garage and parking spaces)
Parking garage fees (short-term)

Personal plane hangaring/parking fees

Marina services (docking/storage/seasonal removal, etc.)
Household goods storage (including self-storage fees)
Fur/clothing storage

Household goods moving services

Vehicle transport services (including drive-away)
Delivery/shipping/handling charges (purchased goods)
Packing/crating/shipping charges (outgoing shipping, e.g., gifts)
Gift wrapping services

Messenger/courier services (personal use)

Private shipping/mailing charges (e.g., FedEx, UPS)
House/mobile home moving services

Residential utility services
Electricity

Natural gas

Water

Sewer

Refuse removal/hauling/dumping
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Telecommunications and related services (incl. monthly fees and one-time charges)
H/B  Local telephone service
H/B Interstate/international telephone service (including calling plan fees)
H/B  Mobile telephone service (incl. monthly fees, airtime charges, roaming charges, long-distance charges)
H/B  Paging service
H/B  Caller ID, call forwarding, voice mail, 3-way/conference calling, and similar enhanced phone services
H/B  Internet access service
H/B  Faxing services
H/B  DSL/ISDN service
H Prepaid telephone calling cards

Financial and insurance services
H/B  Service charges of banking institutions (miscellaneous)
H/B  Safe deposit box rental charges
H Bill paying services (fee and commission)
H Investment counseling/financial planning/portfolio management
H/B  Mutual fund management fees
H/B  Credit and debit card fees (incl. annual membership and usage fees)
H/B  Stock brokerage fees/commissions
H/B  Insurance services (life, real property, auto, etc.)
H/B  Imputed brokerage service value of loans and deposits in depository institutions
H Fees/commissions for check cashing, money orders, travelers checks, money wiring

Personal care services

Hair care

Hair removal

Nail care

Day spa services (facials, makeovers, etc.)
Massage services

Tanning parlors

Weight loss salons and counseling

Tattoo and piercing services

IITIITTITITIIT

Miscellaneous personal services
Dating services
Personals advertising
Miscellaneous advertising for personal purposes (e.g., items for sale, positions wanted)
Household errand/"personal shopper"/gift consulting/management consulting services
Child day care services
Adult day care services
Baby-sitting services (casual)
/B Photocopying/printing services
Taxidermy services
Custom butchering services
/B Bodyguard services
Escort services

IIIITIITITIIIIITT

Home cleaning and maintenance services
H General house cleaning services
H/B  Carpet cleaning services
H/B  Window cleaning services
H/B  Floor cleaning services
H/B  Upholstery/furniture cleaning services
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H Swimming pool/hot tub cleaning and maintenance services

H Septic maintenance services
Ductwork cleaning services
H Gutter cleaning services
H/B  Snow removal services
H Chimney cleaning services
H/B  HVAC maintenance services
H Radon and other home environmental testing services
H/B  Pest control services
H Condominium/co-op maintenance fees
H Water softening/conditioning services

H/B Interior decorating and design services

H Home security system consulting, installation, and monitoring

H Closet/storage design consulting services
Clothing-related services

H Diaper service

H Laundry and dry cleaning and pressing services, coin-operated

H Laundry and dry cleaning and pressing services, non-coin-operated

H Shoe repair

H Shoe shining and dyeing

H Alterations, repairs, dyeing, and imprinting of clothing and accessories

H Original tailoring of clothing

H Jewelry repair/cleaning/custom design and fabrication
Education-related services

H Personal instruction (formal classes and one-on-one; see separate list for examples)

H School and university tuition, room and board charges, student fees

H College and private school admission and financial aid counseling

H Test preparation classes

H Private tutoring services

H Private testing services

H Summer camp tuition and fees

Miscellaneous professional services
H Funeral and related services
H/B  Accounting/tax preparation
H/B  Legal services (wills, estate planning, accident defense, etc.)
H/B  Notary services
H/B  Private investigator services
H/B  Computer consulting/trouble-shooting/data restoration services
Personal property appraisal services
Art conservation/restoration services to individuals
Art/antique collecting advisory and brokerage services
Commissions on auction purchases/sales (brokerage service)
Career counseling and resume preparation services
Debt counseling services
/B Commercial art, graphic design, calligraphy, printing services (e.g., resume and invitations)
Personal/professional coaching services

IIITIITITITIIT

Admissions/amusements/recreation/travel-related services
H Pari-mutuel racing events
H Amusement parks and fairs - admissions, rides, and games
H Admission charges/fees for participant sporting/game facilities (see separate list)
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Coin-operated mechanical amusements (video games, pinball, karaoke, etc.)

Admissions to school and college sports events (incl. season tickets, "skybox" rentals, etc.)
Admissions to professional sports events (incl. season tickets, "skybox" rentals, etc.)
Admissions to movies

Admissions to cultural events/venues (see separate list)

Admissions to boat, car, computer, craft, etc. shows

Lottery tickets

Other gambling admission and misc. charges

Health club memberships and fees

Recreational/scenic transportation (see separate list)

Memberships (dues, initiation fees, etc.) in sporting clubs and teams (tennis, golf, swimming, baseball, etc.)
Memberships (dues, initiation fees, etc.) in book and music clubs

Misc. memberships (dues, initiation fees, etc.) in sororities, neighborhood assns., social clubs, AARP, etc.
Memberships in buying clubs and coops (e.g., Costco)

Cable/satellite TV and radio (monthly, pay-per-view, installation, and misc. fees)

Ticket broker services

Fees for online gaming, entertain. and info. services and downloadable "digital goods"(see separate list)
900 number telephone information and entertainment services

Services of DJs, musical performers/bands, dancers, other performers for adults

Services of childrens' performers (clowns, magicians, entertainers, puppeteers, storytellers, etc.)
Psychic/fortune teller/astrologer services

Admission fees/cover charges for nightclubs and bars

Services of photographer/videographers (studios and traveling)

Photo finishing

Media conversion services (e.g., videotape to DVD)

Wedding/party/event planning services

Catering services

Services of private party waiters, bartenders, etc.

Hotel/motel/inn/cabin room rentals

Complementary meals and hotel rooms at gambling casinos

Campground and RV park rental charges

Services of travel agents (fees and commissions)

Services of tour operators (fees and commissions)

Reservation services

Services of waiters compensated through tips

Served meals/prepared foods (restaurants, takeout, street vendors, etc.)

Personal property leases and rentals (other than vehicles)
Musical instruments

Sporting goods (skis, bicycles, camping equipment, etc.)
Hand and power tools

Gardening tools and equipment
Tables/chairs/dishes/party-related equipment and appliances
Dance floors, party tents, "moon bounces," etc.

Furniture, appliances, home electronics

Computers and peripherals

Miscellaneous personal property rentals

Luggage cart rentals at public transit facilities
Tuxedo/clothing/uniform/costume rentals

Video tape/DVD/video game rentals

VCR/DVD/Video game equipment rentals

Misc. repair/installation/fabrication services (other than residences, vehicles, & clothing)
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Furniture and upholstery repair and refinishing

Appliance repair (kitchen, laundry, vacuum, etc.)

Home entertainment equipment repair

Sporting goods repair (e.g., racket re-stringing, bike, gun repair)

Computer repair, hardware upgrading, maintenance

Camera and video equipment repair

Musical instrument repair

Piano tuning

Sharpening services

Watch/clock repair

Picture/artwork framing

Product assembly/installation services (e.g., furniture, jungle gyms, gas grills, computers, stereo systems)
Service/extended warranty contracts on personal property

Custom fabrication services (furniture, cabinets, shelving, window treatments, pillows, sporting goods, etc.)

Medical and related services

Services of doctors and dentists

Home nursing services

Medical testing services

Psychologist/social work/counseling services

Optometrists

Nutritionists/dieticians
Occupational/physical/massage/speech therapy

Alternative medicine practioners (e.g., accupuncture, chiropractors)
Hospital services

Nursing home services

Specialized facilities (substance abuse, hospice, dialysis, etc.)
Nursing home/elder care consultants

Rent/fees for assisted living facilities

Rental of medical equipment for home use

Vehicle repair and maintenance services

Auto/motorcycle/RV/ATV repair and maintenance services (engine, transmission, body, tire, etc.)
Boat repair and maintenance services

Airplane repair and maintenance services

Auto/boat/plane cleaning and waxing services

Auto washing and waxing (coin op)

Auto and boat road service, towing, and removal and disposal of wrecked vehicles
Auto/boat/plane rustproofing, painting, other exterior maintenance and customization

Car audio installation and repair

Auto locksmith services

Residential construction/renovation/repair services
Locksmith services

Architectural services

Consulting engineer services

Gross charges of a general contractor for labor or for total job
Skilled trades services (original construction, renovation, and repair; see separate list)
Basement waterproofing services

Floor refinishing

Site excavation and grading

Well drilling and maintenance

Rental of construction equipment
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Housing and real estate-related services

Real estate agent fees/commissions (buyers' and sellers' agents)
Real estate title search services

Real estate appraisal services

Real estate surveying services

Real estate inspection services

Real estate advertising

Escrow agent services

Apartment search and roommate matching services
Loan "points", lock-in fees, other loan-origination fees
Residential rentals

Trailer park site rentals
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Examples of personal instruction (formal classes and one-on-one)

Musical instruments/voice

Dance

Yoga, aerobics, etc.

Personal trainers
Ceramics/painting/sculpture/crafts

Cooking

Woodworking

Auto repair

Driving

Sailing

Flying

Sports (e.qg., golf, tennis, fencing, martial arts)
Computer and computer software use

Misc. adult-education-type courses (investing, retirement planning, public speaking, travel, etc.)

Examples of cultural events/venues for which admission might be charged

Theater, music, dance, ice show, circus, etc. performances
Museums (public and private)

Historic houses and gardens

Natural sites and parks

Guided tours/walks

Examples of participant sports/game facilities/services for which admission fees may be charged

Golf (courses, driving ranges, miniature)
Batting cages

Climbing walls

Skating rinks

Shooting ranges

Horse stables/pony rides
River rafting

Tennis courts

Squash and racketball courts
Bungie-jumping

Ski lifts

Swimming pools

Sky diving

Parasailing

Fishing charter boats
Services of hunting/fishing/climbing guides
Bowling alleys

Billiards parlors

Laser tag

Paintball

Go-carts

Examples of recreational/sight-seeing transportation

Train rides

Boat rides

Chair lifts/gondolas

Bus/limo/van/jeep rides

Dinner cruises

Helicopter, balloon, plane, glider rides

Examples of online entertainment and information services
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Online gaming services

Online music access services

Downloadable music and video

Adult content sites

Gambling sites

Online newspaper and magazine subscriptions and archives

Online databases and information (financial, current stock prices, genealogy, etc.)
Downloadable software

Downloadable articles (pay-per-view)

Examples of skilled residential construction/renovation/repair services

Carpentry

Painting/staining/deck treatment, etc.
Wallpapering

Plumbing

Drywall/plaster
Masonry/cement/stucco/driveway
Roofing

Electrical

Heating and air conditioning

Flooring installation

Custom cabinetry making/installation
Swimming pool

Fencing

Tile/marble/countertops
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Notes

! Federation of Tax Administrators, Sales Taxation of Services, 1996 Update, April 1997. Available at
http://www.taxadmin.org/fta/pub/services/services.html. There have been some changes in state taxation of services
since 1996, but most of them are new exemptions, not tax base expansions. FTA has begun compiling alist of
changes in sales taxation of services since 1996 at the indicated Web site.

2 In amajority of states with sales taxes, some kinds of local governments are also authorized to impose them. In
most instances, the local salestax base — the group of items subject to tax — is substantially similar or identical to
the state sales tax base. In the interest of readability, thisreport will refer to “state” sales taxes, but nearly all of the
discussion appliesto local sales taxes aswell (including the sales tax of the District of Columbia).

% Texas estimates that it lost $623 million in sales tax revenue in FY 01 by failing to tax new residential construction
labor, residential repair and remodeling, barber and beauty services, auto maintenance and repair, and car washes.
Source: Tax Exemptions and Tax Incidence Report, available at www.window.state.tx.us/taxinfo/incidence/
table6.html. The estimated revenue loss from Michigan’ s failure to tax servicesisin the Executive Budget Tax
Expenditure Appendix, Fiscal Year 2003, p. 44.

* The remaining household consumption not accounted for in these figures is composed of housing and food for use
at home. The source of the datais the personal consumption expenditures component of the Gross Domestic
Product Accounts published by the Commerce Department.

® Such generalized taxation of services would have to exempt health care services for this statement to be fully
accurate, however. Research suggests that imposing sales taxes on health care servicesin addition to most other
household services would increase the regressivity of the sales tax.

® Information about NAICS is available at www.census.gov/epcd/www/naics.html. Information about NAPCS s
available at www.census.gov/eos/www/napcs/napcs.htm.

" Whileit seems unlikely that states would seek to impose their sales taxes on monthly rent or mortgage payments,
it would be feasible for statesto tax labor charges for the construction, renovation, and repair of residential housing.
The GDP data for housing consumption do not permit a break-out of amounts spent on such labor, and so housing is
excluded entirely from the revenue estimates developed in this section. The exclusion of residential construction
labor means that the estimated revenue yield from taxing services shown in Table 1 is conservative.

8 This methodology implicitly assumes that the share of total personal income devoted to consuming “readily-
taxable services’ isthe samein every state. Thisisunlikely to betrue for at least two reasons. First, statesin which
the average household isrelatively affluent are likely to devote a bel ow-average share of personal income to
consumption of “readily-taxable services’ because households will save rather than consume above-average shares
of income. Second, states with relatively high housing costs or health care expenditures (for example, because of a
disproportionately elderly population) will have less discretionary income to devote to buying “readily-taxable
services.”

The goa of Table 1 isto develop an order-of-magnitude estimate for sales taxation of services, and the implicit
assumption of equal shares of personal consumption devoted to purchases of services seems consistent with that
objective. However, the shortcomings of the assumption should be kept in mind.

° The FY 01 sales tax collections data reported in Column 5 have been generated by Professor John Mikesell of
Indiana University by adjusting Census Bureau data. The state sales tax collections data published by the Census
Bureau itself have certain methodological shortcomings that make them unsuitable for a calculation like that in the
right-most column of Table 1. Professor Mikesell’ s adjustments to the Census Bureau data are described in John L.
Mikesell, “ Retail Sales Taxes, 1999-2001: The Recession Hits,” Sate Tax Notes, February 10, 2003, pp. 489-99;
thisarticleis also the source of the datain Column 5.

19 Table 2 has updated the results of the 1996 FTA survey with information recently supplied to FTA by the states
and posted on its Web site at http://www.taxadmin.org/fta/pub/services/statel.html. Not all states have provided
updates, so it is possible that Table 2 is not a completely accurate reflection of current state taxation of the
enumerated services.
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