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WHO WE ARE 
 
When you work with HMB, you leverage the experience of entrepreneurial  
lawyers at the top of their profession who work to deliver a better experience in every 
matter, every relationship and all that they do. Your experience in working with our 
people will be efficient, responsive, personal and aligned with the results you need to 
achieve. Tell us what a win looks like or let us help you define  
success—together, we’ll make it happen.
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INTRODUCTION
Horwood Marcus & Berk’s Illinois Practitioner Series is intended to provide 
businesses an overview of the many tax issues they may confront while  
doing business in the state.  
 
Using the experience of our attorneys who regularly deal with compliance, 
audit and controversey in the state, the Series will touch on procedural 
issues, provide an overview of the state’s tax structure, and will discuss the 
different problems particular industries might face. Because so many  
businesses are situated in the Chicago area, the Series will also cover a 
number of local procedural and substantive tax issues.  
 
While this overview should help any taxpayer doing business in Illinois, it is 
not of course only intended to provide a general overview. Each taxpayer is 
different, and the applicability of Illinois law to each taxpayer will depend on 
the specifics of the case.
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AN INTRODUCTION TO ILLINOIS AUDITS AND APPEALS 
By Christopher T. Lutz

There’s no way around it: Illinois is a complicated 
state in which to do business. From a tax 
perspective, there are so many nuances and 
units of government that form a complicated 
regulatory web. But as long as Chicago continues 
as the economic hub that it is, most multi-state 
businesses will be forced to understand the 
nuances of the state and local rules in Illinois. This 
post will address the unique rules regarding tax 
audits and appeals throughout each stage in the 
state. While each business’s facts are unique, 
this general framework should help any business 
orient itself in Illinois.

AUDIT INITIATION
Audits conducted by the Illinois Department of 
Revenue (“DOR”) should begin with a Notice of 
Audit Initiation.  Such notices will typically identify 
the tax type and audit periods. Frequently, but 
not always, the notices will also include a list of 
books and records that are required to initiate 
the examination. When the notice includes such 
requests, it will also include a date by which 
the taxpayer should respond. This date is not 
jurisdictional, and the audit is intended to be a 
collaborative effort whereby the auditor should 
be willing to grant any reasonable extensions the 
taxpayer requests. The notice should identify both 
the revenue auditor as well as the audit supervisor.  
Of course, as with any jurisdiction, maintaining 
an open line of communication with the auditor 
is crucial. Finally, the notice should include an 
attachment that describes the taxpayer’s rights 
during audit as well as an explanation of the 
taxpayer’s options after the audit is resolved.

INFORMAL CONFERENCE BOARD
Whether an audit has been fully resolved, 
however, can be somewhat tricky in Illinois. During 
an audit, the DOR might provide a taxpayer with 
a “Proposed” Notice of Liability, Claim Denial, 
or Deficiency. Proposed notices do not trigger a 
taxpayer’s formal appeal rights. Instead, they 
allow a taxpayer to either agree to an auditor’s 
proposed changes or to seek review at the Informal 
Conference Board (“ICB”) prior to a final decision.  
See 86 Ill. Admin. Code 215.100. Note that the 

ICB is generally considered part of the audit 
process. Consequently, a taxpayer may continue 
to receive information document requests from the 
auditor during the pendency of the ICB petition. It 
is typical for issues to arise after the ICB petition is 
filed such that the scope of the audit may expand. 

Where a taxpayer disagrees with a proposed 
notice, it may file a Form ICB-1, Request for 
Informal Conference Board Review, within sixty 
days from the date of the notice. Again, taxpayers 
need not file the Form ICB-1 in order to preserve 
their appeal rights. Rather, the ICB may function 
as a preliminary forum in which to resolve a 
dispute between the taxpayer and the DOR. 

The ICB is composed of the General Counsel for the 
DOR, the Chairman of the Board of Appeals (which 
will be addressed in a separate post), the Manager 
of the Audit Bureau, and at least three employees 
of the DOR designated by the Director of the DOR.  
See 86 Ill. Admin. Code 215.105. Taxpayers may 
represent themselves at ICB, but an attorney with 
an executed Power of Attorney may also represent 
them. The ICB is not subject to the constraints 
of the Illinois Administrative Procedure Act, and 
depending on the nature of the issues presented 
to the ICB, the conferences may vary in the degree 
of formality. At the conclusion of the ICB process, 
the ICB will issue an “Action Decision” that will 
lead to the issuance of a final, appealable notice. 

In my experience, ICB can be a very productive 
avenue for certain disputes, but is not an optimal 
route for all disagreements with an auditor’s 
proposed adjustments. To the extent a taxpayer 
disagrees with how an adjustment is technically 
accomplished, such as in the case of an auditor 
utilizing a distortive audit sample, ICB can be a 
very good means of resolving the issue. However, 
to the extent a taxpayer seeks to challenge a 
legal issue, such as the DOR’s interpretation of 
its own regulations or the constitutionality of a 
particular approach, the ICB will often not lead to 
a productive result for the taxpayer. Indeed, such 
a challenge could adversely affect a taxpayer by 
providing the DOR an opportunity to fortify an 
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assessment by adding additional reasons for its 
adjustments or pursuing additional information 
from the taxpayer. This entire process also 
comes at an additional cost to the taxpayer. 
  
PROTESTING A FINAL ASSESSMENT
Upon receipt of a final assessment or claim 
denial, a taxpayer generally has three potential 
courses of action in cases where the assessment 
or claim denial may be appealed. Taxpayers are 
generally required to appeal within 60 days of the 
issuance of a deficiency notice, notice of liability, 
or notice of claim denial (although the possibility 
of obtaining a discretionary late hearing exists). 
Keep in mind that the Illinois Taxpayers Bill of 
Rights provides a foundation or rights for all 
Illinois taxpayers.  In cases where the tax at issue 
is less than $15,000, a taxpayer has the option 
to pursue an administrative protest. However, 
in cases where the tax liability at issue exceeds 
$15,000, administrative protests with the DOR are 
not available. Such matters may be resolved in 
one of two ways: either at the Illinois Independent 
Tax Tribunal (the “Tribunal”) or the Circuit Court.  
These two avenues are addressed in turn. 

ILLINOIS INDEPENDENT  
TAX TRIBUNAL
The primary difference between the Tribunal and 
the Circuit Court is the Tribunal is not a “pay to play” 
forum. Formed pursuant to the Illinois Independent 
Tax Tribunal Act of 2012, the Tribunal is currently 
composed of one Chief Administrative Law Judge 
and one other Administrative Law Judge (“ALJ”).  
These ALJs are appointed by the Governor with 
the advice and consent of the Senate, and the 
Tribunal is a distinct agency from the DOR.  Another 
important distinction between the Tribunal and 
the Circuit Court is that claims for refund must be 
pursued at the Tribunal; a taxpayer may not choose 
between the forums in the context of a refund claim. 
35 ILCS 1010/1-45(d). Similarly, when a taxpayer 
obtains a discretionary late hearing from the DOR, 
the appeal must be made through the Tribunal. 
  
In order to initiate an action at the Tribunal, a 
taxpayer must file a petition accompanied by a $500 
filing fee. 35 ILCS 1010/1-55(a). If the taxpayer is 
a corporate taxpayer, it must be represented by an 
attorney authorized by practice before the courts 

of the State of Illinois. Partnerships or individuals 
may represent themselves, however. 86 Ill. Admin. 
Code 5000.305. In instances where a petition is 
filed by a party not represented by an attorney 
where required, the Tribunal will generally grant 
the petitioner an additional thirty days to file a 
corrected petition. See Safari Express, LLC v. 
Illinois Dep’t of Revenue, 15 TT 88 (12/18/2015). 

At the Tribunal, the DOR will be represented by 
the Attorney General. All discovery, requests for 
admission, and pre-trial procedures comport with 
the requirements of the Illinois Supreme Court 
Rules and the Illinois Code of Civil Procedure. 35 
ILCS 1010/1-60; 86 Ill. Admin. Code 5000.325.  
Practice before the Tribunal is generally similar to 
practice at circuit court, the one primary difference 
being the convenience of appearing for statuses 
and the like. While certain, substantive hearings will 
generally be held in person, statuses, including the 
initial status, will generally be held via telephone.  
An initial status conference will be set within 60 
days after the filing of the petition, and the ALJs 
will generally require additional status hearings 
every 30 to 60 days to keep cases on pace. See 
86 Ill. Admin. Code 5000.320. Note that in addition 
to the standard procedures at the Tribunal, at any 
point in the proceedings, but prior to a hearing 
on the matter, the parties may jointly petition the 
Tribunal for mediation in an attempt to settle any 
contested issues or the case in its entirety. In 
such instances, an ALJ other than the one initially 
assigned to the case will serve as the mediator. 

All filings with the Tribunal are public, subject to 
certain privacy restrictions. Final decisions are 
rendered within 90 days of the final brief submitted 
in a matter, although the Tribunal may extend that 
period for good cause. Decisions of the Tribunal 
become final 35 days after the issuance of a 
notice of decision. 35 ILCS 1010/1-70. Appeals 
from the Tribunal are pursued according to the 
Administrative Review Law, and are made to 
the Illinois Appellate Court. 35 ILCS 1010/1-75. 
 
CIRCUIT COURT
In order to protest an assessment at the Circuit 
Court, a taxpayer must follow the State Officers and 
Employees Money Disposition Act (the “Protest 
Monies Act”). Judicial appeals may be made in one 
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of three potential courts: Sangamon County, Cook 
County, or the county in which the dispute arose.  
The majority of tax cases are heard in Cook County 
Circuit Court. Protests in Cook County Circuit Court 
are heard in the Tax and Miscellaneous Remedies 
Section of the Law Division. At any given time, 
approximately four judges, one of which functions 
as the supervising judge, might hear tax cases. 
 
Initiating a Protest Monies Act complaint can 
appear somewhat daunting at first. In order to 
enter circuit court, a plaintiff must make a payment 
in full under protest on the DOR’s forms. Within 
30 days of the protest payment, the plaintiff must 
then file a complaint with the Circuit Court and 
obtain a preliminary injunction from the circuit 
court, enjoining the DOR and the State Treasurer 
from moving the protest payment made into the 
protest fund. The preliminary injunction must also 
be ordered within 30 days of the payment under 
protest or the Treasurer will be required to transfer 
the amount paid out of the protest fund into the 
general revenue fund. See 30 ILCS 230/2a. 
 
In Cook County, judges will generally require the 
parties to convene for a status hearing on 30 to 60-
day intervals. No such timeline is typically required 
in Sangamon County. As with the Tribunal, the 
DOR is represented by the Attorney General. 
 
Practice at the circuit court is governed by 
the Illinois Supreme Court Rules. The rules 
relating to defendant’s requirement to answer, 
as well as rules of discovery and evidence, 
apply to tax cases in the same manner as 
other civil cases at circuit court. Appeals are 
generally made to the Illinois Appellate Court. 
 

CONCLUSION
Like many other states, Illinois provides a number 
of opportunities to protest tax determinations at the 
audit level, in the form of administrative hearings 
(both with the DOR and the Tax Tribunal), and 
at state court. Each taxpayer is different, and 
the right choice for each taxpayer will be heavily 
dependent on the facts of each case. However, 
this brief introduction to the various procedural 
hurdles both in audit and on appeal should help 
taxpayers make a more informed decision as to 

how to proceed upon receipt of a notice of audit 
initiation or an assessment. ■
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Although not on the mind of most taxpayers, an 
audit by the City of Chicago Department of Finance 
(“Department”) is a risk for any taxpayer who may 
be operating in the City or who enters Chicago for 
any business purpose. With a variety of unusual 
taxes, such as the Chicago Amusement Tax, 
Personal Property Lease Transaction Tax, and Real 
Property Transfer Tax, compliance is no easy task 
and an audit can come as an unwelcome surprise. 
 
CHICAGO’S AUTHORITY TO TAX
The initial question taxpayers may contemplate is, 
does the City have the authority to impose tax? 
Generally, yes. The Illinois Constitution grants a 
home rule unit, which includes a municipality with 
a population of more than 25,000, any power and 
authority to perform any function pertaining to its 
government and affairs, including, but not limited 
to, the power to tax. Ill. Const. Art. VII, § 6(a). As 
a result, because Chicago’s population clearly 
exceeds the minimum requirement to constitute 
a home rule unit, the City has the authority to 
tax. For taxes that are measured by income or 
earnings or that are imposed upon occupations, 
Chicago only has the power provided by the 
General Assembly, however. Ill. Const. Art. VII, § 
6(e); 65 ILCS 5/8-11-6a. For example, the Illinois 
Municipal Code allows Chicago to impose taxes 
on persons engaged in the business of selling 
tangible personal property, other than an item 
titled or registered with an agency of the State’s 
government, persons engaged in the business 
of selling cigarettes at retail, on owners of motor 
vehicles or motor bicycles, on persons in the 
business of renting automobiles in the city, or on 
approval of the electors, each gallon of motor fuel 
sold at retail within the city. 65 ILCS 5/8-11-1; 65 
ILCS 5/8-11-3; 65 ILCS 5/8-11-7; 65 ILCS 5/8-11-15. 

AUDIT SELECTION AND PROCESS
A common concern among taxpayers is: how did 
they find me? Businesses can be referred for 
audit by another division of the Department, by 
a competitor, from another government agency 
under an information exchange agreement, or 
based on information in a filed return. Once 

selected, a business will receive an audit notice 
that includes the taxes subject to review, the 
periods under audit, and the time and location 
where the Department will undertake the audit. 
The audit notice may also include a list of the 
initial records or documents that the Department 
has requested to review as part of audit. 

An audit generally initiates with an opening 
conference between the auditor and a 
representative of the taxpayer. If the taxpayer 
wishes to be represented at the conference by an 
unrelated accountant or attorney, a Chicago Power 
of Attorney form must be executed authorizing the 
auditor to disclose the details of the auditor to the 
representative. Following the opening conference, 
the auditor will determine the sampling method to 
be used in the audit, which may include judgmental 
or statistical sampling. Whereas judgmental 
sampling only requires the auditor to identify and 
review a test period and then extrapolate those 
results over the entire audit period, under the 
statistical sampling method, the auditor performs a 
detailed review of all periods. Accordingly, although 
statistical sampling is the more accurate approach, 
it requires more labor on behalf of the taxpayer 
and auditor, and is only available if the taxpayer 
has complete books and records for the entire 
audit period. If the sampling method is utilized, the 
taxpayer should be cognizant at the outset of the 
audit that an accurate and representative period 
is selected. As a result, whether the sampling or 
statistical approach is “better” for a taxpayer is 
largely reliant upon the accuracy of the business’s 
records and the sample period selected. Although 
the taxpayer has the option of weighing in on its 
preferred approach, the auditor supervisor has the 
ultimate authority for deciding the audit approach. 

Often taxpayers will take the approach that if they 
stalemate or refuse to produce the requested 
documentation, the auditor will concede and close 
the audit. However, this is an imprudent strategy that 
may lead to several unfortunate consequences in 
Chicago. For example, if the taxpayer fails to make 
its books and records available to the Department 

NAVIGATING A CHICAGO AUDIT AND  
THE PROCEDURE FOR A FORMAL PROTEST 

By Samantha K. Breslow
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for review, the Comptroller may issue a jeopardy 
tax determination and assessment, which is based 
on the best estimate of the person’s tax liability. 
This may result in a higher assessment amount 
than if the taxpayer had merely complied and 
presented its books and records. Additionally, the 
Comptroller has the authority to issue subpoenas 
duces tecum for the production of any relevant 
books, records, or documents. As a result, not 
only may failing to produce the requested books 
and records result in an inflated assessment, 
but the business may be forced to eventually 
produce the documentation and comply anyway. 

At the close of the audit, the taxpayer and auditor 
will generally meet for a closing conference 
where the taxpayer is provided a copy of the 
audit file and a Report of Field Collection of Audit 
Determined Liabilities (“Report”). If the taxpayer 
accepts the auditor’s changes, the taxpayer can 
close the case by signing the Report, signing all 
returns that were due during the audit period, and 
by remitting the full amount of tax and interest 
due within twenty days of the closing conference. 
The advantage to complying at this stage is 
that all applicable penalties may be waived. 

PROTEST TO THE DEPARTMENT  
OF ADMINISTRATIVE HEARINGS
Commonly, however, the taxpayer disagrees with 
the result of the audit and refuses to sign the 
Report. If the matter cannot be resolved at audit, the 
Department issues a Notice of Tax Determination 
and Assessment (“Assessment”), which includes 
the applicable penalties. The taxpayer then has 
35 days from the date they receive the notice 
to file a formal written protest and petition for 
hearing. To file a protest, the taxpayer or its 
representative can file the Protest and Petition 
for Hearing form provided at the end of the audit 
or available on the Department’s website. Unlike 
the Illinois Independent Tax Tribunal (“Tribunal”), 
which requires payment of $500 for Illinois matters 
involving tax liability of over $15,000, there is no 
associated fee to protest a Chicago Assessment. 
Further, the process is favorable for taxpayers 
because there is no requirement that the underlying 
tax be paid under protest. 

Taxpayers pursuing a formal protest should be 

aware that the procedure differs from review 
by the Tribunal or Cook County Circuit Court. 
Specifically, proceedings at the City are governed 
by Chapter 2-14 of the Municipal Code of the City 
of Chicago, the Procedural Rules and Regulations 
of the Department of Administrative Hearings, 
and the Supplemental Rules of Procedure for Tax 
Cases. For example, although parties may make 
an objection to the constitutionality of a statute, 
ordinance, rule and regulation or other legislative or 
administrative action for the purpose of preserving 
the argument in the record for review by a higher 
court, administrative law judges do not have the 
authority to pass muster upon the constitutionality 
of a statute, ordinance, or rule and regulation. 
See Proced. Rules & Regs. Of Admin. Hearings, 
Ch. 8 Sec. 8.3; Hunt v. Daley, 286 Ill. Ap. 3d 766 
(1st Dist. 1997); Yellow Cab Company v. City of 
Chicago, 938 F. Supp. 500 (1996). However, the 
Chicago administrative law judge can address 
the constitutionality of a statute, ordinance or 
rule, as applied. Also, mirroring Cook County, 
the Chicago administrative law officer is not 
bound by the technical rules of evidence. Supp. 
Rules of Proced. For Contested Hearings, Sec. 
8. However, unlike the Cook County Department 
of Administrative Hearings, which does not allow 
for discovery, Chicago’s procedure is more akin 
to the Tribunal’s, because Chicago adopts and 
incorporates Illinois Supreme Court Rule 201(h), 
allowing for formal discovery. Proced. Rules 
& Regs. Of Admin. Hearings, Ch. 6, Sec. 6.3. 

Within approximately 30 days of filing the protest, 
the taxpayer will generally receive a Notice of 
Hearing setting the initial Case Management 
Conference at the Department of Administrative 
Hearings. The Case Management Conference 
must occur within 60 days of the Notice of Hearing 
being mailed. The taxpayer may represent 
themselves or be represented by counsel. If 
represented by counsel, it is advantageous for 
counsel to attend the initial status conference.
The timing of matters depends upon the 
complexity of the factual and legal issues under 
review. Based on the input of the parties, the 
administrative review officer will set a discovery 
schedule. However, similar to the Tribunal, if the 
facts are not in contention, the parties can instead 
proceed on a joint stipulation of facts. After the 
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discovery process is complete, the parties have 
an opportunity to settle the matter without the need 
for a formal hearing. Based on our experience, 
the Department is generally open to settlement 
but typically requires the taxpayer to open the 
discussion via a formal written offer. Because the 
Department often understands the risk of litigation 
or the strength of the case at hand, settlement 
can be a useful means to end a matter without 
the substantive expense of a hearing and appeal. 

Nevertheless, if the parties cannot timely reach 
settlement, the administrative law officer sets a 
final pre-hearing conference to allow the parties to 
advise on the status of the case and to set a final 
hearing date. At the final pre-hearing conference, 
the parties must also identify their witnesses and 
exhibits to be produced at the hearing, which 
will be set no later than 30 days from the date 
of the pre-hearing conference. After the parties 
have concluded presenting the case, and within 
30 days of the hearing, the administrative law 
judge is required to make a determination on the 
basis of the admissible evidence, testimony and 
arguments presented and enter a written order 
in the matter. Similar to decisions by the Cook 
County Department of Administrative Hearings, 
the final order can be appealed to the Circuit Court 
of Cook County within 35 days of receiving the 
final decision. Proced. Rules & Regs. Of Admin. 
Hearings, Ch. 11, Sec. 11.3; 735 ILCS 5/3-10, et seq. 

CONCLUSION
Although a Chicago audit can be an arduous 
process, securing a representative or counsel 
familiar with the City’s unique set of taxes and 
procedure can reduce the taxpayer’s potential 
exposure, including the issuance of an Assessment 
of liability. Nevertheless, once an Assessment has 
been issued, taxpayers should act quickly to protest 
the liability and preserve their rights to a formal 
challenge. Although litigation may seem daunting 
for certain taxpayers, it is often worth engaging 
in the process to, at minimum, pursue settlement 
and request the abatement of penalties. ■
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NAVIGATING A COOK COUNTY DEPARTMENT OF REVENUE  
AUDIT AND THE PROCEDURE FOR A FORMAL PROTEST 

By David W. Machemer
A recent national trend in the practice field of 
state and local tax has been the uptick in local 
jurisdictions’ audit activity. The Cook County 
Department of Revenue (“Cook County” or 
“Department”) is no exception to this trend where 
in recent years, the Department has increased its 
audit activity, and much to chagrin of taxpayers, 
has taken aggressive positions in the interpretation 
of its tax ordinances. Consequently, this has 
led to increased litigation in the administrative 
proceedings before the Cook County Department 
of Administrative Hearings (“D.O.A.H.”). This 
post provides an overview of the Department’s 
audit and ensuing D.O.A.H. processes and will 
highlight some of the procedural differences 
compared to other jurisdictions such as Chicago 
and Illinois. This background should assist any 
taxpayer in navigating the pitfalls and traps they 
will likely face if they receive a notice of Tax 
Assessment and Determination (“Assessment”). 

AUTHORITY TO TAX
The Illinois Constitution grants a home rule unit, 
which includes a county that has a chief executive 
officer elected by electors of the county, with 
authority to exercise any power and perform any 
function pertaining to its government and affairs, 
including the power to tax.  Ill. Const. Art. VII, § 6(a), 
55 ILCS 5/5-1009. For taxes that are measured 
by income or earnings or that are imposed upon 
occupations, Cook County only has the power 
provided by the General Assembly. Ill. Const. Art. 
VII, § 6(e). Cook County, however, is not preempted 
from imposing a home rule tax on (1) alcoholic 
beverages; (2) cigarettes or tobacco products; (3) 
the use of a hotel room or similar facility; (4) the 
sale or transfer of real property; (5) lease receipts; 
(6) food prepared for immediate consumption; 
or (7) other taxes not based on the selling or 
purchase price from the use, sale or purchase 
of tangible personal property. 55 ILCS 5/5-1009. 

AUDIT OVERVIEW
Cook County, like the Illinois Department of 
Revenue and the City of Chicago Department of 
Finance, initiates an audit by issuing an individual 

or business a notice of audit to the taxpayer. The 
notice will generally identify the taxes subject to 
review, the periods under audit, and the time and 
location where the Department will undertake the 
audit. The notice will likely also include document 
requests and/or questionnaires that the Department 
has requested to review as part of audit. In some 
instances, however, if the Department believes that 
a taxpayer is not reporting a tax that the Department 
believes it is subject to, the Department will skip 
the audit and issue a “jeopardy assessment.” A 
jeopardy assessment assesses liability based on 
the books and records of who the Department 
deems to be similarly situated taxpayers. 

Additionally, as my colleague Samantha 
Breslow discussed in “Navigating a Chicago 
Audit and the Procedure for a Formal Protest”, 
taxpayers should take the Department’s 
information requests seriously. It is especially 
important that the taxpayer stays engaged 
and responsive to Department auditors as a 
failure to do so may result in the Department 
issuing a jeopardy assessment. Cook County 
Code of Ordinances (“C.C.O.”) § 34-63(c)(2).1 

PROTEST 
While the Department’s audit process is very similar 
to Illinois, Chicago, and most other jurisdictions 
for that matter, the Department’s tax appeals 
process differs significantly. Unlike the Chicago 
Department of Finance which affords taxpayers 
35 days to protest a notice of tax assessment, and 
the Illinois Department of Revenue which affords 
taxpayers 30-60 days to protest a notice of tax 
assessment, a taxpayer subject to a Department 
tax assessment must file its protest within 20 
days of the Department’s mailing the notice of 
tax determination and assessment. C.C.O § 34-
80. The taxpayer must either personally serve 
the Department with its protest, or place its 
protest in an envelope, properly addressed to the 
Department and postmarked within twenty days of 
the Department’s mailing of the protest.  C.C.O. 34-
79. At a minimum, a protest must identify the date, 
name, street address of the taxpayer, tax type, tax 
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periods, the amount of the tax determination and 
assessment, and the date the county mailed the 
notice of assessment. The protest should also 
include an explanation of reasons for protesting 
the assessed tax and penalties. The Department 
has published a “Protest and Petition for Hearing” 
form which must be used by a protesting 
taxpayer. The form must be signed, and must 
include a power of attorney if the taxpayer is 
represented by someone other than the taxpayer. 

Taxpayers should pay attention to the extremely 
short time frame in which to a protest must be filed.  
When considering the Department is only required 
to serve this notice by United States registered, 
certified or first-class mail, a taxpayer is often left 
with less than 15 calendar days to file its protest.  
This is especially true for corporate taxpayers 
whose headquarters may differ from the address 
of its tax or legal department or the individual 
responsible for protesting tax assessments. 

ADMINISTRATIVE PROCEEDINGS
Upon timely receipt of a taxpayer protest, the 
Department will determine whether any revisions 
to the Assessment are warranted. This stage may 
result in a continuation of the audit where the 
Department will request additional documentation 
from the taxpayer and the Director of the Department 
does have the authority to amend the Assessment.  
While nothing prohibits the Department from 
increasing the Assessment during this stage, 
generally if a revision to the Assessment is made, 
the result is a reduction in the Assessment.2 

If the parties are unable to resolve the audit, 
the Department then institutes an administrative 
adjudication proceeding by forwarding a timely 
filed protest to the D.O.A.H. C.C.O. § 34-81; 
C.C.O. § 2-908. The Director of the D.O.A.H. is 
appointed by the President of the County Board, 
and is subject to approval by the County Board of 
Commissioners. C.C.O. § 2-901(b). The Director 
appoints hearing officers, or administrative law 
judges (“ALJ”), who are independent adjudicators 
authorized to conduct hearings for the Department.  
C.C.O. § 2-901(a). The ALJ has authority to hold 
settlement conferences, hear testimony, rule 
upon motions, objections and admissibility of 
evidence. C.C.O. § 2-904. Note, however, the ALJ 

is prohibited from hearing or deciding whether any 
ordinance is facially unconstitutional. C.C.O. § 34-
81.

At all proceedings before the ALJ, the Department 
will be represented by the State’s Attorney. The ALJ 
will set the matter for an initial pre-hearing status 
where the parties should be prepared to provide 
the ALJ with a brief overview of the facts and issues 
in dispute. The parties will then work to narrow the 
issues for presentment of findings by the ALJ. This 
will likely be accomplished by pre-hearing motion 
practice and the parties’ attempt to stipulate to 
facts and legal issues to be decided by the ALJ.  
Ultimately, the taxpayer and the Department will 
participate in a hearing, or trial, before the ALJ 
prior to the ALJ issuing a final order with findings 
of fact and conclusions of law. C.C.O. §  2-904. 

Most taxpayers and practitioners are surprised to 
learn that the D.O.A.H. has no formal discovery. In 
fact, the parties are only entitled to conduct discovery 
with leave of the ALJ. Cook County D.O.A.H. 
General Order No. 2009-1 (“General Order”), Rule 
6.3.  In our experience, the ALJ will occasionally 
permit limited interrogatories and requests to 
admit, but requests to produce have been denied, 
and depositions are strictly prohibited. This is true 
even where a party intends on introducing an 
expert witness at the hearing. Notably, because 
the Illinois Supreme Court rules do not apply, 
there is also no corresponding requirement that an 
expert submit its conclusions and opinions of the 
witness and bases thereof to the adverse party.  
See Ill. S. Ct. R. 213(f).  The ALJ may subpoena 
witnesses and documents which the ALJ deems 
necessary for the final determination. General 
Order, Rule 6.4. The lack of procedure naturally 
increases the likelihood of surprise at final hearing. 

After the completion of any pre-hearing motions 
and the narrowing of the issues, the parties proceed 
to a hearing where each party will present its case.  
This is where the record is made for purposes of 
appeal. No additional evidence is permitted to be 
introduced at the Circuit Court. The Petitioner, 
often the Department, must present its case 
first and bears the initial burden3. However, the 
Department’s Assessment is deemed to be prima 
facie correct.  C.C.O. § 34-64.  Thus, a taxpayer has 
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the burden of proving with documentary evidence, 
books and records that any tax, interest or penalty 
assessed by the Department is not due and owing.  
C.C.O. § 34-63. The formal and technical rules of 
evidence do not apply at the hearing. C.C.O. § 
2-911. A taxpayer can also present fact and expert 
witnesses in support of its position and may wish to 
call Department personnel such as the auditor and 
supervisor as adverse witnesses to support its case. 

After both parties have concluded their case, each 
may request an opportunity to present a closing 
argument. General Order, Rule 9.4. In lieu of, or 
in addition to a closing argument, the ALJ may 
request the parties to file post hearing briefs. It 
is during the closing argument and/or brief, that 
the parties will have the opportunity to present 
its legal and factual defense to the Assessment. 

After the hearing and review of post-trial briefs, the 
ALJ will issue a final order which includes findings 
of fact and conclusions of law. The findings of 
the ALJ are subject to review in the Circuit Court 
of Cook County pursuant to the Administrative 

Review and the aggrieved party has 35 calendar 
days to file an appeal. C.C.O. 2-917.

CONCLUSION AND TAKEAWAYS:
The D.O.A.H. presents some unique litigation 
and procedural challenges for a taxpayer wishing 
to protest a Department Assessment. The 
major takeaways for a taxpayer protesting an 
assessment are (1) a taxpayer must file its protest 
within 20 days of the Department’s mailing of the 
assessment; (2) the D.O.A.H. has limited discovery 
rules and prohibits the use of depositions which 
can inhibit a taxpayer’s ability to build a case.  
Accordingly, a taxpayer must present adequate 
witnesses and documentation to support its case 
at hearing; and (3) a taxpayer must build a record 
at the administrative proceeding because it will 
be foreclosed from doing so at the circuit court 
if an appeal is necessary. These takeaways can 
go a long way in assisting a taxpayer’s chances 
of success in what is at times, an unpredictable 
venue. ■

1 If a Taxpayer believes that it has paid a prior amount 
of tax, interest, or penalty in error to the department, in 
addition to amending its return, the taxpayer must file 
a claim for credit or refund in writing on forms provided 
by the Department. Cook County Code of Ordinances 
(“C.C.O.”) § 34-90.  The claim for refund must be 
made not later than four years from the date on which 
the payment or remittance in error was made. Id. 
 
2 If the assessment is revised, the Taxpayer should 
determine whether the revisions are documented 
in an official “Revised Notice of Assessment and 
Determination” or alternatively, whether the revisions 
were documented in something less formal such as 
revised schedules or workpapers.  If it is the former, 
while the Ordinance does not expressly require an 
Amended Protest to be filed, the issue of whether a 
revised protest must be filed within 20 days of the 
Revised Assessment has been raised in administrative 
proceedings before the Department.

 

3 We have seen instances where the Taxpayer is 
identified as the Petitioner in the captioned matter.  
In fact, the Taxpayer is identified as Petitioner in the 
Department’s Protest and Petition for Hearing Form.  
However, because the Department submits the matter 
to DOAH, the taxpayer has no choice on whether 
it is identified as Petitioner or Respondent in the 
proceeding, and the Department’s inconsistency often 
leads to confusion regarding burden of proof issues.
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APPLICATION AND ABATEMENT OF PENALITES IN ILLINOIS 
By Samantha K. Breslow

At the close of an audit, in addition to tax and 
interest, a taxpayer may also be assessed various 
types of penalties that can often be substantial and 
even surpass the underlying tax liability. However, 
there are several courses of action for seeking 
penalty abatement, which can often prove to be a 
worthy exercise for taxpayers. As such, when faced 
with an audit, taxpayers should become familiar 
with: (1) the potential penalties that may result 
from underpayment or missed filing deadlines; 
(2) the legal basis for relief; (3) and the process 
and requirements for seeking penalty abatement.  

APPLICATION OF ILLINOIS PENALTIES
The Illinois Department of Revenue (“Department”) 
imposes various forms of penalties under the 
authority of the Uniform Penalty and Interest 
Act (“UPIA”).1 The UPIA applies to all taxes 
administered by the Department, except for 
the Racing Privilege Tax Act, the Property Tax 
Code, the Real Estate Transfer Tax, and the Coin 
Operated Amusement Device Tax.2 Specifically, the 
Department imposes penalties ranging from the 
failure to file or pay, which is imposed at a rate of 2 
percent of the tax due on a return (up to a maximum 
of $250), to more onerous penalties, including the 
negligence penalty.3 The Department imposes 
penalties at a rate of 20 percent of the resulting 
deficiency for a return prepared negligently, 
including careless, reckless, or intentional 
disregard of the law, but without intent to defraud.4  

As a result, Illinois penalties can quickly accumulate 
for taxpayers. For example, if a taxpayer files a 
return with intent to defraud, the Department 
imposes fraud penalties, which are not eligible for 
reasonable cause abatement, at a rate equal to 50 
percent of the deficiency.5  Further, if a taxpayer 
has a tax liability for a period that was eligible 
for amnesty under the Tax Delinquency Act, but 
the taxpayer did not resolve the liability during 
that period, the Department has the authority to 
impose penalties at a rate of 200 percent of the 
rate that would have otherwise been imposed.6 

Accordingly, if a taxpayer incurred a liability during 
the tax periods covered by the most recent amnesty 
program, July 1, 2002 through June 30, 2009, the 

Department has the authority to impose penalties 
at a rate of 200 percent of the general rate.7   

REQUESTING ABATEMENT  
OF ILLINOIS PENALTIES:  
AUDIT LEVEL AND ON APPEAL
Taxpayers may seek relief from certain penalties 
at the audit level, protest a Proposed Notice of 
Tax Liability to the Informal Conference Board 
(“ICB”), or appeal a final assessment to the Illinois 
Independent Tax Tribunal (“Tribunal”), the Circuit 
Court, or the Illinois Board of Appeals (“Board”). 
The interplay because these legal forums and 
the procedure for protesting a Proposed Notice 
of Tax Liability to the ICB or appealing a final 
assessment to the Tribunal and Circuit Court are 
addressed in detail in a prior post. Accordingly, 
although penalty relief can also be sought at the 
ICB, Tribunal, or Circuit Court, this post will focus 
on the process for seeking penalty relief in audit 
or appealing a final assessment to the Board. 

1. Grounds for Relief:  Reasonable Cause 
Regardless of whether taxpayers seek relief at 
the audit level, the ICB, the Tribunal, the Circuit 
Court or the Board, the same controlling law 
will generally apply. Illinois law provides that 
penalties for failure to file or pay, failure to file 
correct information returns, and negligence do 
not apply if a taxpayer shows that its failure to 
file and pay tax at the required time was due to 
reasonable cause.8 The most important factor 
to be considered in making a determination to 
abate penalties is the extent to which the taxpayer 
made a good faith effort to determine its proper 
tax liability and to pay its property tax liability in 
a timely fashion.9 A taxpayer will be considered to 
have made a good faith effort to determine and 
pay its proper tax liability if it exercised ordinary 
business care and prudence in doing so.10 In 
other words, the taxpayer must have “reasonable 
cause” for its failure to file or pay a required tax.11 

Additionally, pursuant to the Illinois Taxpayers’ 
Bill of Rights Act, the Department must abate all 
penalties assessed based upon erroneous written 
information or advice given to the taxpayer.12    
Although is little guidance in Illinois case law, Illinois’ 
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regulations, administrative rulings, and federal tax 
cases help illustrate what constitutes “reasonable 
cause.”13 For example, taxpayers should focus on 
the legal basis for their filing position, including 
the statute, regulation, ruling or case law relied 
upon that supports the taxpayer’s position.14 The 
taxpayer should highlight the complexity of the law 
or any areas of ambiguity in the law.15 Additionally, 
although the Department is not bound by its former 
audit determinations, it can be persuasive that the 
taxpayer was previously audited on the same issue 
only to result in a different taxing determination.16    

2. Requesting Relief at Audit Level 
The key with seeking relief at the audit level is 
to take the offensive. When issued the proposed 
audit results or prior to the closing conference, 
taxpayers are generally afforded the opportunity 
to request the abatement of penalties based on 
reasonable cause. Generally, it can be easier 
to request that penalties not be assessed than 
to request forgiveness once formally assessed. 
It is advisable to seek the request in writing, as 
opposed to providing the request orally, because it 
increases the likelihood the request is reviewed by 
the appropriate party and creates a paper trail for 
purposes of the audit file, if ultimately appealed. 
There is little downside to requesting penalty relief 
at the audit level because such requests generally 
do not bar subsequent review of the same penalty 
issue. However, the Board has recently taken the 
position that it does not have jurisdiction to consider 
penalty abatement if the ICB, which is technically 
considered part of audit, already denied the request.  

3. Appeal to the Board of Appeals 
The Board is comprised of three members 
appointed by the Director of the Department who 
have the authority only to: (1) waive penalties 
or interest based on reasonable cause; and (2) 
reduce a tax liability because the full debt cannot 
be collected.17 The Board does not have the 
authority to review the decisions of the Tribunal, 
administrative hearings, or the Circuit Court. As 
a result, a taxpayer cannot double-dip, meaning 
a taxpayer cannot seek penalty abatement at the 
Tribunal or Circuit Court, and when denied relief, 
then seek abatement by the Board. Additionally, 
the Board only has jurisdiction once the liability 
is final, meaning that all Tribunal and court 

proceedings to review the assessment are final 
and the protest period for taking such action has 
expired.18 As a result, although the Board cannot 
be utilized to redetermine or challenge the tax 
assessed, the Board is an appropriate forum for 
pursuing penalty abatement or a payment plan 
due to financial hardship once the liability is final. 
 
To appeal to the Board, taxpayers must file a 
written Petition by completing the Form BOA-1.19 

The taxpayer must provide the reasons for relief, 
which should address the grounds for reasonable 
cause set forth above, in addition to the taxpayer’s 
compliance history, if persuasive to the appeal.20 

Additionally, taxpayers should request the issuance 
of a temporary restraining order (“TRO”) to prevent 
the Department from pursuing collection action for 
the debt until a decision is made. A TRO is often 
vital to prevent unwanted collection action against 
the business and its officers, shareholders, or 
members while the matter is pending at the Board. 
Although not required, taxpayers may also request 
a hearing, which is an opportunity to provide 
additional information and explanation for relief 
to a hearing officer or Board member.21 Once the 
hearing is complete, the Board reviews the matter 
and seeks additional information from Department 
employees. For penalty relief to be granted, at least 
two of the three Board members must approve the 
request for relief and the Director of the Department 
must approve the Board’s recommendation.22   
Decisions of the Board are not subject to the 
provisions of the Administrative Review Law.23    

Although the Board is a useful alternative to the 
Tribunal or Circuit Court when seeking penalty 
relief or a payment plan, taxpayers considering 
sending their case to the Board should be aware of 
the current backlog of cases that have resulted in 
delayed response times. Likely due to the Board’s 
substantial caseload, there has understandably 
been a trend in the Board rejecting jurisdiction 
over matters, including taxpayers who previously 
requested penalty abatement at ICB. This creates 
a significant risk for taxpayers who allow an 
assessment to become final, because if the Board 
does ultimately deny jurisdiction, the appeal 
window to the Tribunal, administrative hearings, or 
the Circuit Court will have lapsed. As a result, to 
increase the likelihood of acceptance by the Board, 
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taxpayers must be careful to submit a coherent 
request that includes all necessary information. 

CONCLUSION
If not in compliance with state or local taxes, 
taxpayers risk the application of substantial 
penalties. However, regardless of whether a 
taxpayer is slapped with a minor or exorbitant 
penalty, it is often worth pursuing abatement of the 
penalty at either the audit level or on appeal. ■

1 35 ILCS § 735/3-1, et seq.
2 35 ILCS § 735/3-1A.
3 35 ILCS § 735/3-3.
4 35 ILCS § 735/3-5.
5 35 ILCS § 735/3-6.
6 35 ILCS § 745/10; 35 ILCS § 735/3-3(i); 35 ILCS § 
735/3-3(j).
7 35 ILCS § 745/10.
8 35 ILCS § 735/3-8.
9 86 Ill. Admin. Code §700.400(b).
10 Id.
11 Kroger Co. v. Ill. Dep’t of Rev. 284 Ill. App. 3de 473 
(1st Dist. 1996).
12 20 ILCS 2520/4(c).
13 Ill. Dep’t of Rev. v. Rarified Chemical Company, IT 
99-17 (08/01/1999).
14 See 86 Ill. Admin. Code § 700.400(e)(8).
15 86 Ill. Admin. Code § 700.400(c).
16 See Peoria Hotel Co. v. Ill. Dep’t of Rev. 87 Ill. App. 
3d 176, 178 (3d Dist. 1980); Mr. Car Wash, Inc. v. 
Ill. Dep’t of Rev., 27 Ill. App. 3d 931 , 932 (4th Dist. 
1975); Austin Liquor Mart, Inc. v. Ill. Dep’t of Rev., 18 
Ill. App. 3d 894, 895 (1st Dist. 1974).
17 86 Ill. Admin. Code 210.120(b).
18 86 Ill. Admin. Code 210.120(a); 86 Ill. Admin. Code 
210.101.
19 86 Ill. Admin. Code 210.101.
20 86 Ill. Admin. Code 210.120(d).   
21 86 Ill. Admin. Code 210.105.
22 86 Ill. Admin. Code 210.110(a); 86 Ill. Admin. Code 
210.135(a).
23 86 Ill. Admin. Code 210.135 (b).
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APPLICATION AND ABATEMENT OF PENALITES  
IN CHICAGO AND COOK COUNTY 

By Samantha K. Breslow
For taxpayers surprised to find their business 
caught in the crosshairs of a Chicago or Cook 
County audit, substantial penalties can also 
be an alarming challenge. In a prior post, I 
outlined penalties assessed by the Illinois 
Department of Revenue (“Department”), the 
basis for relief, and the process for seeking 
penalty abatement. Although the basis for relief 
is similar for Chicago and Cook County penalties, 
there are key differences in the procedure and 
requirements for seeking penalty abatement.  

CHICAGO PENALTIES
The Chicago Department of Finance (“Chicago 
Department”) imposes several potential penalties 
upon taxpayers, including, but not limited to, 
late payment and late filing penalties, failure 
to file penalties, negligence or willfulness 
penalties, and failure to remit collected taxes 
penalty.1 Generally, taxpayers should look to the 
ordinance for the specific tax at issue, such as 
the Chicago Lease Transaction Tax Ordinance 
or the Chicago Amusement Tax Ordinance, 
in determining the applicable penalties. 
 
However, additional penalties may be imposed 
under the Uniform Revenue Procedures Ordinance 
(“URPO”).2 For example, if a specific Chicago 
tax ordinance does not impose a negligence or 
willfulness penalty, the URPO imposes a penalty 
equal to 25 percent of the tax due and unpaid 
upon taxpayers who negligently or willfully fail 
to pay or remit a city tax.3 Similarly, if a specific 
Chicago tax ordinance does not impose a failure 
to remit collected taxes penalty, the URPO 
imposes a penalty equal to 50 percent of the total 
tax collected and not remitted upon taxpayers 
who knowingly collect and fail to remit to the 
department a tax imposed by any ordinance.4    

COOK COUNTY PENALTIES
Similarly, the Cook County Department of 
Revenue (“Cook County Department”) imposes 
numerous potential penalties upon taxpayers, 
including, but not limited to, late payment, late filing 
penalties, failure to file penalties, negligence or 

willfulness penalties, incomplete return penalties, 
and failure to remit collected taxes penalty.5 As 
in Chicago, generally, taxpayers should look to 
the ordinance for the specific tax at issue, such 
as the Cook County Amusement Tax Ordinance 
or the Cook County Gasoline and Diesel Fuel 
Ordinance, in determining the applicable penalties.  

Further, for most Cook County taxes (when not 
inconsistent with the specific taxing ordinance), 
the Uniform Penalties, Interest and Procedures 
Ordinance (“UPIPO”) also applies and can impose 
additional penalties and restrictions.6    For example, 
if a specific taxing ordinance does not impose a 
penalty for late filing or late payment penalties, 
the UPIPO imposes either a late filing or a late 
payment penalty at a rate of 10 percent of the total 
tax due.7 Additionally, if a specific Cook County 
taxing ordinance does not impose a negligence or 
willfulness penalty, the UPIPO imposes a penalty 
equal to 25 percent of the total tax due and unpaid.8    

REQUESTING ABATEMENT  
OF LOCAL PENALTIES:  
AUDIT LEVEL AND ON APPEAL
To seek relief from penalties, taxpayers can either 
pursue abatement at the audit level or appeal a 
Notice of Tax Determination and Assessment 
to the respective Department of Administrative 
Hearings. The procedure for protesting a Notice 
of Tax Determination and Assessment to the City 
of Chicago Department of Administrative Hearings 
and Cook County Department of Administrative 
Hearings is addressed in detail in separate prior posts.  

GROUNDS FOR RELIEF:  
REASONABLE CAUSE
In Chicago and Cook County, several penalties, 
including late payment and late filing penalties, 
failure to file penalties, and failure to remit 
collected taxes penalties, may be waived or 
abated if the taxpayer demonstrates it had 
reasonable cause.9 Under both Chicago and Cook 
County’s Ordinances, the director may promulgate 
standards for determining reasonable cause.10 If  
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the director does not promulgate such standards, 
then the reasonable cause determination shall be 
made by applying the reasonable cause criteria 
of the United States Internal Revenue Service, as 
these standards may be amended.”11 The Director 
has also promulgated standards in a Uniform 
Revenue Procedures Ruling, but the ruling provides 
limited examples of what constitutes reasonable 
cause and is not meant to be comprehensive.12   
 
The Internal Revenue Code does not define 
“reasonable cause”. However, the Internal Revenue 
Manual defines reasonable cause as those 
reasons deemed administratively acceptable to the 
Service for justifying non-assertion or abatement 
of applicable penalties against taxpayers.”13 Most 
significantly, reasonable cause will be found where 
the taxpayer exercised ordinary business care 
and prudence but due to circumstances beyond 
his control, was unable to pay the taxes in a timely 
manner.14 Generally, ignorance is no excuse 
for unremitted tax or unfiled returns. However, 
similar to the Illinois Department’s standard, 
ignorance of the law, when combined with other 
circumstances such as limited education or 
lack of a previous tax and penalty experience, 
can support a finding of reasonable cause.15    

Furthermore, in the context of accuracy related 
and underpayment penalties, the code of federal 
regulations identifies reasonable cause and good 
faith standards.  The determination of whether a 
taxpayer acted with reasonable cause and in good 
faith is made on a case-by-case basis, considering 
all pertinent facts and circumstances.16 Generally, 
the most important factor is the extent of the 
taxpayer’s effort to assess the taxpayer’s proper 
tax liability.17    In making its determination, the 
Chicago Department and Cook County Department 
will consider an honest misunderstanding of fact 
or law that is reasonable in light of the experience, 
knowledge and education of the taxpayer.18 As 
a result, although Chicago and Cook County 
follow the reasonable cause standard of the 
Internal Revenue Service, rather than the Illinois 
standard19, the factors applied are ultimately 
substantially similar to those considered by the 
Illinois Department. 

REQUESTING RELIEF AT  
AUDIT LEVEL AND ON APPEAL
As with an audit at the Illinois Department, 
taxpayers should be aggressive in seeking penalty 
relief at the audit level. Unlike the old adage, it 
is often easier to achieve relief by requesting 
penalties not be assessed, rather than requesting 
forgiveness after receiving a formal assessment. 
Relatedly, another advantage to resolving a matter 
at the audit level is that a taxpayer will generally not 
be assessed an audit “willfulness” penalty, which 
is an additional 25 percent penalty included in a 
Notice of Tax Determination and Assessment that 
can often be an unwelcome surprise to taxpayers 
on appeal. Further, because requests for penalty 
abatement at the audit level do not bar subsequent 
review of the same penalty issue, aside from the 
time and expense of the request, there is little 
disadvantage to requesting penalty relief at the 
audit level. To assure the request for penalty 
relief is ultimately reviewed by the appropriate 
party, taxpayers should seek the request in 
writing rather than only providing an oral request.  

Unlike penalties assessed by the Illinois 
Department, the Illinois Board of Appeals does not 
have authority to review assessments of penalties 
by the Chicago Department or the Cook County 
Department. Rather, on appeal, a taxpayer can 
only protest a Notice of Tax Determination and 
Assessment that includes penalties to the Chicago 
or Cook County Department of Administrative 
Hearings. For additional information explaining 
the procedure for protesting a Notice of Tax 
Determination and Assessment to the City of Chicago 
Department of Administrative Hearings and Cook 
County Department of Administrative Hearings 
see the prior posts in the Illinois Tax Talk series.  

CONCLUSION
Although penalty relief was historically considered 
as nearly automatic by practitioners and taxpayers, 
the Chicago Department and Cook County 
Department have become more scrupulous in 
their review and restrictive in their granting of 
abatement. Consequently, taxpayers should not 
treat the process as a formality and expect their 
request to be rubber stamped. Rather, taxpayers 
should invest in the exercise and provide a 
thorough written request at the audit level and 
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potentially on appeal. ■

1 M.C.C. § 3-4-200 et seq.
2 M.C.C. § 3-4-010 et seq.
3 M.C.C. § 3-4-220.
4 M.C.C. § 3-4-230.
5 Cook County Code of Ordinances (C.C.O.) § 34-68, et seq.
6 C.C.O. § 74-240; § 74-283; §74-361; § 74-397; § 74-450; § 74-481; § 74-519; § 74-604; § 74-638; § 74-661; 
§ 74-674; § 74-806.
7 C.C.O. § 34-68.
8 C.C.O. § 34-70.
9 M.C.C. § 3-4-200 et seq.; C.C.O. § 34-68(c).
10 M.C.C. § 3-4-240 et seq.; C.C.O. § 34-76.
11 Id.
12 Chicago Dept. of Rev. Procedure Ruling #2 (6/1/04).
13 First Access Material Handling v. Wish, 297 Ill. App. 3d 396 (1st. Dist. 1998) citing I.R.M. (20)310(3) (1992).
14 I.R.M. (20)331(6) (1992); Treas. Reg. § 301.6651-1(c)(1).
15 I.R.M. (20)331(6) (1992).
16 26 CFR 1.6664-4.
17 Id.
18 Id.
19 86 Ill. Admin. Code §700.400.
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THE ILLINOIS CONSTITUTION AND TAXES 
By Christopher T. Lutz

The Illinois Constitution was adopted on December 
15, 1970. The constitution sets forth the taxing 
powers of home rule units and describes the 
exclusive power of the General Assembly to raise 
revenue. Because the constitution creates the 
framework for how Illinois’ taxing system functions, 
this post will discuss the constitution’s general 
structure and the impacts it has on Illinois taxes. 

BACKGROUND
In 1968, the people of Illinois called a constitutional 
convention to “modernize, shorten, and liberalize” 
its 1870 constitution. One of the advocates for 
the convention was Chicago mayor, Richard J. 
Daley, who sought two primary goals: (1) obtain 
constitution home rule power for the City of Chicago, 
and (2) to allow for classification of real property for 
ad valorem taxation purposes.1 Another important 
motivating factor for revising the constitution was 
to abolish the state’s personal property tax, which 
was generally seen as disproportionately affecting 
downstate taxpayers as compared to those 
located in Chicago.2 At the end of the convention, 
the state voted to adopt the constitution. 

The Illinois Constitution of 1970 is composed 
of fourteen articles. Article VII relates to 
“Local Government,” Section 6 of which is 
dedicated to describing the powers of home 
rule units. Article IX describes the General 
Assembly’s revenue power.  These two sections 
are the most important in understanding 
the constitutional constraints on Illinois tax. 

POWERS OF HOME RULE UNITS
As we have discussed with respect to Chicago 
and Cook County, the Illinois constitution grants 
home rule authority to counties and municipalities 
which have a population of more than 25,000.3   
Other municipalities may elect by referendum 
to become home rule units or, alternatively, 
home rule units may by referendum elect not 
to be a home rule unit. To the extent home rule 
county ordinances conflict with municipality 
ordinances, the municipal ordinance will prevail.4 
 
Although home rule units appear to have plenary 

authority, the constitution does limit their powers.  
Home rule units only have the power granted by 
the General Assembly “to license for revenue or 
impose taxes upon or measured by income or 
earnings or upon occupations.”5 Moreover, the 
General Assembly may limit home rule power to 
tax where the General Assembly approves such 
preemption by a three-fifths vote.6 Otherwise, home 
rule units may exercise and perform concurrently 
with the state any power or function of a home 
rule unit to the extent the General Assembly does 
not specifically limit the home rule unit’s exercise 
of such powers or specifically declare the state’s 
exercise of a similar power to be exclusive.7 
 
These constitutional revisions “drastically altered 
the balance of power between [Illinois] state and 
local governments, giving local governments 
greater autonomy.”8 Indeed, the Illinois Supreme 
Court has explained that these provisions were 
“drafted with the intent to give home rule units the 
broadest power possible under the constitution.”9   
Nonetheless, the three most meaningful 
limitations on home rule units contained in the 
constitution are that home rule units may not 
license for revenue, impose income taxes, or 
impose occupation taxes without the explicit 
grant of authority from the General Assembly. 
  
While Illinois courts have been somewhat hesitant 
to strike down home rule taxes on the basis that 
such taxes are impermissible occupation taxes, 
the Illinois Supreme Court, in 1982, struck down a 
City of Chicago tax which taxed certain services.10 

The court explained that delegates from the 
constitutional convention “saw the occupation tax as 
a corollary to the sales tax which would extend that 
tax to services, and […] equated the occupation tax 
with a tax on services.”11 Thus, generally speaking, 
home rule units may only impose taxes on services 
to the extent permitted by the General Assembly. 
  
STATE REVENUE POWER
The General Assembly has the exclusive power to 
raise Illinois revenue except as limited or otherwise 
provided by the Constitution. The General 
Assembly may not surrender, suspend, or contract 
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to power to tax away.12  Similar to many other 
states, Illinois has a “Uniformity Clause,” which 
states that “[i]n any law classifying the subjects 
or objects of non-property taxes or fees, the 
classes shall be reasonable and the subjects and 
objects within each class shall be taxed uniformly.  
Exemptions, deductions, credits, refunds 
and other allowances shall be reasonable.”13 

The Illinois Constitution also dictates that any 
income taxes must be at one set rate and may not 
be graduated. Moreover, income taxes may only 
be imposed once on individuals and corporations, 
but tax rates imposed on corporations may 
differ from tax rates on individuals, so long as 
corporations are not taxed at a ratio greater 
than 8 to 5 when compared to individual tax 
rates.14 A number of constitutional amendments 
have recently been proposed to amend the 
constitution to allow for a progressive income tax.15 

Another important aspect of the Illinois Constitution 
is that counties with a  population of more than 
200,000 may classify real property for purposes 
of taxation.16 These classifications must be 
reasonable and assessment of tax must be 
uniform within each class. Moreover, real property 
used in farming in a county may not be assessed 
at a higher level of assessment than single 
family residential real property in the county.17 

Finally, the constitution provides that the “General 
Assembly by law may classify personal property 

for purposes of taxation by valuation, abolish such 
taxes on any or all classes and authorize the levy 
of taxes in lieu of the taxation of personal property 
by valuation.”18 The constitution required, on or 
before January 1, 1979, the General Assembly to 
abolish all ad valorem personal property taxes and 
to replace all revenue lost as a result by imposing 
statewide taxes on those classes relieved of the 
burden of paying ad valorem personal property 
taxes. To the extent such taxes are measured 
by income, “such replacement tax shall not be 
considered for purposes of the limitations of one 
tax and the ratio of 8 to 5” regarding personal and 
corporate income taxes.The resulting “replacement 
income tax” is imposed on corporations at a rate 
of 2.5% of the taxpayer’s net income and for S 
corporations, partnerships, and trusts, is imposed 
at a rate of 1.5% of the taxpayer’s net income.19 

The Illinois Supreme Court has confirmed that the 
constitution’s prohibition on personal property tax is 
permanent, and such taxes may not be resurrected 
in the absence of a constitutional amendment.20 
 
CONCLUSION
The Illinois General Assembly retains a 
substantial amount of authority to structure the 
state revenue system as it desires. However, the 
1970 Constitution provides home rule localities 
significant power to do the same absent preemption 
by the General Assembly. Understanding this 
unique balance provides useful insight into how to 
navigate Illinois state and local revenue laws. ■  

1 Ann M. Lousin, Where are we at?  The Illinois 
Constitution after Forty-Five Years, 48 J. Marshall L. 
Rev. 1 (2014). 
2 Id; see also Client Follow-Up Co. v. Hynes, 75 Ill. 2d 
208 (1979). 
3 Ill. Const. Art. VII, Sec. 6.  
4 Id. at (c).
5 Id. at (e).
6 Id. at (g).
7 Id. at (i). 
8 Blanchard v. Berrios, 410 Ill. Dec. 923, 923 (2016) 
(internal quotation removed); City of Chicago v. 
StubHub, Inc., 366 Ill. Dec. 43 (2011). 
9 Id. (internal quotations omitted).  

10 Commercial Nat’l Bank v. Chicago, 89 Ill. 2d 45 
(1982).  
11 Id. at 54-55 (internal quotations omitted). 
12 Ill. Const. Art. IX, Sec. 1. 
13 Id. at Sec. 2.
14 Id. at Sec. 3. 
15 See Senate Joint Resolution Constitutional 
Amendments 1, 16, and 39.
16 Ill. Const. Art. IX, Sec. 4. 
17 Id. 
18 Id. at Sec. 5. 
19 35 ILCS 5/201(d). 
20 Client Follow-Up Co., 75 Ill. 2d 208.
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ILLINOIS CORPORATE INCOME TAX BASICS - BASE INCOME 
By Christopher T. Lutz

Now that we have provided a primer on procedural 
issues at Illinois, Chicago, and Cook County, 
it’s time to jump into the fun stuff! Illinois has a 
relatively high corporate income tax rate compared 
to most states (a combined 9.5%), coming in at the 
fourth highest rate in the United States. In 2019, 
the Governor’s budget anticipates that corporate 
and personal income taxes will constitute more 
than 50% of Illinois’ general funds revenues, 
generating over $20 billion. Consequently, 
Illinois’ administration of its corporate income 
tax generates a significant amount of litigation 
compared to many other states. While calculating 
Illinois base income is generally straightforward, 
certain aspects are rather complex, particularly 
with respect to foreign income and dividend income 
from certain types of investment companies. 

ILLINOIS STATUTORY MODIFICATIONS
Illinois base income begins with the U.S. Form 1120, 
Line 30, or equivalent, amount. See Form IL-1120 
Instructions. Illinois Income Tax Act section 203 then 
provides the addition and subtraction modifications 
to be applied to the Federal starting point. 

ADDITION MODIFICATIONS
Some of the most significant addition modifications 
to Illinois base income relate to interest received 
from regulated investment companies, net 
operating losses, and payments to foreign 
entities. All amounts of interest paid or accrued 
to taxpayers and all distributions received from 
regulated investment companies must be added 
to Illinois base income. 35 ILCS 5/203(b)(2)(A).  
Additionally, any net operating loss deduction 
taken in arriving at taxable income other than a 
net operating loss carried forward from a taxable 
year ending prior to December 31, 1986 must 
be added back. 35 ILCS 5/203(b)(2) (D) (Illinois 
provides its own way of calculating the Illinois 
net loss, 35 ILCS 5/203(e)). For taxable years 
2001 and thereafter, taxpayers must also add 
back the bonus depreciation deduction taken 
under IRC 168.  35 ILCS 5/203(b)(2) (E-10). 

For taxable years ending on or after December 31, 
2008, interest payments to a person who would 

be a member of the same unitary business group 
but for the fact that the person is a foreign entity 
(more than 80% of its activity is outside the United 
States), must also be added back to Illinois base 
income. 35 ILCS 5/203(b)(2) (E-12). However, 
this modification does not apply where the foreign 
payee is subject in a foreign country or state to a 
tax on or measured by net income with respect to 
that interest. Id. at (E-12)(i). A similar add back is 
required where insurance premium expenses and 
costs are made to a member of the same unitary 
group that is excluded from the group because it 
is required to file a separate Illinois return as an 
insurance company. 35 ILCS 5/203(b)(2) (E-14).   

Also notable is how Illinois treats Real Estate 
Investment Trust (REIT) dividends. For taxable 
years beginning after December 31, 2008, any 
deduction taken for dividends paid by a captive real 
estate investment trust must be added back.  35 ILCS 
5/203(b)(2) (E-15). This inverts the manner in which 
the Federal government taxes REITs, which taxes 
the dividends at the recipient, not the payor level.  

SUBTRACTION MODIFICATIONS
Many of the Illinois subtraction modifications 
correspond to the addition modifications. For 
instance, exempt interest dividends paid to 
shareholders by a regulated investment company 
may be deducted from Illinois base income. 35 
ILCS 5/203(b)(2) (H). However, the most notable 
subtraction modification is contained in 35 ILCS 
5/203(b)(2)(O). This modification provides that for 
periods after December 31, 1992, taxpayers may 
deduct a percentage equal to that allowed under 
IRC 243(a)(1) (a percentage that may be either 
50% or 100% depending on whether the dividends 
are “qualifying dividends” for Federal purposes) 
for dividends received from a corporation that is 
not created or organized under the laws of the 
United States or any political subdivision thereof, 
including dividends received or deemed received 
or paid or deemed paid under IRC sections 951 
through 965. For taxable years ending on or after 
December 31, 2008, dividends received from a 
captive REIT should also be deducted. Dividends 
included in taxable income, including for taxable 

24www.HMBLAW.com



years on or after December 31, 1988, dividends 
received or deemed received or paid or deemed 
paid under IRC sections 951 through 964 should 
also be deducted.  This section effectively requires 
taxpayers to deduct all Federal Subpart F income 
and REIT dividend income from Illinois base income.   

Specifically, with respect to REITs, these 
modifications reflect the fact that in Illinois, unlike 
on the Federal consolidated return, REITs are 
to be included in the Illinois combined group.  
Consequently, for tax years after December 
31, 2008, these modifications effectively 
eliminate the dividend payment entirely. 

CONSTITUTIONAL LIMITATIONS  
ON ILLINOIS BASE INCOME
The Illinois Income Tax Act also provides that 
taxpayers shall deduct all amounts included in 
Federal income which are exempt from taxation 
by Illinois either by reason of its statutes or 
Constitution or by reason of the Constitution, 
treaties or statutes of the United States.  35 ILCS 
5/203(b)(2)(J). Non-unitary income, such as 
certain types of investment income, is therefore 
statutorily excludable from Illinois base income, 
irrespective of whether the income is generated 
by a member of the combined Illinois group. 

Prior to 2002, when a taxpayer sold its stock 
or substantially all of its assets for a particular 
business, Illinois generally treated the gain as 
nonbusiness income. Blessing/White, Inc. v. 
Zehnder, 329 Ill App 32 714 (2002).  At the time, the 
perception was that businesses are not generally 
in the business of selling off entire operations, so 
the gain should not be includible in Illinois business 

income. Now, however, Illinois requires a more 
rigorous analysis to determine whether the asset 
that generated a particular gain was unitary with the 
taxpayer’s Illinois business. See MeadWestvaco 
Corp. v. Illinois Department of Revenue, 553 U.S. 
16 (2008). This is a heavily factual inquiry and it 
may often be difficult to prove whether a particular 
class of assets or stock is unitary with the Illinois 
taxpayer. Indeed, even in MeadWestvaco, the 
United States Supreme Court remanded the case 
back to Illinois to make a determination as to 
whether the division sold in that case was in fact 
unitary with the Illinois operations. In such cases, as 
will be discussed in a later post on apportionment, 
the Illinois Department of Revenue may be 
amenable to alternative apportionment to allow for 
factor relief. Otherwise, instances of a large gain 
on the sale of a business may dramatically inflate 
Illinois base income but be excluded entirely 
from the apportionment factor, thus resulting 
in a tax liability that does not accurately reflect 
the company’s business operations in Illinois. 

CONCLUSION
While many parts of Illinois tax compliance may be 
very complicated, calculating Illinois base income 
is generally straightforward. The most notable 
deviations from Federal taxable income relate 
to investment companies, such as Regulated 
Investment Companies and REITs, and foreign 
income. Generally speaking, Illinois inverts the 
federal treatment of investment companies and 
excludes Subpart F income. With recent Federal 
tax reform, it is certainly possible that Illinois will 
calibrate its modifications, particularly with respect 
to foreign income. ■
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ILLINOIS CORPORATE INCOME TAX BASICS - APPORTIONMENT 
By Christopher T. Lutz

Once a taxpayer has calculated its Illinois base 
income, a corporate taxpayer should use Form IL-
1120, Step 4, lines 24 through 34 to calculate its 
Illinois sourced income. As the instructions show, 
Illinois has different apportionment formulae for 
general businesses, insurance companies, financial 
organizations, federally regulated exchanges, 
and transportation companies. See also 35 ILCS 
5/304(a), (b), (c), (c-1), and (d). We will discuss 
Illinois’ combined reporting rules and the specific 
treatment of insurance companies and financial 
organizations in more depth in later posts. This post 
will focus on Illinois’ general apportionment rules.  

Illinois generally apportions income using a single 
sales factor formula and adheres to a market-
based sourcing approach. In apportioning receipts 
to Illinois under the sales factor, the IITA describes 
a number of different income streams and sets forth 
the manner in which each type of revenue should 
be apportioned. These different streams include 
sales of: tangible personal property, “patents, 
copyrights, trademarks, and similar items of 
intangible personal property,” telecommunications 
services or mobile telecommunications services, 
and broadcasting services. The most important 
category of revenue, however, is a catch-all 
category which refers to all sales other than the 
specific categories described above. This category 
includes: sales from the sale or lease of real property, 
sales from the lease or rental of tangible personal 
property, “interest, net gains and other items of 
income from intangible personal property,” and 
sales of services.  35 ILCS 5/304(a)(3)(C-5)(i)-(iv).  

SALES OF SERVICES
In Illinois, sales of services are sourced to the 
state if the services are “received” in Illinois. 35 
ILCS 5/304(a)(3)(C-5)(iv). Illinois, like many 
other states, conforms to a sourcing hierarchy 
to determine where the services are received.  
If the state where the services are received is 
not readily determinable, or the corporation 
receiving the service does not have a fixed place 
of business in that state, the services shall be 
deemed to be received at the location of the office 
of the customer from which the services were 

ordered in the regular course of the customer’s 
trade or business. If the ordering office cannot be 
determined, the services shall be deemed to be 
received at the office of the customer to which the 
services are billed. Id. Importantly, if the taxpayer 
is not taxable in the state in which the services are 
received, Illinois has adopted a “throwout” rule, 
wherein the sale must be excluded from both the 
numerator and denominator of the sales factor. 

SALES OR LICENSES OF INTANGIBLES
It is extremely important for taxpayers to understand 
the different categories of revenue streams, as 
the different categories are not always intuitive.  
For instance, in the context of income from the 
license or sale of intangibles, Illinois has created 
two primary categories: (1) “patents, copyrights, 
trademarks, and similar items of intangible personal 
property,” and “interest, net gains and other items 
of income from intangible personal property.”  
35 ILCS 5/304(a)(3)(C-5)(i)-(iv). (And separate 
broadcasting rules leave open the possibility that 
the income is not derived from intangibles at all, 
but is in fact “broadcasting revenue” subject to 
entirely different sourcing rules.) In the context 
of patents, copyrights, trademarks and similar 
items of intangible personal property, receipts 
should be apportioned according to the “place of 
utilization,” which is defined differently for different 
types of intangibles. The receipts should only be 
included in the numerator or denominator of the 
sales factor if gross receipts from these items of 
income comprise more than 50% of the taxpayer’s 
total gross receipts during each of the preceding 
tax years; this determination is to be made on 
the basis of the gross receipts of the entire 
unitary business group. 35 ILCS 5/304(a)(3)(B-2).  

Income from interest, net gains and other items of 
income may be apportioned in one of two ways.  
First, in the case of a taxpayer who is a “dealer” 
of intangible personal property, the income or gain 
is sourced to the location where received by the 
customer. Generally speaking, the customer will 
receive the intangible at its commercial domicile.  
35 ILCS 5/304(a)(3)(C-5)(iii)(a). If the taxpayer 
is not a “dealer” as defined by the statute, its 
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receipts should be apportioned according to the 
income-producing activity test based on costs of 
performance. 35 ILCS 5/304(a)(3)(C-5)(iii)(b).  
There is no “throwout” rule for this type of income, 
so the receipts should always be included in the 
apportionment factor, even where the taxpayer is 
not subject to tax in a jurisdiction where the receipts 
should be sourced, and even if its receipts do not 
constitute more than 50% of its gross receipts.  

A number of questions arise when apportioning 
receipts from intangibles in Illinois.  For instance, 
both categories of intangibles include a catch-
all category. One category includes “similar 
items of intangible personal property” to patents, 
copyrights, and trademarks.  The other category 
includes “other items of intangible personal 
property.” Reference to IRC 197(d), which defines 
a number of intangibles, does not necessarily help.  
In IRC 197, goodwill, going concern value, patents, 
copyrights, or trade processes, and similar items 
are all situated in one category. Illinois does not 
conform to this definition, however, and even if 
it did, is goodwill similar to trademarks, patents, 
and copyrights, or is it simply some type of “other” 
intangible? The same question may be asked 
of trade secrets, proprietary information, and a 
number of other types of receipts.  The classification 
of a particular intangible revenue stream will 
result in very different methods of apportionment.  

SALES OR LICENSES OF SOFTWARE
In light of the ambiguity regarding sales of 
intangible personal property, a taxpayer is likely 
to confront ambiguity when apportioning receipts 
of software. The Department of Revenue has 
explained that a “taxpayer selling canned computer 
software is selling intangible personal property. If 
the taxpayer sells software to customers in the 
ordinary course of its business, it is a dealer with 
respect to those sales. In contrast, a taxpayer 
providing programming or maintenance services 
to its customers is selling services rather than 
intangible personal property.”  86 Ill. Admin. Code 
100.3370(c)(6)(C). Additionally, a “taxpayer selling 
access to an online database or applications 
software, and who is required to perform regular 
update services to the database or software, 
retains control over the contents of the database 
or software, and provides access to the same 

database or software to multiple customers is not 
selling or licensing an item of intangible personal 
property to its customers, but rather is providing 
a service.” 86 Ill. Admin. Code 100.3370(d)
(ii).  The complexity regarding characterization 
of receipts from the sale or license of software 
is best summarized by a 2014 Department 
of Revenue General Information Letter: 

If either taxpayer is transferring a copyright 
in software to its customers, gross receipts 
from such transactions are sourced according 
to the rule at IITA Section 304(a)(3)(B-
1). On the other hand, if either taxpayer is 
licensing software to its customers (other 
than a copyright right), gross receipts from 
such transactions are sourced according to 
the rules at IITA Section 304(a)(3)(C-5)(iii). 
Finally, if either taxpayer is providing a service 
to its customers, gross receipts from such 
transactions are sourced under IITA Section 
304(a)(3)(C-5)(iv). 

Illinois Dept. of Rev. IT 14-0003-GIL (4/2/2014). 
  
Whether a sale of software is similar to a copyright, 
a license of some “other” intangible, or a service 
will, once again, have a substantial impact on 
the manner in which such income should be 
apportioned. If similar to a copyright, the receipts 
will be sourced to the place of utilization and will be 
excluded from the factor if such receipts constitute 
less than 50% of the taxpayer’s gross receipts.  
If a license of an intangible, and the taxpayer 
is a “dealer” of such software, a market based 
sourcing approach without any throwout will apply.  
If the taxpayer is not a dealer of such intangibles, 
the income-producing activity test will apply.  
And finally, if the taxpayer is providing a service, 
market based sourcing will apply, but the receipts 
will be thrown out of the apportionment factor if 
the taxpayer is not taxable in the destination state. 
 
THE “JOYCE” RULE
Although probably better situated in the context 
of discussing combined reporting or nexus, it is 
also important to note that Illinois has adopted the 
“Joyce” approach. 86 Ill. Admin. Code 100.9270(f). 
Under this rule, if a taxpayer is a member of 
the Illinois combined group, its receipts should 
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be included in the denominator of the Illinois 
apportionment factor. However, if that specific entity 
does not have nexus with Illinois, its receipts will be 
excluded from the numerator of the apportionment 
factor. Although Illinois’ recent assertion of being 
an “economic nexus” state would appear in 
conflict with the Joyce Rule, it is important for 
taxpayers to recognize that entities with no nexus 
with Illinois should exclude their receipts form the 
numerator of the Illinois apportionment factor.  

ONE FINAL THOUGHT ON  
THROWBACK AND THROWOUT
Generally speaking, sourcing sales of tangible 
personal property is straightforward. Such sales 
should be sourced to Illinois if the property is 
delivered or shipped to a purchaser, other than 
the United States government, within Illinois 
regardless of the f.o.b. point or other conditions of 
sale.  35 ILCS 5/304(a)(3)(B)(i). However, Illinois 
has adopted a “throwback” rule, which states that if 
the property is shipped from a location in Illinois and 
the taxpayer is not subject to tax in the destination 
state, the sale should be included in the numerator 
of the Illinois apportionment factor. The validity 
of this rule has been addressed by a number of 
Illinois courts. Beatrice Companies, Inc. v. Whitley, 
292 Ill App 3d 532 (1997); Hartmarx Corporation 
v. Bower, 243 Ill Dec 517 (1999). In most cases, 
the reason a taxpayer will not be subject to tax 
in the foreign jurisdiction when it makes sales of 
tangible personal property is because the taxpayer 
is protected from taxation by P.L. 86-272, which 
prevents states from imposing a net income tax 
where the only activity of a taxpayer is soliciting 
sales of tangible personal property in the state.  

P.L. 86-272, however, does not apply to sales of 
services. Nonetheless, as discussed above, Illinois 
imposes a throwout rule for sales of services where 
the taxpayer does not pay tax in the destination 
state. Illinois purports to require that the taxpayer 
actually show that it paid tax in the foreign 
jurisdiction in order to avoid excluding the receipts 
from the denominator of its Illinois apportionment 
factor. This is particularly problematic today 
because Illinois purports to conform to an economic 
nexus and market based sourcing paradigm. As 

such although Illinois requires taxpayers receiving 
income from intangibles or with substantial 
receipts in the state to pay income tax irrespective 
of whether those companies have a physical 
presence in Illinois, it requires that a taxpayer 
show that it actually paid tax to avoid throwout. 

Illinois courts have yet to address this concern.  
However, in Lorillard Licensing Company v. 
Director, A-2033-13T1 (Superior Ct. NJ 2015), the 
superior court of New Jersey addressed an identical 
problem. In that case, the taxpayer had nexus with 
the state because it licensed intangible property 
to customers in the state. It licensed intangible 
property across the country, but a number of 
states took the position that such activities did not 
subject the taxpayer to tax in those states.  New 
Jersey attempted to exclude those receipts from 
the taxpayer’s apportionment factor. The New 
Jersey court, however, held that New Jersey must 
use a consistent test for determining whether the 
taxpayer was “subject to tax” in those foreign 
states. If such activities would create nexus with 
New Jersey, then for purposes of throwout, such 
activities made the taxpayer “subject to tax” in 
those foreign states notwithstanding the fact that 
the taxpayer did not actually file returns in those 
states. Applying Lorillard to Illinois law, Illinois 
should only throwout receipts when the Illinois 
taxpayer would not be subject to tax under Illinois 
law. As such, Illinois should not be able to throwout 
receipts of Illinois taxpayers who are not subject 
to tax in a foreign jurisdiction because the state 
either (1) does not impose a net income tax or (2) 
has not adopted an economic nexus framework. 
  
CONCLUSION
This analysis provides an introduction to the 
manner in which Illinois apportions most business 
income.  Illinois’ adoption of a single sales factor 
and market based sourcing occurred just about 
ten years ago, so many questions regarding 
characterization of income, the ongoing validity of 
throwout, and the applicability of the Joyce Rule 
persist.  In subsequent posts, we will dive deeper 
into industry-specific apportionment rules and their 
interplay with combined reporting. ■ 
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ILLINOIS CORPORATE INCOME TAX -  
THROW-BACK AND THROWOUT 

By Christopher T. Lutz
In calculating the Illinois sales factor, Illinois employs 
both a “throw-back” and “throwout” rule. Under 
the throw-back rule, if a sale of tangible personal 
property originates in Illinois and the taxpayer 
is not subject to tax in the destination state, the 
gross receipts from the sale will be “thrown back” 
to Illinois and will be included in the numerator of 
the Illinois sales factor. Under the throwout rule, if 
a taxpayer is not subject to tax in the state in which 
its customer receives the taxpayer’s services, the 
gross receipts from the sale of the services will be 
entirely “thrown out” of the Illinois sales factor and 
be excluded from the denominator of the factor. 

While many states employ some form of throw-
back rule, Illinois’ adoption of both a throw-back 
and throwout rule is unique. Over the past decade, 
the state’s adoption of market based sourcing 
apportionment has led the Illinois Department 
of Revenue to modify its implementation of the 
throw-back rule. Moreover, while there has been 
a significant amount of litigation regarding throw-
back, virtually all case law in this area (with one 
exception) precedes the state’s adoption of market 
based sourcing. As such, it will be important for 
companies doing business in Illinois to keep 
an eye on this area of Illinois apportionment, 
as it may very well be subject to more change. 

BACKGROUND ON THROW-BACK
The Illinois statute on apportionment, 35 ILCS 
5/304, provides that sales of tangible personal 
property should be sourced to Illinois if the property 
is shipped from a location in Illinois and is either 
purchased by the United States government or the 
seller is not taxable in the state of the purchaser.  
Notably, this rule does not apply if the seller and 
purchaser would be members of the same unitary 
group but for the fact that either the seller or 
purchaser is a person with 80% or more of total 
business activity outside the United States and the 
property is purchased for resale. 35 ILCS 5/304(a)
(3)(B). Historically, the throw-back rule has been 
understood to apply to transactions where a 
particular taxpayer is protected from taxation in a 
state by Public Law 86-272. That is, if a taxpayer’s 

activities in a state are limited to solicitation of 
sales of tangible personal property, PL 86-272 
shields that taxpayer from the imposition of a 
net income tax in the state in which the tangible 
personal property is delivered. Because of this 
federal restriction on state taxing jurisdiction, states 
adopted the throw-back rule to ensure that the 
receipts from such sales did not escape taxation. 

ILLINOIS’ “ACTUALLY FILED” 
REQUIREMENT
In the 1990’s however, taxpayers began to 
challenge the manner in which the Department 
employed the throw-back rule. In 1995, a taxpayer’s 
activities in a destination state exceeded mere 
solicitation of sales of tangible personal property, 
so the taxpayer was not protected by PL 86-272 
from taxation in the destination state. However, 
the taxpayer did not actually file tax returns in 
these destination states. Dover Corp. v. Dep’t of 
Rev., 271 Ill. App. 3d 700 (Ill. App. 1st 1995). The 
appellate court created two categories of states: 
(1) those which did not impose an income tax and 
(2) those which did impose an income tax, but the 
taxpayer did not actually file returns. The court 
noted that “Illinois recognizes the prerogative of 
other States to have no income tax at all… Where 
a destination State imposes no income tax, yet 
activities beyond solicitation are conducted in 
that State, Illinois’ throw-back rule would not 
apply since Illinois stands in no better shoes than 
the destination state.” Id. However, where the 
destination does tax income, and the taxpayers’ 
activities in that destination state exceed mere 
solicitation, the taxpayer must show that it “in fact 
filed a tax return in that State and paid the tax.” Id. 

Illinois’ “Separately Subject to Tax” Requirement
In addition to requiring taxpayer show that they 
actually filed a tax return in the destination state, 
Illinois requires members of unitary groups to 
throw back receipts when those members are not 
separately subject to tax in a destination state, even 
though the other subsidiary members of the unitary 
business group were taxable in the destination 
states. Beatrice Companies Inc. v. Dep’t of Rev., 
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292 Ill. App. 3d 532 (Ill. App. 1st. 1997). In Beatrice, 
the taxpayer was a member of a unitary business 
group which was subject to tax in a destination 
state. The unitary group’s income was taxed in the 
destination state on a combined basis. However, 
the specific entity selling the tangible personal 
property to customers in the destination state was 
not separately subject to tax in the destination 
state. Notwithstanding the fact that the destination 
state was taxing the unitary group’s income on 
a combined basis, the appellate court allowed 
the Department to throw back the business’s 
sales to Illinois because the taxpayer was not 
separately subject to tax in the destination state. 
  
FOREIGN SALES
Finally, the Department has taken the position 
that in the case of sales to foreign countries or 
subdivisions of foreign countries, the Department 
will assess whether the taxpayer is subject to 
tax in those jurisdictions as if the foreign country 
were a state of the United States. However, a 
person who is not required to pay net income tax 
by a foreign country or political subdivision as 
a result of a treaty provision exempting certain 
persons from tax is not considered taxable 
in that foreign jurisdiction. As such, when a 
taxpayer makes sales into a country in which it 
is treaty protected from that country’s income 
tax, Illinois will throw back the sales to Illinois.   

Open questions remain regarding how a foreign 
country that has voluntarily entered into a treaty 
with the United States government is different 
from a state that has chosen not to adopt an 
income tax.  In the former situation, Illinois will use 
throw-back, but in the latter it will not.  Instead, 
Illinois treats treaty protection as if it were PL 86-
272 protection. This spurious position is likely 
to generate controversy as more companies 
continue to engage in international commerce.   

RECENT DEVELOPMENTS  
IN ILLINOIS THROW-BACK 
Innophos Holdings, Inc. v. Dep’t of Revenue
In 2015, the Illinois Independent Tax Tribunal 
addressed the ongoing validity of the throw-
back rule and addressed whether alternative 
apportionment was appropriate where the use 

of throw-back distorted the taxpayer’s Illinois 
apportionment factor. Innophos Holdings, Inc. 
v. Dep’t of Rev., 14 TT 214 (11/17/2015). The 
taxpayer’s argument in that case focused on the 
state’s amendments to its apportionment statute 
in light of the state’s transition to market based 
sourcing. In 2013, the Illinois General Assembly 
amended its alternative apportionment statute to 
allow alternative apportionment where the statutory 
method did not reflect “the market for the person’s 
goods, services, or other sources of business 
income.” Public Act 098-0478. Previously, the 
statute allowed alternative apportionment where 
the statutory method did not fairly represent “the 
extent of business activity in the State.”  See 
35 ILCS 5/304(f). This change, according to the 
taxpayer, suggested that throw-back was no longer 
valid, as throwing back sales to Illinois does not 
reflect the seller’s market for the sale of its goods.   

The Tax Tribunal disagreed with the taxpayer, 
noting that the statute still retained the throw-
back rule in 35 ILCS 5/304(a)(3)(B). As such, 
the taxpayer was required to show that it 
was entitled to alternative apportionment 
relief. In rejecting the taxpayer’s alternative 
apportionment request, the Tribunal stated: 

Innophos’ flawed conclusion is that including 
throwback sales in the sale numerator is inherently 
distortive “…in every instance…” by inflating the 
Illinois market by the addition of non-Illinois sales…  
That is a nonsequitur… It is axiomatic that the 
addition of any throwback sales will quantifiably 
increase a taxpayer’s in-state sales. That fact, 
alone, does not automatically result, as Innophos 
argues in its summary judgment motion, in “a 
grossly distortive” result in calculating a taxpayer’s 
Illinois sales factor and the Illinois market for sales 
that would allow for alternative apportionment 
under §100.3390(a). (internal citations omitted). 
The Tribunal’s decision in Innophos is not binding, 
but it does stand as one of the few, if not the only, 
decisions regarding the applicability of throw-
back now that Illinois has adopted market based 
sourcing. However, the Tribunal held the taxpayer 
to a very high standard, requiring that the taxpayer 
show that throw-back “grossly distorted” the 
manner in which it earned income in the state.  
Under Illinois’ alternative apportionment rule, a 
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taxpayer need only show that the statutory method 
does not “fairly represent” its market. The Tribunal 
did not address how throw-back can be interpreted 
in any way to fairly represent a taxpayer’s market 
in Illinois. Throw-back and market based sourcing 
are inherently incompatible, and Illinois courts 
will continue to grapple with this dissonance.  

ELIMINATION OF  
DOUBLE THROW-BACK
Historically, in the case of sales in which neither the 
origin nor the destination of the sale was in Illinois, 
the sale would be included in the Illinois sales 
factor numerator if the person’s activities in Illinois 
were not protected by PL 86-272. Illinois used 
this “double throw-back” rule for sales of tangible 
and intangible property, and its applicability was 
most common in the drop-shipment context.  86 Ill. 
Admin. Code 100.3380(c)(1). The rule generated 
substantial controversy because there was 
arguably no connection between the sale of property 
and Illinois. The sale did not originate in the state, 
nor was the sale delivered to an Illinois customer.  
This raised substantial internal consistency and 
multiple taxation concerns, as many states could 
have theoretically claimed that the receipts from 
such transaction should be sourced to their state. 

Illinois recently amended its regulation to eliminate 
the double throw-back rule, but only for tax years 
ending on or after December 31, 2008. In justifying 
this change, the Department did not acknowledge 
the historic or constitutional infirmities in double 
throw-back, but instead explained that double 
throw-back “does not fairly represent the market 
for the person’s goods, services, or other 
sources of business income in this State.” 86 Ill. 
Admin. Code 100.3380(c)(1). Essentially, the 
Department acknowledged that double throw-
back is inconsistent with market based sourcing. 

THROWOUT
Illinois has far less case law on the throwout rule.  
Illinois’ apportionment statute states that “[i]f the 
taxpayer is not taxable in the state in which the 
services are received, the sale must be excluded 
from both the numerator and the denominator of 
the sales factor.” 35 ILCS 5/304(a)(3)(C-5)(iv).  
Moreover, when gross receipts arise from an 
incidental or occasional sale of assets used in the 

regular course of the person’s trade or business, 
those gross receipts should be excluded from the 
sales factor. 86 Ill. Admin. Code 100.3380(c)(2). 

Prior to 2008, Illinois employed an “income 
producing activity” rule for sourcing receipts on 
the sale of services. As such, the throwout rule 
was unlikely to generate controversy, as service 
providers in Illinois would generally source their 
sales to Illinois. Today, however, the Department 
purports to have adopted an economic nexus 
standard for determining whether foreign 
businesses are subject to Illinois tax. Moreover, 
it sources receipts from the sale of services to 
the location where the services are received.  
Economic nexus and market based sourcing are 
not reconcilable with the throwout rule. If Illinois 
purports to tax all receipts from non-de minimis 
sales of services to Illinois customers, it should 
apply that standard to all of a business’s sales 
of services to customers in other states. To the 
extent a state does not assert nexus over such 
transactions, it should be that state’s prerogative 
to not assert tax, much like a state which chooses 
not to impose an income tax at all. This issue has 
already been litigated in New Jersey, and the New 
Jersey Superior Court has stated that the state 
muse use a consistent test for determining whether 
a taxpayer is subject to tax in a foreign state. If such 
activities would create nexus in New Jersey, then 
for purposes of throwout, such activities should 
allow a company to avoid throwout of those sales.   

As with throw-back, the throwout rule is also 
inconsistent with describing a taxpayer’s market.  
Under throwout, Illinois purports to assert tax over 
receipts based on a company’s activities in another 
state. A business’s activity in another state is entirely 
unrelated to its activity in Illinois. It is unclear why 
Illinois should be entitled to increase its tax share 
of a business’s income based on that business’s 
activities in other states. Given the incompatibility 
between Illinois’ market based sourcing. 

CONCLUSION
Illinois’ apportionment of sales made to jurisdictions 
in which a taxpayer is not subject to tax is 
particularly problematic. With the state’s transition 
to market based sourcing in 2008, many aspects of 
both throw-back and throwout raise constitutional 
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concerns. Moreover, notwithstanding the Tax 
Tribunal’s 2015 decision, litigation regarding 
whether throw-back or throwout can fairly reflect 
a business’s activities in Illinois will continue to 
increase. Illinois taxpayers should keep abreast 
of the developments regarding these rules, such 
as the elimination of double throw-back, as more 
changes are likely to come. ■
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ILLINOIS CORPORATE INCOME TAX -  
FINANCIAL ORGANIZATIONS 

By Christopher T. Lutz
Financial organizations in Illinois are required to 
follow different apportionment rules than general 
service providers. Prior to December 31, 2017, 
such businesses were also required to file separate 
unitary business returns from taxpayers that 
filed their income tax returns under the standard 
apportionment rules. Beginning with the tax year 
ending December 31, 2017, however, financial 
organizations must be included in the combined 
return with the entire unitary business group.1 It is 
therefore crucial for taxpayers to understand the 
nuances as to how to calculate the apportionment 
factor for financial organizations in Illinois.   

IDENTIFYING  
FINANCIAL ORGANIZATIONS
The threshold issue in apportioning income of 
financial organizations is determining whether an 
entity is in fact a “financial organization” under 
Illinois law. The term “financial organization” 
means “any bank, bank holding company, trust 
company, savings bank, industrial bank, land 
bank, safe deposit company, private banker, 
savings and loan association, building and loan 
association, credit union, currency exchange, 
cooperative banks, small loan company, sales 
finance company, investment company, or 
any person which is owned by a bank or bank 
holding company.”2 Illinois regulations provide 
a number of “characteristic services” that help 
illustrate the types of activities in which these 
financial organizations may engage. Although 
the definition of “financial organization” appears 
clear, it nonetheless occasionally raises problems.  

In 2017, the Illinois Tax Tribunal addressed 
whether a particular entity qualified as a financial 
organization. In that case, the entities at issue 
provided short term loans to businesses which 
used those loan proceeds to finance their 
commercial property and casualty insurance 
premium obligations. The entities earned income 
by charging financing fees on the loans, and were 
regulated by the Premium Financing Regulation 
Act.3 The taxpayer contended that these entities 
should not have been treated as financial 

organizations, but instead as general corporate 
organizations because they were in the business 
of financing insurance, not for funding purchases 
of tangible personal property or services. The 
Tribunal ultimately concluded that “a company 
which is in the business of making loans for the 
express purpose of funding purchases of insurance 
can be considered a ‘sales finance company’ 
and, therefore, a ‘financial organization[.]’”4    
The entities were therefore treated as “sales 
finance companies” and were subject to the 
apportionment rules for financial organizations. 

When an entity is engaged in a combination of 
financial organization activities and other types 
of activities, the Illinois Department of Revenue 
requires that the business be “predominantly 
engaged” in financial activities. For this to be 
the case, the financial organization must earn 
more than 80% of its gross income, averaged 
over a period of three years, from activities 
characteristic of one or more of the categories 
of financial organizations.5 In the case of sales 
finance companies, only 50% of gross income 
must be earned from such activities. For purposes 
of this analysis, finance leases are treated as 
extensions of credit rather than true leases, and 
engaging in such leasing activity should qualify 
for the financial organization characterization.  

APPORTIONMENT OF  
FINANCIAL ORGANIZATION INCOME
Once it has been established that an entity qualifies 
as a financial organization for Illinois apportionment 
purposes, it must apportion its income using 
a single gross receipts factor.6   Consistent with 
the state’s transition to market based sourcing in 
2008, the apportionment for financial organizations 
generally looks to the location of the market for 
the financial services. This approach is not always 
intuitive.  It is also important to keep in mind that, 
unlike the sale of services or tangible personal 
property, Illinois does not impose a throwback 
or throwout rule for financial organizations. 

First, receipts from the lease or rental of real or 
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tangible personal property should be sourced to 
the state in which the property is located. Interest 
income, commissions, fees, gains on disposition, 
and other receipts from assets in the nature of 
loans that are secured by real or tangible property 
should be sourced to the state in which the 
property is located. Interest income, commissions, 
fees, gains on dispositions, and other receipts 
from consumer loans not secured by property 
should be sourced to the state in which the debtor 
is a resident. Interest income, commissions, fees, 
gains on disposition, and other receipts from 
commercial loans and installment obligations that 
are not secured by property must be sourced to 
the state in which the proceeds of the loan are to 
be applied. If that location cannot be determined, 
the office of the borrower from which the loan was 
negotiated should govern. Interest income, fees, 
gains on disposition, service charges, merchant 
discount income, and other receipts from credit 
card receivables must be sourced to the state 
where the credit card charges are regularly billed 
to the customer. Receipts from fiduciary, advisory, 
brokerage, and other related services are sourced 
to the location where the services are received, and 
receipts from travelers checks and money orders 
are sourced to the state where they are issued.7     

Perhaps the most complex category of revenue, 
receipts from investment assets must be sourced 
according a number of different rules. Interest, 

dividends, net gains, and other income from 
investment assets must be sourced to a fixed place 
of business. This location must be the location 
where the taxpayer has its “preponderance of 
substantive contacts.” The state has provided a 
presumption that the proper location will be the 
location where the taxpayer has assigned, in the 
regular course of its business, such activity on its 
records to a fixed place of business consistent 
with federal or state regulatory requirements.8 It is 
therefore important for such taxpayers to adequately 
document in their books and records the location 
from which the taxpayer manages its investments.  

CONCLUSION
As the above rules demonstrate, financial 
organizations’ Illinois apportionment rules reflect a 
combination of market based sourcing and income 
producing activity concepts. This, of course, 
makes sense in light of the fact that many financial 
activities, such as investing, do not necessarily 
have a “market.” Moreover, it is often very difficult 
to discern the location where a financial service 
is in fact received. As financial organizations must 
now be included in the same Illinois unitary return 
as other services providers, it is important that 
businesses understand the extent to which some 
or all of their businesses may be Illinois financial 
organizations and the resulting differences in how 
such businesses’ receipts must be apportioned to 
the state. ■

1 IL Public Act 100-0022.
2 35 ILCS 5/1501(a)(8)(A).  
3 Premier Auto Finance, Inc. v. Illinois Dep’t of Rev., 15 
TT 175 (9/7/2017).
4 Id. 
5 86 Ill. Admin. Code 100.9710(b).
6 35 ILCS 5/304(c).  
7 35 ILCS 5/304(c)(i)-(vii). 
8 35 ILCS 5/304(c)(viii).
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ILLINOIS CORPORATE INCOME TAX:  
ALTERNATIVE APPORTIONMENT 

By Christopher T. Lutz
Like most states, Illinois statutes and regulations 
permit taxpayers and the Director of the 
Department of Revenue to obtain alternative 
apportionment of Illinois base income. Although 
case law is relatively scant, alternative 
apportionment remains an important means of 
reaching a fair income tax liability in the State.  
And with the State’s amorphous treatment of 
market based sourcing, alternative apportionment 
is likely to become an increasingly important 
tool, particularly in resolving controversies. 

As I have previously discussed, Illinois transitioned 
to a market based sourcing paradigm for sales 
of services and intangibles beginning on taxable 
years ending on or after December 31, 2008.  
As a result of this change, Illinois amended its 
statute entitling taxpayers to petition for alternative 
apportionment. To the extent the statutory methods 
for apportionment do not “fairly represent the market 
for the person’s goods, services, or other sources 
of business income, the person may petition for” a 
number of methods of alternative apportionment.  
These methods include (1) separate accounting, 
(2) the exclusion of any one or more factors, (3) 
the inclusion of one or more additional factors, 
or (4) any other equitable method.1 Although 
a taxpayer must petition for such alternative 
treatment, the statute states that the Director 
may require such treatment without a petition. 

OBTAINING  
ALTERNATIVE APPORTIONMENT
Taxpayers should always keep in mind that there 
are effectively two means of obtaining alternative 
apportionment. First, Illinois provides a means of 
obtaining alternative apportionment simply where 
the statutory method does not fairly represent the 
person’s market in the State. This route requires 
taxpayers to follow the statutory and regulatory 
methods for obtaining alternative apportionment. 
However, where a statutory method reaches 
an unconstitutional result by “grossly distorting” 
the manner in which income is earned in the 
state, Illinois statutes and regulations are 
somewhat irrelevant. To the extent Illinois’ 

apportionment of a taxpayer’s income reaches 
an unconstitutional result, a taxpayer is entitled 
to alternative apportionment notwithstanding the 
State’s procedures for obtaining such treatment.  

ILLINOIS PETITIONS FOR  
ALTERNATIVE APPORTIONMENT
Illinois’ regulations regarding alternative 
apportionment state that the regulations are 
the “exclusive means by which a taxpayer may 
petition for an alternative apportionment formula.”2 

In order to obtain such treatment, a petition 
for alternative apportionment must be clearly 
labeled as a “Petition for Alternative Allocation or 
Apportionment” and must contain sufficient facts 
demonstrating the propriety of the alternative 
treatment. The regulation requires that proactive 
petitions must be filed 120 days prior to the due 
date of the tax return for which permission to 
deviate from the statutory method is sought. A 
petition will also be considered timely filed if it is 
provided as an attachment to a return amending an 
original return which was filed using the statutory 
method. Taxpayers may also raise alternative 
apportionment as part of a protest in Illinois Circuit 
Court or the Illinois Independent Tax Tribunal.3  

Upon receipt of an alternative apportionment 
petition, the Director will issue a ruling letter 
either accepting or rejecting the petition. In some 
instances, the Director may partially accept the 
alternative apportionment petition. This typically 
involves the Director agreeing that the statutory 
method does not fairly reflect the taxpayer’s 
market in the State, but disagrees that the 
taxpayer’s proposed alternative is acceptable. In 
that case, the taxpayer may submit a modified 
alternative proposal or protest the Director’s partial 
acceptance. If the taxpayer’s petition is denied, it 
may either file an administrative hearing protest or 
file a petition with the Illinois Tax Tribunal solely on 
the issue of alternative apportionment.

It is fairly atypical for taxpayers to file alternative 
apportionment petitions with the Director and to 
challenge the Director’s denial at administrative 
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hearings. It is much more common for taxpayers 
to raise alternative apportionment as a defense 
to a contested audit issue at the Circuit Court or 
Illinois Tax Tribunal. To that end, the regulations 
state that alternative apportionment may not 
be raised in protest, court filing, or petition with 
the Illinois Tax Tribunal unless the taxpayer has 
requested in writing that the auditor allow the use of 
alternative apportionment or the audit disallows an 
alternative method used on the taxpayer’s returns. 

Fairly often, the statutory method of apportionment 
will be unclear; exactly where a service is 
received can often be difficult to gauge. As a 
result, taxpayers and auditors may often disagree 
on what the statutory method of apportionment 
requires. However, once the Department issues 
a notice of deficiency, the notice is entitled to a 
presumption of correctness.4  On appeal, whether 
in Circuit Court or the Illinois Tax Tribunal, a 
taxpayer will then have two means of protesting 
the Department’s assessment of tax. First, the 
taxpayer is entitled to argue that the Department’s 
apportionment method conflicts with the 
requirements of the statute, and that its original 
returns reflect the statutory method. Second, the 
taxpayer may argue that in the alternative, even 
if the Department’s assessment does reflect the 
statutory method, the taxpayers is nonetheless 
entitled to alternatively apportion its income 
in the manner reflected on its original return. 

BURDENS FOR OBTAINING 
ALTERNATIVE APPORTIONMENT
The Department has explained that alternative 
apportionment may not be invoked by either 
party merely because the alternative method 
reaches a different apportionment percentage 
than the required statutory formula.5 The party 
invoking alternative apportionment bears the 
burden of demonstrating by “clear and convincing 
evidence that the statutory formula results in 
the taxation of extraterritorial values or operates 
unreasonably and arbitrarily in attributing to 
Illinois a percentage of income that is out of 
all proportion to the taxpayer’s market for the 
taxpayer’s goods, services or other sources of 
business income in the State. The party invoking 
alternative apportionment must also provide 
evidence that its proposed alternative method 

fairly and accurately apportions income to Illinois 
based upon the taxpayer’s market in the State.  

ILLINOIS’ STANDARD FOR OBTAINING 
ALTERNATIVE APPORTIONMENT 
Generally speaking, whether a statutory method 
“grossly distorts” a taxpayer’s income earned 
in a state reflects whether an apportionment 
methodology is constitutional in a particular 
case.6 In some cases, however, Illinois courts 
have interpreted Illinois’ regulation to require 
that the statutory method lead to a “grossly 
distorted” result in order for a taxpayer to be 
entitled to alternative apportionment.7 In other 
cases, Illinois courts have stated that “there is 
no requirement the formula applied must lead 
to a grossly distorted result. The party seeking 
to utilize an alternative apportionment method 
must only show the formula’s application would 
result in the taxation of extraterritorial values.”8 

The Illinois Department of Revenue’s regulation 
and previous guidance reflects that a taxpayer 
need not show that the statutory apportionment 
method grossly distorts how a business earns its 
income. Instead, the Department has explained 
that relief is proper “where the income allocated 
to the State by the otherwise applicable statutory 
formula is unfairly disproportionate to the business 
activity conducted in the State.”9 In one General 
Information Letter, the Department explained 
that there is nothing inherently unfair in sourcing 
gross receipts from the sale of a partnership 
interest based on the activities of the partner in 
managing its investment in the partnership rather 
than the partnership’s apportionment factors itself.  
While following the partnership’s apportionment 
factors might also “produce a fair and rational 
allocation of income[,]” using the activities of 
the partner nonetheless also fairly reflected the 
business activity fairly attributable to Illinois.10   

The Illinois Supreme Court has rarely addressed 
the circumstances under which an Illinois 
taxpayer is entitled to alternative apportionment.  
In addressing a previous iteration of the Illinois 
alternative apportionment statute, the court stated 
that “there is a clearly demonstrated legislative 
intent to allocate and apportion the business income 
from the multistate operations of a corporation 
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with those other States having jurisdiction to tax 
such income in such manner that there is neither 
overlap nor gap in taxing all of such income derived 
from the multistate business.”11 In GTE, the Illinois 
Supreme Court permitted the Department to 
include drop shipment sales in the numerator of 
the taxpayers Illinois apportionment factor where 
the taxpayer was not subject to tax in either the 
state where the sale originated or was ultimately 
shipped.12 Although the Department and taxpayers 
bear the same burden in obtaining alternative 
apportionment, the Illinois Supreme Court never 
required the Department to demonstrate that the 
failure to include the double throw-back sales in 
the Illinois apportionment factor numerator “grossly 
distorted” the taxpayer’s income earned in the State.  

CONCLUSION
Illinois’ case law is relatively undeveloped 
regarding alternative apportionment.  However, as 
the State calibrates its approach to market based 
sourcing, the need for alternative apportionment 
for multistate taxpayers is likely to increase. While 
taxpayers should consider whether petitioning for 
alternative apportionment is in their best interest in 
order to accurately reflect their market in the State, 
they should also keep in mind that alternative 
apportionment is a crucial tool in resolving 
controversies with the State. ■

1 35 ILCS 5/304(f). 
2 86 Ill. Admin. Code 100.3390(b). 
3 86 Ill. Admin. Code 100.3390(e).
4 35 ILCS 5/904(a) (“The findings of the Department 
under this subsection shall be prima facie correct and 
shall be prima facie evidence of the correctness of the 
amount of tax and penalties due.”). 
5 86 Ill. Admin. Code 100.3390(c).  
6 See, for instance, Norfolk and Western Railway 
Company v. Missouri State Tax Comm’n, 390 U.S. 
317 (1968).
7 See AT&T Teleholdings v. Dep’t of Rev., 365 Ill. Dec. 
349 (Ill. App. 1st 2012); Lakehead Pipeline Company, 
Inc. v. Dep’t of Rev., 139 Ill. Dec. 872 (Ill. App. 1st 
1989). 
8 Wabash Railroad Co. v. Dep’t of Rev., 92 L 51150 (Ill. 
Cir. Ct. 1995).
9 IT 11-0010-GIL (6/20/2011). 
10 Id. 
11 GTE Automatic Electric, Inc. v. Allphin, 68 Ill. 2d 326 
(1977).  
12 GTE involved the State’s “double throw-back” rule, 
which has since been repealed.  For a discussion of 
Illinois throw-back and double throw-back. 
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ILLINOIS CORPORATE INCOME TAX:  
APPORTIONING INSURANCE COMPANY INCOME 

By Christopher T. Lutz
In a previous post, we addressed the basics of 
Illinois corporate income tax apportionment. We 
also addressed how while most corporations are 
required to follow the standard statutory formula, 
the state imposes unique rules on a number 
of industries, including financial organizations. 
In addition to financial organization, insurance 
companies must also apportion their income 
to Illinois according to special rules. As with 
financial organizations, beginning with the tax 
year ending December 31, 2017, insurance 
companies must be included in the combined 
return with the entire unitary business group.1  

IDENTIFYING  
FINANCIAL ORGANIZATIONS
Insurance companies are defined as “any taxpayer 
properly treated as an insurance company for 
purposes of federal income taxation under 
subchapter L of the Internal Revenue Code (IRC 
sections 801 through 848)… No other taxpayer 
may be treated as an insurance company for 
purposes of the” Illinois Income Tax Act.2 In 2013, 
the Illinois Appellate Court addressed whether a 
captive insurance company that was formed to 
self-insure risks could qualify as an insurance 
company for Illinois Income Tax purposes.3 The 
insurance company was licensed in Vermont 
and for federal purposes to transaction business 
as an insurance company. In order for the 
company to be qualified in Vermont, the state of 
its formation, as a “captive insurance company,” 
it was required to be sufficiently capitalized to 
cover all of its insurance obligations. As a result, 
the captive insurance company acquired an 
affiliate of the unitary group that held the unitary 
business group’s trademarks.  The subsidiary then 
licensed the trademarks in exchange for royalties.   

Based on Illinois law in place at the time, the 
Illinois combined group excluded the captive 
insurance company from its Illinois base income 
because insurance companies were required to file 
separate returns in Illinois. The Illinois Department 
of Revenue took the position that the captive 
insurance company was required to be included in 

the combined group because it was not a proper 
insurance company. The Department contended 
that the entity was not an insurance company 
because “(1) there was not actual risk shifting and 
risk distribution to constitute insurance for federal 
income tax purposes, (2) the majority of [its] income 
is derived from intercompany royalty income, and 
(3) it is not regulated in all of the states in which 
it writes premiums.”4 Siding with the taxpayer, 
the Appellate Court concluded that although the 
company’s income from “insurance premiums was 
dwarfed by its royalty and interest income, it is not 
any percentage of income that determines whether 
a company is taxable as an insurance company 
but rather the character of the business actually 
done by the company.”5 The captive insurance 
company was licensed by Vermont as an insurance 
company, and its only business was to furnish 
insurance to the combined group. The insurance 
company itself, moreover, was not engaged in 
the business of licensing intellectual property; 
that activity was conducted by its subsidiary.  
Finally, the ownership of the trademark subsidiary 
was directly related to the insurance company’s 
conduct as an insurance company because it 
enabled the company to satisfy the capitalization 
requirements under Vermont law. As a result, 
despite the substantial benefit of excluding all 
royalty income from the Illinois combined group’s 
base income, the entity was in fact an insurance 
company, and was required to be excluded from 
the Illinois combined group. Of course, beginning 
with the tax year ending December 31, 2017, the 
company would be included in the Illinois combined 
group as a result of IL Public Act 100-0022. 

APPORTIONMENT OF  
INSURANCE COMPANY INCOME
Once a company is identified as an insurance 
company, the business income of the entity for 
a taxable year shall be apportioned to Illinois by 
multiplying its income by a fraction, the numerator 
of which is the direct premiums written for 
insurance upon property or risk in Illinois, and the 
denominator of which is the direct premiums written 
for insurance upon property or risk everywhere.  
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The term “direct premiums written” means the total 
amount of direct premiums written, assessments 
and annuity considerations as reported for the 
taxable year on the annual statement filed by the 
company with the Illinois Director of Insurance in 
the form approved by the National Convention 
of Insurance Commissioners or such other 
forms as may be prescribed in lieu thereof.6  

Only direct premiums written for insurance, 
assessments against mutual policy holders, and 
consideration for annuity contracts that include 
elements of insurance should be included in the 
apportionment factor.7 Other types of income 
should be excluded from the factor. Examples 
of these excluded receipts include: (1) interest, 
dividends, and other income from investments, 
(2) gains or losses from the adjustment of 
reserves, salvage, or subrogation, (3) deposit-
type funds, and (4) premiums on which state 
income taxes are prohibited by federal law.8  

In calculating the combined group’s apportionment 
factor, a separate subgroup schedule has 
been created for entities subject to different 
apportionment methods, including insurance 
companies.9 The “Illinois sales” calculated on 

the subgroup schedule are then used on Step 
4, Lines 2 and 3 of the Schedule UB to calculate 
the blended Illinois apportionment formula. It is 
also always important to keep in mind that Illinois 
follows the “Joyce” rule. Consequently, if a member 
of a combined group does not have nexus with 
Illinois, its income should be included in base 
income and the denominator of the apportionment 
factor, but receipts that would otherwise be 
apportioned to Illinois should be excluded from 
the numerator of the apportionment factor.10    

CONCLUSION
Illinois uses a fairly straightforward definition for 
insurance companies; all entities so qualified for 
federal purposes with their business purpose 
being the provision of insurance will be considered 
insurance companies under Illinois law. For tax 
years beginning on tax year ending December 31, 
2017, these entities should be included in an Illinois 
combined return. However, insurance companies 
continue to use a different apportionment formula, 
and exclude certain receipts, like interest income, 
from the apportionment factor. The factor is then 
combined with the rest of the Illinois group to 
create a blended apportionment ratio on the Illinois 
Schedule UB. ■

1 IL Public Act 100-0022; 35 ILCS 5/1501; 86 Ill. 
Admin. Code 100.9750(b). 
2 86 Ill. Admin. Code 100.3420(b). 
3 Wendy’s Int’l Inc. v. Hamer, 375 Ill. Dec. 194 (2013). 
4 Id.  
5 Id. (internal quotations removed).
6 35 ILCS 5/304(b).
7 86 Ill. Admin. Code 100.3420(2).
8 86 Ill. Admin. Code 100.3420(3)(A)-(D).
9 Schedule UB Instructions.
10 86 Ill. Admin. Code 100.9720(f).
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ILLINOIS’ INCOME TAXATION OF FOREIGN INCOME 
By Christopher T. Lutz

With the Tax Cuts and Jobs Act (TCJA), many 
taxpayers have begun to focus on the manner in 
which states tax foreign income. Illinois’ taxation of 
foreign income is fairly in line with most other states.  
However, given how much states can diverge on this 
complicated issue, having a general understanding 
of how the state treats foreign income is necessary 
for any multinational business operating in Illinois. 

OVERVIEW OF  
ILLINOIS’ APPORTIONMENT  
OF FOREIGN INCOME
Illinois is a combined reporting state.1 In computing 
the combined group, Illinois follows the “80/20” 
rule. The group does not include “members whose 
business activity outside the United States is 80% 
or more of any such member’s total business 
activity[.]”2 To determine whether businesses that 
use the standard single-sales factor apportionment 
formula conduct 80% of their business activity 
outside of the United States, Illinois does not 
look to the business’s sales. Instead, Illinois 
will look to that entity’s property and payroll.3    

To assess whether 80% or more of a taxpayer’s 
property and payroll are outside of the United 
States, Illinois looks to property in the U.S. versus 
property globally. Then, Illinois looks to payroll in 
the U.S. versus payroll globally.  These two figures 
are then divided by two. If the factor falls below 
twenty percent, the entity will be excluded from the 
combined group even if the entity would otherwise 
be considered unitary with the domestic members 
of the Illinois combined group. To the extent an entity 
has more than 20% of its combined property and 
payroll in the United States, its income is included 
in the group’s combined base income, and its 
receipts are included in the group’s sales factor.4   

FOREIGN DIVIDENDS
Illinois follows the Internal Revenue Code, and 
therefore follows the IRC 243 dividends received 
deduction.5 However, Illinois, like many states, 
goes a step further and provides a subtraction 
modification for Subpart F income. Illinois provides 
a 100% deduction for the amount of dividends 
included in taxable income and received or 

deemed received or paid or deemed paid under 
IRC Sections 951 through 964.6 For years prior to 
1988, however, no such deduction was available.7  

TCJA TREATMENT
The TCJA added a new Subpart F provision, IRC 
951A. This provision addresses Global Intangible 
Low-Taxed Income (GILTI), and taxes a U.S. 
shareholder’s share of GILTI of a controlled foreign 
corporation (CFC). Illinois has acknowledged that 
while GILTI will increase federal taxable income, 
“the Illinois subtraction modification for foreign 
dividends will exclude a portion of the increase 
from Illinois base income.”8 Given that IRC 951A 
falls between IRC Sections 951 through 964, the 
subtraction modification in 35 ILCS 5/203(b)(2)
(O) should cover all GILTI federal taxable income. 

The TCJA also amended IRC 965 to require 
shareholders of CFC’s to include in gross 
income certain amounts of deemed subpart 
F income. With respect to this amendment, 
Illinois has also acknowledged that federal 
taxable income will increase, but “the Illinois 
subtraction modification for foreign dividends will 
exclude a portion of the increase from Illinois 
base income.”9 IRC 965 income, however, is 
slightly more complicated under Illinois law. 

As explained above, Illinois provides a 100% 
deduction for dividends received or deemed 
received under IRC Sections 951 through 964.   
This subtraction modification does not mention 
IRC 965. Instead, Illinois law also states that for 
“years ending on or after December 31, 1988, 
dividends received or deemed received or paid 
or deemed paid under Sections 951 through 
965 of the Internal Revenue Code” which 
exceed the amount of the modification provided 
under 35 ILCS 5/203(b)(2)(G) are subject to 
the dividends received deduction provided by 
IRC 243(a)(1), which allows a 50% deduction.   
35 ILCS 5/203(b)(2)(G) provides a 100% deduction 
for any mount included in taxable income under 
IRC 78. IRC 78 provides a gross up for deemed 
paid foreign tax credit.  If a domestic corporation 
chooses to have the benefit of a foreign tax credit 
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provided by subchapter N, an amount equal to the 
taxes deemed to be paid by the corporation are 
treated as a dividend received by the domestic 
corporation from the foreign corporation. So 
Illinois provides a deduction for this amount.  
To the extent IRC 965 income exceeds this 
Illinois IRC 78 subtraction modification, 
Illinois provides an additional 50% dividends 
received deduction for the excess income.   

Illinois has not provided additional guidance, but 
the possibility exists that Illinois may take the 
position that any income deemed received under 
IRC 965 is not entitled to a 100% dividends received 
deduction.  Instead, taxpayers would be entitled to 
a 50% deduction for the amount of income that 
exceeds the IRC 78 subtraction modification.   

Given the interplay between IRC 965 and IRC 
Section 951 through 964, it is possible that 
different taxpayers will take divergent positions 
with respect to accumulated post-1986 deferred 

foreign income.10 In light of the Illinois Department 
of Revenue’s non-committal description of 
Illinois’ taxation of the Repatriation Transition 
Tax (providing that the subtraction modification 
for foreign dividends will exclude a portion of 
the increase from Illinois base income), there 
will likely be significant audit activity in this area.   
 
CONCLUSION
Businesses are increasingly dealing with 
multinational tax issues. Because Illinois applies 
a water’s-edge combined reporting rule, and 
because it exempts Subpart F income from 
taxation, most foreign income will not be subject 
to Illinois taxation. Nonetheless, with tax reform 
and the manner in which Illinois computes the 
80/20 rule, taxpayers should closely analyze their 
business operations to ensure their computation 
of combined income and treatment of foreign 
dividends is correct. ■

1 86 Ill. Admin. Code 100.5200.  In a previous post, we 
addressed the basics of Illinois apportionment. 
2 35 ILCS 5/1501(a)(27).
3 Id. 
4 Unlike many other states, Illinois law also provides 
a subtraction modification for income that is exempt 
from taxation “by reason of the Constitution, treaties 
or statutes of the United States[.]”  35 ILCS 5/302(b)
(2)(J); 86 Ill. Admin. Code 100.2470(a).  Thus, a 
business’s income that is protected from taxation by 
virtue of a U.S. treaty should also be exempt from 

Illinois tax. 
5 35 ILCS 5/1501(a)(11).
6 35 ILCS 5/203(b)(2)(O).  
7 See Caterpillar Financial Services Corp. v. Whitley, 
288 Ill. App. 3d 389 (1997)
8 Explanation of the Impact on Illinois Tax Revenue 
Resulting from the Federal Tax Cuts and Jobs Act 
(3/1/2018). 
9 Id. 
10 See 26 U.S.C. 965(a)(1)-(2).
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LOCAL SOURCING RULES FOR  
THE ILLINOIS RETAILERS’ OCCUPATION TAX 

By Christopher T. Lutz
As we have discussed previously, Illinois localities 
have adopted a variety of unique taxes, such as 
the Chicago Personal Property Lease Transaction 
Tax, the Amusement Tax, and dozens more. But, 
like many other states, Illinois localities may also 
impose a local option tax which is imposed in addition 
to the state Retailers’ Occupation Tax (“ROT”).  
Unlike many other states, however, Illinois localities 
us a unique sourcing methodology. Whereas 
sales of tangible personal property to Illinois are 
subject to a destination-based sourcing method 
under the Illinois Use Tax Act, the local ROT is an 
origin-based tax. Exactly where a sale originates, 
however, has been a source of much debate. 

BACKGROUND
Illinois Statutes and Regulations
Although the ROT is Illinois’ analogue to a sales 
tax, the ROT is distinct. The ROT is a tax on the 
occupation of selling, not on the sale itself.  See 
Standard Oil Co. v. Dep’t of Finance, 383 Ill. 
136 (1943). The state has a number of statutes 
that allow home rule county and municipal 
governments, as well as some other entities such 
as the Regional Transportation Authority (“RTA”) 
to impose an ROT “upon all persons engaged in 
the business of selling tangible personal property” 
within the jurisdiction. 55 ILCS 5/5-1006; 65 ILCS 
5/8-11-1; 70 ILCS 3615/4.03. Although the statutes 
made clear that the ROT could be imposed on 
those selling tangible personal property in the 
locality, they did not provide any other guidance 
on how the transaction should have been sourced.  
As a result, the Illinois Department of Revenue 
(“Department”) promulgated regulations titled 
“Jurisdictional Questions” to illustrate where a sale 
should have been sitused for local ROT purposes. 

Historically, the regulations adopted by the 
Department established a bright-line rule 
situsing sales to the location where the seller 
accepted a purchase order. Indeed, the original 
regulations stated that “mere solicitation and 
receipt of orders” was not enough to constitute 
“engaging in the business of selling within the 
jurisdiction.” 86 Ill. Admin. Code 220.115(b) (as in 

place in 2013). The regulations went on to state 
that “the seller’s acceptance of the purchase 
order or other contracting action in the making 
of the sales contract is the most important 
single factor in the occupation of selling.” 86 Ill. 
Admin. Code 220.115(c) (as in place in 2013).   

Hartney Fuel Oil Co. v. Hamer
In 2013, the Illinois Supreme Court addressed 
the Department’s “Jurisdictional Questions” 
regulation.  Hartney Fuel Oil Company was a 
retailer of fuel oil with its home office in Forest 
View, Illinois. It established a separate sales 
office which moved to a number of jurisdictions, 
ultimately Mark, Illinois. Hartney contracted with a 
local business, Putnam County Painting, which it 
paid a flat monthly rate for a nonexclusive lease of 
office space and the services of a clerk. Whenever 
a customer would contact the Forest View office 
to place an order, the caller was directed to call 
the Mark office, where purchase orders would 
be approved. Mark, Illinois had no local ROT, 
resulting in a 6.25% ROT rate, whereas Forest 
View, Illinois had combined local rates of 3.75%, 
resulting in an overall 10% ROT rate. Hartney 
Fuel Oil Co. v. Hamer, 376 Ill Dec 294 (2013). 

The Department audited Hartney’s selling 
activities, and concluded that its activities occurred 
in Forest View, not Mark. Hartney challenged 
the assessment, arguing that the “Jurisdictional 
Questions” regulation established a bright-line 
test of purchase acceptance to determine where 
a sale occurred for local ROT purposes. Agreeing 
with Hartney, the court stated that “[e]ven granting 
the Department considerable deference in 
interpreting its regulations[…] We conclude that 
the regulation, in subsection (c)(1), does define 
situs for retail occupation tax where purchase 
order acceptance occurs at the seller’s place of 
business within the county, with sale at retail and 
the purchaser taking delivery within the state.” Id.   
Notwithstanding the Illinois Supreme Court’s 
agreement with Hartney as to the language of the 
“Jurisdictional Questions” regulation, the court 
could not reconcile the regulation with the state 
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statute. The court explained that “the business 
of selling is a composite of many activities.” Id. 
(citing Ex-Cell-O Corp. v. McKibbin, 383 Ill. 316 
(1943)). While agencies are afforded considerable 
deference in crafting regulations in order to 
implement a statute, they may not “narrow or 
broaden the scope of intended taxation under a 
taxing statute.” Id. (citing Kean v. Wal-Mart Stores, 
Inc., 235 Ill. 2d 351 (2009)).  Because the regulation 
impermissibly narrowed the legislation permitting 
localities to adopt local ROTs, it was invalid. 
In support of this conclusion, the court stated: 

We are persuaded that this regulation impermissibly 
narrows the local ROT Acts, contrary to the 
legislature’s intention to allow local governments 
to collect taxes from retailers in their jurisdictions. 
First, it does not amply prescribe the fact-intensive 
inquiry contemplated by this court in Ex-Cell-O.  
Second, by allowing for only one, potentially minor 
step in the business of selling to conclusively 
govern tax situs, this regulation impermissibly 
constricts the scope of intended taxation. 

As such, the court struck down the “Jurisdictional 
Questions” regulation, requiring the Department to 
craft new regulations that did take the totality of 
circumstances into account in order to determine 
where a taxpayer’s selling activities occurred.1  

PRESENT DAY LOCAL  
ROT SOURCING RULES
After considerable debate regarding the 
“Jurisdictional Questions” regulations, the 
Department adopted its finalized regulation on 
June 25, 2014. The regulation is split into three 
conceptual parts: (1) guiding principles; (2) 
identifying specific selling activities that result 
in situsing a particular sale to a jurisdiction; and 
(3) presumptions that apply to certain selling 
operations. These parts are addressed in turn. 

Guiding Principles
The regulations begin by explaining that “the 
jurisdiction in which the sale tax place is not 
necessarily the jurisdiction where the local 
retailers’ occupation tax is owed.” 86 Ill. Admin. 
Code 270.115(b)(1). Selling is comprised of “the 
composite of many activities extending from the 
preparation for, and the obtaining of, orders for 

goods to the final consummation of sale by the 
passing of title and payment of the purchase price.”  
86 Ill. Admin. Code 270.115(b)(2) (citing Ex-Cell-O 
Corp., 383 Ill. At 321 (1943)). Therefore, a seller 
incurs local ROT in a jurisdiction “it its predominant 
and most important selling activities take place” in 
the jurisdiction. 86 Ill. Admin. Code 270.115(b)(5).  
Unlike the previous regulation, the new regulation 
requires the Department to examine substance 
over form in analyzing where the most selling 
activities occur. 86 Ill. Admin. Code 270.115(b)(6). 

Selling Activities
The regulation states that a retailer engaging 
in three or more “primary selling activities” 
in one location should situs its sale to that 
location. 86 Ill. Admin. Code 270.115(c)
(2). These primary selling activities include: 

A) Location of sales personnel exercising 
discretion and authority to solicit customers on 
behalf of a seller and to bind the seller to the 
sale; 

B) Location where the seller takes action that 
binds it to the sale, which may be acceptance 
of purchase orders, submission of offers 
subject to unilateral acceptance by the buyer, 
or other actions that bind the seller to that sale; 

C) Location where payment is tendered and 
received, or from which invoices are issued 
with respect to each sale; 

D) Location of inventory if tangible personal 
property that is sold is in the retailer’s inventory 
at the time of its sale or delivery; and 

E) The location of the retailer’s headquarters, 
which is the principal place from which the 
business of selling tangible personal property 
is directed or managed. In general, this is 
the place at which the offices of the principal 
executives are located. When executive 
authority is located in multiple jurisdictions, the 
place of daily operational decision making is 
the headquarters. 

86 Ill. Admin. Code 270.115(c)(1)(A)-(E). The 
regulation further confirms that although selling 
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activity may occur in multiple jurisdictions, it may 
only be sourced to one location for each sale. 86 
Ill. Admin. Code 270.115(c)(1). 

If the primary selling activities listed above occur 
in multiple jurisdictions, but three of the activities 
are not performed in a single jurisdiction, the 
regulation provides a number of “secondary 
selling activities” that must also be considered.  
These secondary selling activities include: 

A) Location where marketing and solicitation 
occur; 

B) Location where the seller engages in 
activities necessary to procure goods for sale; 

C) Location of the retailer’s officers, executives 
or employees with authority to set prices or 
determine other terms of sale if determinations 
are made in a location different than that 
identified in subsection (c)(1)(A); 

D) Location where purchase orders or other 
contractual documents are received when 
purchase orders are accepted, processed, or 
fulfilled in a location or locations different from 
where they are received; 

E) Location where title passes; and 

F) Location where the retailer displays goods to 
prospective customers, such as a showroom. 

86 Ill. Admin. Code 270.115(c)(4). In instances 
where a seller does not have three or more of its 
selling activities in any one jurisdiction, the seller 
must count its activities in one of two jurisdictions: 
(1) where its inventory is located, or (2) where its 
headquarters are located. Whichever of these 
two jurisdictions is where more selling activities 
occur, considering both primary and secondary 
selling activities, is the location where the sale 
should be sourced for local ROT purposes. 86 
Ill. Admin. Code 270.115(c)(5). If that location is 
outside of Illinois, the sale should not be subject 
to local ROT. 86 Ill. Admin. Code 270.115(b)(7). 

 

PRESUMPTIONS APPLYING TO 
CERTAIN SELLING OPERATIONS
Without describing all presumptions provided by 
the regulation, there are two presumptions worth 
noting. First, when inventory is located in Illinois, 
but the selling activity occurs outside of Illinois, 
the jurisdiction where the property is located at the 
time of the sale will determine where the retailer is 
engaged in business with respect to the sale. 86 
Ill. Admin. Code 270.115(d)(2). Because interstate 
and intrastate selling activities must be treated 
equally, this presumption should similarly apply 
if inventory is located outside of Illinois as well.  
Therefore, where taxpayers keep their inventory 
may often be the most dispositive element in 
determining where to situs a sale for local ROT. 

Next, selling activity where sales are made over 
the internet is presumed to take place outside of 
Illinois. Therefore, the sales over the internet will 
generally be considered to be subject to the Illinois 
Use Tax, not ROT. This presumption may be 
overcome if there is clear and convincing evidence 
the retailer’s predominant selling activities take 
place in Illinois. 86 Ill. Admin. Code 270.115(d)(3). 

CONCLUSION
The Illinois ROT functions differently than most 
state sales taxes. Rather than a tax on sales, 
the ROT is a tax on the business of selling.  
Determining where selling activity occurs requires 
a holistic analysis which looks to the location of 
salespeople, customers, inventory, and business 
operations. Taxpayers engaging in retail selling in 
Illinois should familiarize themselves with these 
rules. In some complicated cases, obtaining a 
Private Letter Ruling from the Department may be 
prudent. The Department has shown a willingness 
to issue such rulings, issuing at least seven such 
rulings since 2015. ■
 
1 Notably, although not relevant to this discussion, 
the court did agree that Hartney was entitled to 
abatement of all tax for the years under protest.  
Regulations carry the force and effect of law, and 
under the Taxpayer Bill of Rights, the taxpayer 
was entitled to rely upon the written advice, albeit 
erroneous, in the Department’s regulations.  20 ILCS 
2520/4.
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CLARIFYING THE CLOUD: TAXATION OF SOFTWARE IN ILLINOIS 
By Samantha K. Breslow

Determining whether computer software is 
taxable is no easy task, especially in light of the 
changing technological landscape. The Illinois 
Department of Revenue (“Department”) has 
been asked by taxpayers for a number of years 
to provide clarification, but until recently has 
been largely silent on the treatment of sales 
of computer software. In several non-binding 
General Information Letters (“GIL”) and Private 
Letter Rulings (“PLR”)1, the Department has 
recently provided clarification on several key 
issues, including the taxability of cloud computing.  

CANNED OR CUSTOM SOFTWARE
As background, whereas the sale of “custom” 
computer software2 is not subject to Retailers’ 
Occupation Tax (“ROT”), the transfer of “canned” 
computer software is generally treated as a taxable 
retail sale in Illinois. Custom computer programs 
or software are prepared to the special order of 
the customer and do not include pre-written or 
canned programs assembled by vendors into 
software packages, unless real and substantial 
changes are made to the programs or creation 
of program interfacing logic. 86 Ill. Admin. Code 
Sec. 130.1935(c). The Department’s definition 
of “canned” software offers little insight, merely 
providing that computer software that is not custom 
software is considered to be canned computer 
software. See 86 Ill. Admin. Code Sec. 130.1935(c)
(2). Regardless of the form in which it is transferred 
or transmitted, including disc or electronic means, 
canned software is treated as tangible personal 
property3. 86 Ill. Admin. Code Sec. 130.1935(a). 

Even when software is “canned,” ROT only 
applies when an actual sale occurs.  Illinois 
does not tax true licenses. Illinois has historically 
followed a five-part test for determining whether 
the transfer of canned software should be treated 
as the nontaxable license. 86 Ill. Admin. Code 
Sec. 130.1935(a)(1). Adopted in October of 2000, 
Section 130.1935(a)(1) provides that a license of 
software is not a taxable retail sale if the following 
five requirements are met:

(A) It is evidenced by a written agreement 

signed by the licensor and the customer;

(B) It restricts the customer’s duplication and 
use of the software;

(C) It prohibits the customer from licensing, 
sublicensing or transferring the software to a 
third party (except to a related party) without 
permission and continued control of the 
licensor;

(D) The licensor has a policy of providing 
another copy at minimal or no charge if the 
customer loses or damages the software, or 
permitting the licensee to make and keep an 
archival copy, and such policy is ether stated 
in the license agreement, supported by the 
licensor’s books and records, or supported by 
a notarized statement made under penalties of 
perjury by the licensor; and 

(E) The customer must destroy or return all 
copies of the software to the licensor at the 
end of the license period. This provision is 
deemed to be met, in the case of a perpetual 
license, without being set forth in the license 
agreement. 
 

Although the five-part test is relatively straight-
forward in application, due to the advent of cloud 
computing and internet purchased software, 
questions have arisen regarding the application 
of the factors. Specifically, taxpayers have 
recently asked the Department to clarify the 
first requirement and whether software that 
requires a customer to “check a box” that states 
he or she accepts the license terms qualifies as 
an “agreement signed by the licensor and the 
customer”. The Department has taken the position 
that a “shrink wrap” licensing agreement, meaning 
software licensed over the internet that requires 
the customer to check a box that states he or she 
accepts the license terms, does not constitute a 
written agreement signed by the licensor. PLR 
ST 18-0003-PLR (2-8-2018); Ill. Dept. of Rev. GIL 
ST 16-0038-GIL (08-18-2016). However, notably, 
in February 2018, the Department determined 

45www.HMBLAW.com



that an electronic license agreement in which 
the customer accepts the license by means of 
a signature in electronic form that is attached 
to or is part of the license, is verifiable, and 
can be authenticated will comply with the first 
requirement. Ill. Dept. of Rev. PLR ST 18-0003-
PLR (2-8-2018). Additionally, when an order form 
incorporates terms and conditions from another 
document, the Department has clarified that it will 
review both the order form and the document that 
is incorporated by the order form to determine if the 
requirements of Section 130.1935(a)(1) are met. Id.  

TREATMENT OF CLOUD COMPUTING
As background, cloud computing providers 
generally offer their services according to three 
standard models: (1) Software as a Service 
(“SaaS”); (2) Infrastructure as a Service (“IaaS”); 
and (3) Platform as a Service (“PaaS”). Due to 
the complexity of these services and the inability 
of state governments to quickly adapt to the 
evolving technological landscape, the taxation 
of cloud computing is a topic of significant 
ambiguity and confusion in many jurisdictions.  

In a noteworthy GIL published by the Department 
in in March 2017, the Department finally addressed 
the outstanding issue of cloud computing, 
clarifying that computer software provided through 
a cloud-based delivery system – a system in 
which computer software is never downloaded 
onto a client’s computer and is only accessed 
remotely – is not subject to tax in Illinois. Ill. Dept. 
of Rev. GIL ST 17-0006-GIL (3-2-2017). If the 
Department were to change its position on the 
taxability of cloud-based services, the Department 
has suggested its decision would only apply 
prospectively. Id. Further, the Department later 
elaborated that the ability to download a PDF 
or print a document on a user’s device does not 
involve the transfer of any computer software, 
and therefore is not subject to tax as a cloud-
based service. Ill. Dept. of Rev. PLR ST 17-
0006-PLR (8-14-2017). Computer software is not 
downloaded until a user downloads an executable 
file. Id. Nevertheless, despite the clarification 
provided by these GILs, they are not binding to 

the Department and Illinois has not adopted 
specific regulations addressing cloud computing.  

Notably, the Department also clarified that because 
software as a service (“SaaS”) is not downloaded, 
the transfer is not subject to ROT.  Instead, SaaS 
providers are acting as servicemen, and therefore 
do not incur ROT.4 Ill. Dept. of Rev. GIL ST 17-
0006-GIL (3-2-2017).  While there are several 
ways to calculate the tax liability of a serviceman, 
such businesses are generally subject to use tax 
on tangible personal property transferred as an 
incidence to sales of service, including computer 
software. 86 Ill. Admin. Code Sec. 140.101.  

However, if the purchaser downloads an 
application programming interface (“API”), applet, 
desktop agent, or a remote access agent to 
enable the subscriber to access the provider’s 
network and services, this transfer may be treated 
as transaction subject to the ROT. Ill. Dept. of 
Rev. GIL ST 17-0006-GIL (3-2-2017). The core 
distinction the Department has drawn with respect 
to providing an API or other type of access agent 
is that in the context of true SaaS, the customer is 
not downloading software, but merely accessing 
it.  If the customer downloads an API or other 
type of access agent, the Department has taken 
the position that because the subscriber may be 
receiving computer software, the transaction may 
be subject to ROT.  Whether such a transaction 
is subject to the ROT will depend on the five-
part test in the Department’s regulations. Id.   

CONCLUSION
In response to the sustained requests of 
taxpayers, the Department has recently provided 
clarification, although not binding, on the taxability 
of SaaS and cloud computing. However, the area 
of software development and product offerings is 
evolving quicker the Department can respond. As 
a result, while this post highlights significant GILs 
and PLRs recently published by the Department 
addressing computer software, it is advisable to 
seek professional guidance when determining the 
specific tax treatment of a sophisticated digital 
product or service. ■
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1 As will be discussed in greater detail in a subsequent 
post, the Department issues two types of letter 
rulings: (1) PLRs and (2) GILs. PLRs are issued by 
the Department in response to specific taxpayer 
inquiries concerning the application of Illinois law to 
a particular fact situation. In contrast, a GIL more 
generally directs taxpayers to Department regulations 
or other sources of information regarding the topic 
about which they have inquired. Whereas PLRs 
are binding on the Department as to the taxpayer 
who is the subject of the request for ruling, a GIL is 
intended to only be instructive and is not binding on 
the Department. The process of requesting both a GIL 
and PLR will also be explored in a subsequent post. 
 
2 “Computer software” means a set of statements, 
data, or instructions to be used directly or indirectly 
in a computer in order to bring about a certain result 
in any form in which those statements, data, or 
instructions may be embodied, transmitted, or fixed, 
by any method now known or hereafter developed, 
regardless of whether the statements, data, or 

instructions are capable of being perceived by or 
communicated to humans, and includes prewritten or 
canned software. 35 ILCS 120/2-25; 35 ILCS 110/3-
25; 35 ILCS 115/3-25. 

3 In contrast to software transferred electronically, 
information or data that is downloaded electronically, 
such as downloaded books, musical recordings, 
newspapers or magazines, does not constitute the 
transfer of tangible personal property. Rather, these 
transactions represent the transfer of intangibles and 
are therefore not subject to the ROT and use tax. 86 
Ill. Admin. Code Sec. 130.2105(a)(3). 
  
4 Although this post largely focuses on SaaS, 
subsequent posts in the Illinois Practitioner Series 
will further address other cloud computing services, 
including PaaS and IaaS, on a multijurisdictional 
basis, including the interplay with the Chicago 
Personal Property Lease Transaction Tax 
(“Transaction Tax”).
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ILLINOIS’ UNIQUE TREATMENT OF LEASES  
AND TRAPS FOR THE UNWARY LESSOR 

By David W. Machemer
Illinois’ treatment of leases is an anomaly when 
compared to almost all other jurisdictions.1 While 
most jurisdictions impose sales tax on the lease 
receipts collected from the lessee, the user of the 
equipment, Illinois differs by treating the lessor as 
the user of the equipment. As such, the lessor is 
subject to Illinois use tax. 86 Ill. Admin. 130.2010; 
GIL 16-0067 (12/27/2016). Illinois’ unique 
treatment presents many challenges for lessors.  
First and foremost, Illinois’ places the imposition 
of tax on the entity that does not have the day-to-
day control over the equipment. This is particularly 
challenging in the context of. Additionally, in the 
context of exemptions, the question of whether a 
lessee’s exemption “flows through” to the lessor is 
often presented. This post provides an overview of 
the retailer’s occupation tax (i.e. sales tax) and use 
tax consequences of leasing equipment in Illinois. 

WHAT IS A LEASE?
Under Illinois law, “true leases” and “conditional 
sales”, often referred to as “$1 outs” are subject to 
different tax treatment. GIL 16-0067 (12/27/2016).  
A conditional sale is traditionally characterized by 
a nominal or dollar purchase option at the end of 
the term.  Essentially, conditional sales are finance 
or “loan” transactions disguised as a “sale.” This 
finance product is subject to Illinois Retailers’ 
Occupation Tax (i.e. sales tax). Conversely, a 
“true lease” does not have an automatic buy-
out provision at the end of term, and if one does 
exist, the buyout must be for fair market value.  
Under Illinois law, lessors are deemed to be the 
end users of the property being leased and are 
subject to Illinois Use Tax on the acquisition cost 
of the property.  86 Ill. Admin Code 130.220. 

However, the general rule that lessors are subject 
to a use tax on purchases of property they intend 
to lease is not without exception. For example, 
automobiles which are rented for less than one 
year are subject to Automobile Renting Occupation 
and Use Tax (“AROT”)2 , certain leased passenger 
motor vehicles are subject to different rules and 
compliance requirements, including paying tax on 
“post lease,3 and consumer rent-to-own equipment 

are all examples of scenarios that do not follow 
Illinois’ general treatment of equipment leases 
outlined in this post.4 Thus, the analysis which 
follows applies to the general rule that lessors 
incur use tax on property purchased for lease. 
  
RAMIFICATIONS OF  
THE ILLINOIS LESSOR’S USE TAX
i. Lessors should not provide a resale 
certificate to the seller.
In jurisdictions where the tax is imposed on the 
lessee, the lessor should habitually provide a 
resale certificate to the seller of the equipment 
to be leased. This is because most jurisdictions 
impose tax on the lessee and grant a “resale” 
exemption to property acquired for the purposes 
of leasing or renting to an end user. Conversely, 
in Illinois, a lessor should never provide the 
vendor or manufacturer with a resale certificate 
in a true lease. 86 Ill. Admin Code 130.220. 
Rather, the lessor should pay the applicable use 
charged by the seller, or alternatively, if the vendor 
otherwise fails to charge tax, the lessor must self-
assess and remit Use Tax on its Illinois return. Id.  

ii. As lessor, is the lessor’s use tax just a cost 
of doing business that I cannot recover? 
No. Despite Illinois’ imposition of use tax on 
the lessor, and that lessees are not subject to 
tax on the lease receipts, a lessor can recoup 
its tax costs through private reimbursement 
with its lessee.  86 Ill. Admin. Code 150.305(d); 
ST 15-0018 GIL (3/18/2015). Lessors often 
accomplish this by drafting a tax reimbursement 
provision in the lease agreement. So long as 
an agreement exists, lessees are obligated 
to fulfill the terms of the private contract.   

iii. What if my lessee claims its entity status 
qualifies for an exemption?
The short answer is that a lessee’s “exempt” 
status does not always flow through to the lessor 
and exempt the lease transaction. In my prior 
experience working in-house for a large leasing 
company, this was one of the most common issues 
that caused friction between the lessor and its 
lessees. Often, charitable and religious institutions, 
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who are generally exempt from their purchases 
and leases in most jurisdictions, unexpectedly 
find a “reimbursement for use tax paid” on its 
invoice. See Private Letter Ruling ST 92-0688 
(12/21/1992). These entities often attempt to rely 
on the rule that lease receipts are not subject to 
tax, but fail to understand their lease agreement 
with the lessor requires it to reimburse the lessor 
for its use tax obligations. If lessors seek to collect 
this reimbursement from its lessees, specific 
“reimbursement” language should be used.   

However, some entities’ status will flow through to 
the lessor and exempt the lease transaction. For 
example, certain purchases of tangible personal 
property by persons who are leasing property to 
qualifying persons who have been issued an “E” 
number by the Illinois Department of Revenue 
are exempt from use tax. See 35 ILCS 105/3-
5(22), (23), (31). These persons are limited to 
governmental bodies and exempt hospitals.  86 Ill. 
Admin. Code 130.2011 & 130.2012. In the context 
of hospitals, only certain purchases will qualify – 
namely computers and communications equipment 
utilized for hospital purpose and equipment that 
are used to diagnose, analyze, or treat hospital 
patients. Id.; See also General Information 
Letter Ruling ST 15-0018 IL (3/18/2015).  

iv. Rolling Stock: A common exemption that 
“flows through” 
Another common exemption which flows through for 
the lessor’s benefit on its purchase of equipment is 
the rolling stock exemption. The term “rolling stock” 
includes the transportation vehicles of any kind of 
interstate company for hire (railroad, bus, airline, 
trucking, etc.). Effective August 24, 2017, to qualify 
for the exemption, the motor vehicle or trailer must 
be used to transport persons or property for hire, 
the purchaser must certify that the motor vehicle 
or trailer will be utilized by an interstate carrier for 
hire who holds an active USDOT number with the 
carrier operation identified as “interstate” and the 
operation classification as “authorized for hire,” 
“exempt for hire,” or both, and for motor vehicles, 
the gross vehicle weight rating must exceed 16,000 
pounds.  P.A. 100-321 (eff. Aug. 24, 2017). Prior to 
this amendment, the lessor was required to certify 
that the vehicles were utilized more than 50% of its 
miles or trips outside Illinois.  See 35 ILCS 115/2d. 

Notably, this exemption cannot be claimed by 
a purely intrastate carrier for hire. However, a 
lessor can claim this exemption if the vehicle is 
used by an interstate carrier for hire, even if just 
between points in Illinois, if in transporting, for 
hire, the persons or property being transported 
originate or terminate outside Illinois on other 
carriers. 86 Ill. Admin. Code 130.340(d). 

By requiring the lessor to certify as to the lessee’s 
status, this exemption places the lessor in an 
uncomfortable position. Notably, the Illinois form 
used to claim this exemption requires the lessor 
to sign and certify as to the lessee’s interstate 
carrier status. Fortunately, the recent law change 
has lessened this burden by eliminating the actual 
mileage/trip usage. Moreover, there are ways that a 
lessor can verify a lessee’s carrier status by visiting 
the U.S. Department of Transportation, Federal 
Motor Carrier Safety Administration’s “Safety and 
Fitness Electronic Records (SAFER) System.”  

CONCLUSION
An equipment lessor leasing property in Illinois 
must be aware of Illinois’ unique treatment of leases 
or it will undoubtedly find itself with unforeseen tax 
liability. Additionally, lessors leasing property within 
the City of Chicago must also be aware of the 
Personal Property Lease Transaction. Unlike the 
treatment of Illinois leases, the lease transaction 
tax is a tax on lease receipts. Thus, lessees 
in Chicago are subject to the Chicago lease 
transaction tax and, most likely, reimbursement of 
the lessor’s use tax. ■

1 See California in the context of Mobile Transportation 
equipment and Maine generally for other jurisdictions 
that treat leases similarly to Illinois unique treatment.  
Cal. Code Regs. 18 § 1661; M.R.S. 36 § 1811, Maine 
Instructional Bulletin No. 20
2 See 35 ILCS 155/1 et seq. (“AROT”)
3 See 35 ILCS 105/2 for vehicles subject to an 
alternative “selling price” under the Illinois Use Tax
4 See P.A. 100-437, effective January 1, 2018
 Although not discussed in this article, two other 
common exemptions that flow through to the lessor’s 
purchase of equipment for lease are the Graphic Arts 
Machinery and Equipment and the Manufacturing 
Machinery and Equipment exemptions.  See 86 Ill. 
Admin Code. 130.325, 86 Ill. Admin Code 130.330
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WHAT ILLINOIS AUTO DEALERS, FINANCIAL INSTITUTIONS AND 
OTHER LESSORS NEED TO KNOW ABOUT  

TAXING POST-LEASE CHARGES 
By David W. Machemer

Just over three years ago, Illinoisans cheered 
the changes to the motor vehicle leasing law 
that were to lead to tax savings for lessees 
and level the playing field with other state’s 
leasing laws.1 Ill. P.A. 98-628. As lessors worked 
through the Act’s clunky definition of “qualifying 
motor vehicle” and scrambled to implement the 
necessary system changes, they likely paid 
little attention to the Act’s imposition of post-
lease charges knowing such charges were at 
least three years away.2 Now, as the first wave 
of three-year leases comes to an end, lessors 
can no longer afford to overlook these changes. 

Prior to 2015, Illinois taxed the entire capitalized 
cost of a leased motor vehicle, less any applicable 
trade-in credit. Effective January 1, 2015, Public 
Act 98-628 amended Illinois’ definition of “selling 
price” to include the amount due at lease 
signing, plus the total amount of payments over 
the term of the lease. The Act also eliminated 
trade-in credits used to reduce the selling price 
of a motor vehicle and the tax remained due 
at the time of the lessor’s acquisition of the 
motor vehicle. The tax must be paid before the 
Secretary of State will issue the title.3 The tax is 
reported on the Illinois ST-556-LSE (Retailers’ 
Occupation Tax) or the RUT-25-LSE (Use Tax). 

Of significance, the amended definition of 
“selling price” also includes additional taxable 
amounts from lease transactions for excess 
wear and tear, excess mileage, and lease 
payments not otherwise reported on the original 
return (“post-lease charges”). This additional 
tax is to be remitted on Illinois Form LSE-1. 
  
In light of these changes, lessors should 
be aware of some of the following legal 
and practical issues that may result: 
  
(1) According to the Illinois Department of Revenue 
(“IDOR”), lessors should use the tax rate identified 
on the vehicle’s original return (ST-556-LSE or RUT-
25-LSE) when reporting tax due on any post-lease 

charges on Form LSE-1.4 This rate should be used 
regardless of whether the vehicle has changed 
locations during the lease and now may be subject 
to a different tax rate. IDOR’s recommendation 
potentially raises sourcing and tax rate issues. 
  
(2) The 2015 change is further complicated by 
Illinois’ treatment of true leases. Unlike most 
jurisdictions, in Illinois, the lessor of the motor 
vehicle is deemed to be the user of the vehicle and 
is the party subject to use tax on its acquisition of 
the vehicle. Thus, under Illinois law, a lessor should 
never issue a resale certificate to the motor vehicle 
vendor.5 In light of Illinois’ treatment of leases, it is 
surprising to learn that the Act characterizes the 
post-lease charges as a ROT to be collected by 
the lessor. Specifically, “the lessor who purchased 
the motor vehicle assumes the liability for reporting 
and paying the tax on those amounts directly to 
the Department in the same form (Illinois Retailers’ 
Occupation Tax, and local retailers’ occupation 
taxes, if applicable) in which the retailer would 
have reported and paid such tax if the retailer 
had accounted for the tax to the Department.”6 

(emphasis added). Consequently, this language 
turns the post-lease charges into a ROT obligation 
for the lessor.  This treatment runs afoul to Illinois’ 
treatment of true leases by requiring the lessor to 
act as a retailer and collect the tax from the lessee. 
  
This treatment raises additional concerns 
regarding home rule authorities, who adopt 
Illinois’ definition of “selling price”, imposition of 
a titled use tax on the lessor. For example, Cook 
County titled use tax is imposed on the “user” who 
is defined as “any person whose name is on the 
tangible personal property title or registration.”7 In 
a lease transaction, the motor vehicle title holder 
is the lessor. Thus, it is impossible to reconcile 
the County’s definition (and Illinois’ treatment of 
leases in general) with the Act’s characterization 
of post-lease charges as a ROT where the 
lessor will collect the tax from the lessee. 
  
(3) Of significance, home rule authorities are 

50www.HMBLAW.com



prohibited from imposing ROT (i.e. sales tax) on 
titled property.  Conversely, there is no restriction 
on home rule authorities from imposing a use tax 
on titled property.8 For example, both the City of 
Chicago and Cook County impose a tax on titled 
property.9 Notably, Chicago has an agreement with 
IDOR that requires any dealer located in Cook 
County or a surrounding collar county to collect 
applicable Chicago titled use tax at the time of 
the retail sale and report the tax on the state form 
ST-556-LSE.10 Conversely, Cook County does not 
have a similar type of agreement with IDOR and the 
titled use tax must be paid directly to Cook County 
and remitted on a separate Cook County return. 
  
a. So what issues should lessors be aware of in 
home rule jurisdictions?  First and foremost, there 
is a question of whether the home rule authorities 
have the authority to collect the tax imposed on 
post lease charges. Both Chicago and Cook 
County adopt the State’s definition of “selling 
price.”11 Thus, because the post-lease charges 
are arguably subject to ROT under the State’s 
definition, there is a strong inference the home rule 
jurisdiction do not have authority to enforce the 
collection of such tax under Article VII, Section 6 of 
the Illinois Constitution of 1970 and the home rule 
authorities delegated by the General Assembly.12 
  
b. Second, even if the home rule authorities have 
the authority to impose the titled use tax on post-
lease charges, there is the practical issue of 
compliance. For example, if a lessor purchases 
a vehicle from a Chicago dealer, the dealer must 
report the Chicago titled use tax on the ST-556-
LSE. Accordingly, when the lease ends, the lessor 
would remit Chicago titled use tax on post lease 
charges on the LSE-1 when it uses the rate from 

the original ST-556-LSE form. However, when a 
vehicle moves into Chicago during the term of the 
lease, and Chicago titled use tax was not due on 
the original ST-556-LSE, the lessor now becomes 
obligated to remit the applicable Chicago titled use 
tax on a separate Chicago titled use tax return.  
The lessor would also have the responsibility to 
remit tax on post-lease charges at the conclusion 
of the lease. Unfortunately, in this situation, the 
Chicago tax cannot be remitted on the LSE-1, 
because per IDOR’s instruction, it must use the 
rate on the original ST-556-LSE return.13 However, 
Chicago does not currently have a form where a 
lessor can report tax on post-lease charges, so it 
is unclear how lessors can comply, or alternatively, 
whether Chicago is aware of potential limitations in 
enforcing its titled use tax on post-lease charges. 

c. Conversely, Cook County has published a form 
for lessors to report titled use tax on post-lease 
charges.14 Again, this doesn’t solve the question 
of whether the County has the constitutional 
authority to impose the tax, but at the very least, it 
has issued a form to report the tax, if legally due.15 
 
Due to its unique treatment of leases, the State of 
Illinois can be a source of headaches for lessors.  
While Illinois had the good intention of leveling 
the competitive field of leasing motor vehicles 
when it amended its definition of “selling price”, it 
neglected to consider the compliance challenges 
faced by lessors and constitutional ramifications 
by characterizing the post-lease charges as ROT.  
Absent guidance from the State or home rule 
authorities on these issues, lessors can expect 
more confusion and compliance uncertainty, and 
unfortunately, more headaches. ■
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1 Ill. P.A. 98-628.
2 The provisions discussed in this article do not 
apply to all motor vehicles.  Specifically, “qualifying 
motor vehicles” are defined as: (1) first division 
motor vehicles; and (2) second division vehicles 
that are self-contained motor vehicles designed or 
permanently converted to provide living quarters 
for recreational, camping, or travel use, with direct 
walk through access to the living quarters from the 
driver’s seat; motor vehicles of a van configuration 
designed to transport not less than 7 and not more 
than 16 passengers; and motor vehicles having a 
gross vehicle weight rating (GVWR) of 8,000 pounds 
or less.  Notably, this Act carved out terminal rental 
adjustment clause (“TRAC”) leases and truck tractors 
and semi-trucks which are often used to transport 
persons or property across state lines.
3 This tax treatment is sometimes referred to as an 
accelerated rental tax, or “ART.”
4 See Department of Revenue Informational Bulletin, 
FY-201503 (December, 2014).
5 The lessor, however, is permitted to enter into 
a private agreement with the lessee for the 
reimbursement of its tax costs, but it should never 
identify “tax” on a lessee invoice.
6 35 ILCS 120/1, 35 ILCS 105/2.
7 Cook County Ord. 74-271.
8 55 ILCS 5/5-1006; 65 ILCS 5/8-11-1.

9 Chi. Code § 3-28-010; Cook County Ord.  § 74-272.  
Note, other home rules impose a titled use tax, for 
example, City of Springfield.  Springfield Code, Article 
V § 100.42 – 100.999.
10 Chi. Code § 3-28-036; 65 ILCS 5/8-11-6(c).
11 Chi. Code § 3-28-303; Cook County Ord. § 74-271.
12 Ill. Const. Art. 7 § 6; 55 ILCS 5/5-1006; 65 ILCS 5/8-
11-1.
13 It has come to our attention that if the same rate is 
not used on the forms, the LSE-1 will be rejected.
14 Schedule C of the Cook County Titled Use Tax 
Return.
15 Notably, we have learned that the County may send 
notices directly to the lessee for the collection of Cook 
county titled use tax.  However, in light of Illinois’ 
treatment of leases and the discussion above, this 
treatment is impermissible.
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WAYFAIR AND ITS IMPACT ON ILLINOIS’ ECONOMIC  
NEXUS LEGISLATION 

By Christopher T. Lutz and Samantha K. Breslow
The Commerce Clause and interstate commerce 
were thrust into the spotlight last week, as the 
United States Supreme Court reversed the 
longstanding physical presence standard for 
sales tax nexus. As states and businesses 
begin to grapple with the ramifications of the 
Supreme Court’s decision in South Dakota v. 
Wayfair, Inc., et al, 585 U.S. __ (2018), it will be 
important to assess each state’s nexus statutes 
and regulations in light of Justice Kennedy’s 
opinion.  In this article, we will provide the context 
leading up to the Wayfair decision and will focus 
specifically on how the decision may impact Illinois’ 
recently adopted economic nexus legislation. 

“SUBSTANTIAL NEXUS” AND THE 
PHYSICAL PRESENCE STANDARD
Modern commerce clause precedent rests upon two 
primary principles that identify the boundaries of a 
state’s authority to regulate interstate commerce: 
(1) state regulations may not regulate interstate 
commerce; and (2) states may not impose burdens 
on interstate commerce. As set forth by the Court in 
Complete Auto Transit, Inc. v. Brady, the Court will 
sustain a tax so long as it (1) applies to an activity 
with a substantial nexus with the taxing State, (2) is 
fairly apportioned, (3) does not discriminate against 
interstate commerce, and (4) is fairly related to the 
services the state provides. 430 U.S. 274 (1977). 

The Supreme Court has steadily required that a 
taxpayer have physical presence in a state in order 
to be required to collect and remit state sales or 
use tax. National Bellas Hess, Inc. v. Department 
of Revenue of Ill., 386 U.S. 753 (1967). In Bellas 
Hess, the Supreme Court addressed whether 
Illinois could require out-of-state retailers to collect 
and remit taxes on sales made to consumers who 
purchased goods for use within Illinois. Because 
the mail-order company’s “only connection with 
customers in the State [wa]s by common carrier or 
the United States mail” the Court held it lacked the 
requisite minimum contacts required by the state 
under both the Due Process and the Commerce 
Clause. Id. at 758. Without a physical presence, 
such as “retail outlets, solicitors, or property within 

a State”, the state lacked the power to require that 
retailer to collect a local use tax. Id.
 
Over 25 years later, the Court reexamined the 
physical presence rule in Quill Corp. v. North 
Dakota, 504 U.S. 298 (1992). Similarly, North 
Dakota attempted to require an out-of-state mail-
order house that had neither outlets nor sales 
representatives in the state to collect and pay a 
use tax on goods purchased for use within the 
state. Id. at 301. Whereas Bellas Hess linked the 
due process and commerce clause together in 
setting forth the physical presence requirement, 
Quill held that while the Commerce Clause does 
require physical presence, the Due Process 
Clause does not. Id. at 307-308, 317-318.  
Applying Complete Auto, the Court grounded the 
physical presence rule in the “substantial nexus” 
requirement of the Commerce Clause set forth by 
Complete Auto. Id. at 311. Because the physical 
presence requirement was entirely grounded in 
the Commerce Clause, congress remained free to 
establish a different standard if it wished. Id. at 301. 

PHYSICAL PRESENCE UNDER FIRE
Although the physical presence rule has served 
as guiding precedent since the Court’s decision 
in Quill, it has not been without criticism. For 
example, over 20 states adopted “click-through” or 
“affiliate marketing relationships program” nexus 
legislation, including New York in 2013 and later 
Illinois. See e.g., N.Y. Tax Law Ann. §1101(b)
(8)(vi); 86 Ill. Admin. Code 150.201. Under New 
York’s statute, a seller is presumed to be a taxable 
vendor if it entered into an agreement with a 
resident of New York, the resident refers customers 
to the vendor’s website by a link, internet, website, 
or other digital means, and the internet retailer 
generates more than $10,000 through its referrals 
during the last four quarterly sales tax periods. Id. 
 
Two internet retailers, Overstock.com and 
Amazon.com, challenged New York’s click-through 
nexus statute as violating the Due Process and 
Commerce Clauses of the Constitution. However, 
the New York Court of Appeals upheld the law 
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as facially constitutional, finding that although 
physical presence is generally necessary for sales 
tax nexus, “it need not be substantial,” and can be 
met if economic activities are performed in the state 
by a seller on behalf of the taxpayer. Overstock.
com, Inc. v New York State Dept. of Taxation 
& Fin., 20 N.Y.3d 586, 595 (2013). Laying the 
groundwork for future challenges to the physical 
presence rule, the New York Court of Appeals 
emphasized that “[a]ctive, in-state solicitation that 
produces a significant amount of revenue qualifies 
as ‘demonstrably more than a slightest presence.’”  
Id. Ultimately, however, the Supreme Court denied 
an opportunity to review the constitutionality 
of New York’s click-through nexus laws. 
 
Other jurisdictions have sought to foil the physical 
presence requirement from a different direction, 
such as Colorado, by imposing notice and 
reporting requirements on out-of-state retailers 
that fall shy of actually collecting and remitting 
the tax. See, Colo. Rev. Stat. §39-21-112(3.5)) 
(C.O. 2010) (H.B. 10-1193). Colorado’s statute 
and accompanying regulations require that sellers 
with gross sales to Colorado customers in excess 
of $100,000, but who did not collect Colorado 
sales tax on these purchases, must perform the 
following: (1) provide transactional notices to 
Colorado customers, informing them sales or 
use tax is due on an applicable return; (2) send 
annual purchase reports to Colorado customers 
with more than $500 in annual purchases; and 
(3) annually report the Colorado purchaser 
information to the Colorado Department of 
Revenue. Id.; Colo. Code Reg. § 39-21-112. In 
2015, the Court addressed a different question 
in that case, but Justice Kennedy, who joined 
the majority in Quill, stole the show by jumping 
the aisle and inviting a reconsideration of Quill: 
 
Given these changes in technology and consumer 
sophistication, it is unwise to delay any longer 
a reconsideration of the Court’s holding in 
Quill.  A case questionable even when decided, 
Quill now harms States to a degree far greater 
than could have been anticipated earlier. . . It 
should be left in place only if a powerful showing 
can be made that its rationale is still correct. 

Direct Mktg. Ass’n v. Brohl, 135 U.S. 1124, 

1135 (2015).  On remand, the Tenth Circuit, 
in an opinion joined by then Circuit Court 
Judge Gorsuch, upheld Colorado’s use tax 
reporting legislation.  Direct Mktg. Ass’n v. 
Brohl, 814 F.3d 1129, 1148-1151 (2016). And 
with those resounding words, the stage was set. 
 
STATES ON THE OFFENSE:  
ECONOMIC NEXUS LEGISLATION
As a result of the criticism surrounding Quill, several 
states, including Alabama and South Dakota, took 
efforts directly challenging the physical presence 
rule set forth by Quill. Specifically, Alabama 
enacted a regulation, Rule 810-6-2-.90.03, 
effective January 1, 2016, which specifies that 
sales tax collection and remittance requirements 
are triggered when a seller’s gross revenues from 
sales of tangible personal property sold into the 
state exceed $250,000 in the previous calendar 
year, and the seller conducts one or more of the 
activities described in Ala. Code Sec. 40-23-68. 
 
Similarly, in March 2016, to combat the South 
Dakota Department of Revenue’s inability to 
collect sales from remote sellers and what the 
state declared an “emergency”, the South Dakota 
legislature enacted Senate Bill 106 – “An Act to 
provide for the collection of sales taxes from certain 
remote sellers, to establish certain Legislative 
findings, and to declare an emergency.” S. 106, 
2016 Leg. Assembly, 91st Sess. (S.D. 2016) 
(SB 106) (the “Act”). The Act requires out-of-
state sellers to collect and remit sales tax “as if 
the seller had a physical presence in the state” 
and applies only to sellers that, on an annual 
basis, deliver more than $100,000 of goods or 
services into the state or engage in 200 or more 
separate transactions for the delivery of goods 
or services into the state. Id. This legislation led 
to the U.S. Supreme Court’s decision in Wayfair. 
 
Analyzing Wayfair and a New Nexus Standard
Because South Dakota conceded the Act cannot 
survive under Bellas Hess and Quill, the goal was 
to propel the legislation to the Supreme Court as a 
direct challenge to Quill. South Dakota achieved this 
objective by cherry-picking three online merchants 
with no employees or real estate in South Dakota 
for litigation: Wayfair, Inc., Overstock.com, Inc., 
and Newegg Inc. Wayfair, Inc., 585 U.S. at *3. Each 
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of these three companies shipped a substantial 
amount of goods directly to purchasers throughout 
the United States, including South Dakota, but 
were not collecting South Dakota sales tax. 
 
Holding in favor of South Dakota, the Court found 
the physical presence rule established by Quill 
is “unsound and incorrect” and remanded the 
case to resolve any remaining claims regarding 
the application of the Commerce Clause in the 
absence of Quill and Bellas Hess. Id. at *22. In its 
evaluation of the physical presence rule, the Court 
in Wayfair concluded that Quill has “come to serve 
as a judicially created tax shelter” for businesses 
that limit their physical presence and still sell 
their goods and services into a state. Id. at *13. 
Consequently, the Court explained that nexus is 
instead established when the taxpayer “avails itself 
of the substantial privilege of carrying on business 
in that jurisdiction.” Id. at *22 (citing Polar Tankers, 
Inc. v. City of Valdez, 557 U.S. 1, 11 (2009)). 
 
In support of the Supreme Court’s new Commerce 
Clause nexus standard, the Court referred to Polar 
Tankers. That case addressed whether an Alaskan 
city was entitled to impose a personal property tax 
on the value of ships traveling through the city.  
Although the tax was struck down on other grounds, 
the Court noted that a “[n]ondomiciliary jurisdiction 
may constitutionally tax property when that property 
has a ‘substantial nexus’ with that jurisdiction, and 
such a nexus is established when the taxpayer 
‘avails itself of the substantial privilege of carrying 
on business’ in that jurisdiction.”  Polar Tankers, 
Inc., 557 U.S. at 1.  The taxpayer in that case had 
at least twenty-eight ships that were in port in the 
city.  Thus, Polar Tankers involved substantial 
physical contacts with the taxing jurisdiction. 
 
Polar Tankers quoted Mobil Oil Corp. v. Comm’r 
of Taxes, 445 U.S. 425 (1980).  That case 
hinged on whether Vermont could constitutionally 
tax the Vermont taxpayer’s net dividends 
from subsidiaries and affiliates operating 
abroad. Id. at 427.  The Court explained that: 
 
For a State to tax income generated in 
interstate commerce, the Due Process Clause 
of the Fourteenth Amendment imposes two 
requirements: a ‘minimal connection’ between 

the interstate activities and the taxing State, 
and a rational relationship between the income 
attributed to the State and the intrastate values of 
the enterprise. […] The requisite ‘nexus’ is supplied 
if the corporation avails itself of the ‘substantial 
privilege of carrying on business’ within the State; 
and ‘the fact that a tax is contingent upon events 
brought to pass without a state does not destroy 
the nexus between such a tax and transactions 
within a state for which the tax is an exaction. 

Id. at 436-37. The Mobil Oil Court’s 
characterization of nexus was thus focused on 
whether the state could constitutionally include 
the net dividends in apportionable income, and 
was not really focused at all on whether the 
taxpayer, which was engaged in the production, 
refining, transportation, and distribution and sale 
of petroleum and petroleum products in many 
states, including Vermont, was subject to tax. 
 
Although the Supreme Court remanded Wayfair 
to the Supreme Court of South Dakota on the 
basis that the Court’s decision was limited solely 
to the question of whether the Quill physical 
presence standard was fatal to SB 106, the Court 
provided a number of characteristics of South 
Dakota’s law that counseled in favor of upholding 
the law on remand.  These factors include: 

(1) By asserting nexus only over sellers who 
deliver either $100,000 of goods or services 
or 200 or more separate transactions into the 
state, the Act applies a “safe harbor to those who 
transact only limited business in South Dakota”;

(2) The Act ensures that no obligation to remit the 
sales tax may be applied retroactively; 

(3) South Dakota is one of more than 20 states 
that have adopted the Streamlined Sales and 
Use Tax Agreement (“SSUTA”); and

(4) South Dakota also provided sellers access to 
sales tax administration software paid for by the 
state that immunizes sellers from audit liability 
regarding their reliance on the software. 
 
Id. at *23. 
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The Wayfair Court did not provide any bright 
line rules to assist in determining whether a 
state statute satisfies the requirements of the 
Commerce Clause.  Instead, the Court explained 
that “Commerce Clause jurisprudence has 
‘eschewed formalism for a sensitive, case-by-
case analysis of purposes and effects.’” Id. at 
*13 (quoting West Lynn Creamery, Inc. v. Healy, 
512 U.S. 186 (1994)). Thus, when assessing the 
constitutionality of a state’s assertion of nexus 
prospectively, courts will review the facts on a 
case by case basis, undoubtedly aided by the 
four factors identified by the Supreme Court which 
indicate a tax does not burden interstate commerce. 

ILLINOIS’ ECONOMIC  
NEXUS LEGISLATION
Public Act 100-0587
In June 2018, the Illinois General Assembly 
enacted Public Act 100-0587.  Among many 
other changes, the General Assembly broadened 
the definition of “Retailer Maintaining a Place of 
Business” contained in 35 ILCS 105/2.  Specifically, 
the statute states that beginning October 1, 2018, a 
retailer making sales of tangible personal property 
to purchasers in Illinois from outside Illinois is 
considered to be maintaining a place of business 
in Illinois if: (A) the cumulative gross receipts from 
sales of tangible personal property to purchasers 
in Illinois are $100,00 or more; or (B) the retailer 
enters into 200 or more separate transactions 
for the sale of tangible personal property to 
purchasers in Illinois.  PA 100-0587, p. 472. 
 
In order to determine whether a seller meets 
the thresholds set forth in the Act, the retailer 
must determine on a quarterly basis whether 
it meets either of the quantitative criteria.  If the 
retailer meets the criteria for a 12-month period, 
it is considered a retailer maintaining a place of 
business in Illinois and is required to collect and 
remit the tax imposed.  As the end of that 12-month 
period, the retailer must review its sales to Illinois 
customers on an annual basis to confirm that its 
sales exceed the thresholds provided by the Act. 

IMPACT OF WAYFAIR ON PA 100-0587
In the wake of Wayfair, a retailer must still have 
“substantial nexus” with a state to be required 
to collect and remit sales or use tax on sales to 

customers in that state.  The restrictions of the 
Due Process Clause, that the foreign corporation 
purposefully avail itself of the benefits of an economic 
market in the forum state, remain.  See Quill, 504 
U.S. at 306 (quoting Burger King v. Rudzewicz, 471 
U.S. 462 (1985). The Commerce Clause continues 
to limit taxing jurisdiction as well, requiring that a 
retailer “‘avails itself of the substantial privilege of 
carrying on business’ in that jurisdiction.”  South 
Dakota v. Wayfair, Inc., et al, 585 U.S. 1, 22 (2018) 
(quoting Polar Tankers, Inc. v. City of Valdez, 557 
U.S. 1, 11 (2009)), but it no longer requires a 
retailer to have physical presence in a jurisdiction 
in order to be subject to the tax collection and 
remittance obligations imposed by the state. 
 
Here, it remains to be seen how the South Dakota 
Supreme Court will analyze South Dakota SB 
106 in light of the Wayfair decision.  However, 
Justice Kennedy’s opinion makes it fairly clear 
that the Court believes SB 106 should pass 
constitutional muster.  The more Illinois PA 100-
0587 overlaps with the South Dakota legislation, 
then, the more likely it is that Illinois’ economic 
nexus legislation will also survive scrutiny. 

First, Illinois adopts identical thresholds to 
South Dakota for purposes of determining 
whether substantial nexus exists.  Just like 
South Dakota, Illinois requires that a seller 
either make $100,000 in sales or conduct 200 
separate transactions with Illinois customers.  The 
statute, moreover, is prospective only, requiring 
sellers to begin collecting in October 2018. 
 
Illinois, however, is not a SSUTA member and it 
does not provide the type of safe harbor software 
that SSUTA states provide.  Although Wayfair does 
not mandate that a state be a SSUTA member, this 
is a noteworthy distinction from the South Dakota 
law and will require deeper analysis into the extent 
to which complying with Illinois’ unique ROT rules 
burdens interstate commerce.  However, as the 
Court made clear, it is important to analyze state laws 
and the facts of each case on a case by case basis. 
  
Previous Supreme Court case law (such as Polar 
Tankers or Mobil Oil) does not provide much 
meaningful insight into whether an entity may 
be subject to tax or tax collection and remittance 
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obligations in a particular state when it lacks physical presence.  However, the $100,00 sales or 200 
transactions thresholds appear to have received the Supreme Court’s stamp of approval.  Nonetheless, 
Illinois’ assertion of nexus will be required to be reviewed on a case-by-case basis and no bright line 
test exists to determine whether the imposition of a state statute will survive Commerce Clause scrutiny. 
West Lynn Creamery, 512 U.S. at 201.  Each instance where the state attempts to assert jurisdiction 
to tax should be reviewed for whether assertion of nexus either discriminates against or otherwise 
burdens interstate commerce, notwithstanding its adoption of the South Dakota bright line thresholds. 
This is no easy task, and will require a case-by-case analysis of each taxpayer’s facts and connections 
to the state. ■ 

57www.HMBLAW.com



A MULTISTATE PERSPECTIVE ON TAXATION OF  
DIGITAL PRODUCTS 

By Christopher T. Lutz
In a previous post, we discussed how Illinois 
taxes software. In a General Information Letter 
published in 2017, Illinois addressed how its 
taxation of canned and custom software would 
apply to cloud computing. The state explained 
that software as a service (“SaaS”) is not subject 
to the Retailers’ Occupation Tax, and SaaS 
providers are instead subject to the Servicemen 
Occupation Tax.1 Thus, providers of SaaS to 
Illinois customers will generally be subject to use 
tax on tangible personal property transferred as 
an incident to the sale of SaaS.2 Of course, the 
Chicago Personal Property Lease Transaction Tax 
may still apply to a variety of software licenses.3  

THE LANDSCAPE OF STATE TAXATION 
OF CANNED AND CUSTOM SOFTWARE
How does Illinois stack up to other states’ taxation 
of digital products, specifically cloud computing?  
States generally conform to the “canned or 
custom” binary treatment of software. Custom 
software is generally characterized as software 
prepared specifically for one customer. “Canned” 
software, conversely, is pre-written software 
sold in the same form to many customers. 
  
Most states treat custom software as a non-
taxable service. However, a minority of states 
do tax custom software, including Hawaii, 
Louisiana, Mississippi, Nebraska, New Mexico, 
South Carolina, South Dakota, Tennessee, 
Texas, and West Virginia. Pre-written, or canned, 
software, delivered in tangible form is universally 
taxable except to the extent modifications have 
been made to the software. In that case, states 
diverge on whether modified canned software 
should be taxable.  For instance, Massachusetts 
does not tax modified canned software.4 
  
The taxability of software delivered electronically 
(such as that which is downloaded over the internet 
or via “load and leave”) varies as well. Although all 
states tax canned software in tangible form, when 
that software is provided over the internet, it will not 
always be subject to tax. For instance, Arkansas, 
California, Colorado, Florida, Georgia, Iowa,5 Idaho, 

Maryland, Missouri, Nevada, Oklahoma, South 
Carolina, and Virginia exempt from tax the sale of 
canned software that is delivered electronically. 

STATE TAXATION  
OF CLOUD COMPUTING
Whether states tax SaaS, however, is a 
significantly more complicated question. Of the 
states that impose a sales tax, Alaska, Arkansas, 
Connecticut, Florida, Hawaii, Maryland, Maine, 
Minnesota, North Dakota, Nevada, Ohio, and 
South Dakota have not provided any guidance 
on SaaS or the taxation of cloud computing. A 
number of states, moreover, that do purport to 
tax some form of cloud computing do not explain 
what types of software services provided over the 
internet should be taxable and which types are 
not. However, Arizona, DC, Iowa,6 Massachusetts, 
Mississippi, New Mexico, New York, Pennsylvania, 
Rhode Island, South Carolina, Tennessee, Texas, 
Utah, Washington, and West Virginia generally 
tax cloud computing products. Computing 
products like remote storage,7 information 
services,8 or data processing,9 however, may 
be exempt services in different states even if 
provided over some type of cloud interface. 
 
While states’ general rules regarding taxation of 
custom software or cloud computing software may 
often be clear, it is always crucial to understand the 
exact terms of any license or service agreement 
when selling or purchasing software. For instance, 
a buyer and seller may enter into a SaaS 
license agreement, but the license agreement is 
ultimately incidental to the sale of a service. In 
that situation, whether a state uses a “true object” 
test or a “bundled transaction” test will be crucial 
in determining the taxability of the sale. Some 
states, like Tennessee, have fairly strict bundled 
transaction rules, and will subject an entire sale 
to tax if any portion of the sale is taxable and the 
sales are not separately itemized.10 Other states, 
like California, allow taxpayers to pay tax only on 
taxable sales of tangible personal property and to 
exempt sales of software provided in connection 
with the taxable sale.11 Thus, in many instances, a 
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state’s rules on bundled transactions may govern 
the taxability of software licenses and sales. 

RECENT RULINGS
Given the fast pace of technological change, state 
departments of revenue are often tasked with 
examining and monitoring how often-outdated tax 
rules should apply to new technologies. In In the 
Matter of the Petition of Sungard Securities Finance 
LLC, NYS Div. of Tax Appeals, ALJ, 824336 
(2/6/2014), for instance, the taxpayer provided 
two distinct software services. One service, called 
“Smart Loan,” provided consulting and data 
processing services to the financial industry by 
processing private financial information.  The other 
service, called “Lending Pit,” involved collecting 
and analyzing data retrieved from a database 
which it compiled into reports for customers.  
Because “Smart Loan” involved analyzing personal 
information, the ALJ held that the “Smart Loan” 
services were not taxable. However, because 
“Lending Pit” provided more general information, 
the software agreement was taxable as a taxable 
sale of an information service. Thus, two very 
similar software programs resulted in different 
taxability conclusions based on the nature of 
the information processed by the software. 

In Tex. Priv. Letter Rul. No. 201801996L 
(1/4/2018), the taxpayer provided an internet-
based platform where users could access real-
time and on demand streaming videos, primarily 
for gaming, music, and other entertainment. The 
platform also contained chat functions and other 
indicia of social media. Users who broadcast on 
the platform could pay varying subscription fees 
to host their own “channels.” The question was 
whether these subscription fees were subject to 
sales tax. In concluding that the subscriptions 
were taxable, the Comptroller concluded that the 
services constituted taxable amusements under 
Texas Rule 3.298(a)(1). Thus, the Comptroller did 
not even engage in a discussion regarding whether 
the subscriptions constituted taxable licenses or 
sales of software; instead, it merely concluded 
that the subscriptions should be treated similarly 
to cable television services and amusements. 
 
Finally, in Tenn. Letter Rul. No. 17-15 (10/11/2017), 
the taxpayer provided cloud-based employee 

scheduling services that allowed customers to 
create an interface that allowed their employees 
to track their work schedules in accordance 
with company policies. The taxpayer employed 
a team of approximately 25 engineers who 
would spend an average of 40 to 50 hours 
populating the cloud-based interface with the 
customer’s company rules. This would generally 
take between three to five months of engineers’ 
time. The taxpayer’s engineers would also train 
customers, often in person, on how to use the 
application. An additional 50 engineers, moreover, 
played a support role after the application was up 
and running. Despite the substantial amount of 
services provided by the taxpayer’s engineers, 
the Tennessee Department of Revenue concluded 
that the “true object of purchasing the [taxpayer’s 
product] is not the Taxpayer’s services, but instead, 
remotely accessing and using the Taxpayer’s 
software. The Interface is not merely incidental 
to the Taxpayer’s services; it is a necessary 
component, without which the Taxpayer’s services 
would be of no value to the Subscribers.” As 
such, the entire subscription payment made by 
the taxpayer’s customers was subject to tax. 
  
CONCLUSION
While most states have addressed the taxability 
of canned and custom software, these two 
concepts already appear antiquated. Now, with 
electronically delivered and remotely accessible 
software, the guidance among states has begun 
to diverge substantially. Often, as is reflected in 
the New York, Texas, and Tennessee rulings, tax 
rules unrelated to the taxability of software may 
dictate the outcome of a particular situation. While 
guidance in this respect is not changing at the 
speed of technological change, it is nonetheless 
developing quickly, and taxpayers should remain 
aware of these changes on a nationwide basis. After 
all, after Wayfair, sellers of software are potentially 
subject to a sales tax collection obligation on their 
software services on a nationwide basis. ■
 
1 Ill. Dept. Of Rev. GIL ST 17-0006-GIL (3/2/2017).
2 86 Ill. Admin. Code 140.101.
3 Personal property Lease Transaction Tax Ruling No. 
12.
4 Mass. Regs. Code 64H.1.3(6)(d). 
5 Iowa actually exempts prewritten software delivered 
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electronically, but taxes software delivered via load and leave.  Iowa Admin. Code 701-231.14(423). 
6 Effective January 1, 2019.  Iowa Code 423.2.
7 New Mexico Tax’n and Rev. Dept. Rul. No. 401-13-3 (7/19/2013). 
8 Miss. Admin. Code 35.IV.5.06(202).
9 Mass. Regs. Code 64H.1.3(9).
10 Tennessee Rev. Rul. 17-17 (10/31/2017) (“Additionally, whenever two or more items are sold for a single 
sales price and at least one of the items is subject to sales tax, the entire sale price is subject to sales tax as a 
bundled transaction.  When a transaction involves taxable and nontaxable components and the transaction’s 
true object or a ‘crucial,’ ‘essential,’ ‘necessary,’ ‘consequential,’ or ‘integral’ element of the transaction is 
subject to tax, the entire transaction is subject to sales tax.”
11 Lucent Tech., Inc. v. Board of Equalization, 241 Cal. App. 4th (2015) 
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CHICAGO PERSONAL PROPERTY LEASE TRANSACTION TAX 
By Samantha K. Breslow

Although businesses entering a new jurisdiction 
are often primed to handle local sales and use 
taxes, even sophisticated taxpayers can be 
unprepared for the myriad of unfamiliar local taxes 
waiting to greet them when beginning to transact 
business in Chicago. Whether leasing equipment 
in the City of Chicago or transferring software to 
a licensee, the Chicago Personal Property Lease 
Transaction Tax (“Transaction Tax”) tax may apply 
and present certain challenges for a taxpayer not 
familiar with the tax. This post provides an overview 
of the Transaction Tax, including who is subject to 
tax under the Chicago Personal Property Lease 
Transaction Tax Ordinance (“Ordinance”) and 
significant issues of ambiguity that taxpayers may 
face in applying the Transaction Tax. Additional 
posts in the Practitioner Series will further 
explore the application of the Transaction Tax to 
software and delve into contested issues such 
as the taxability of service or convenience fees. 
 
APPLYING THE TRANSACTION TAX
The Transaction Tax is imposed upon: (1) the lease 
or rental in the city of personal property, or (2) the 
privilege of using in the city personal property 
that is leased or rented outside the city. M.C.C. 
§ 3-32-030. Additionally, the rate varies based 
upon the type of transaction. The Tax is generally 
imposed on receipts or charges for leases at a 
rate of 9 percent.  However, charges for the “non-
possessory lease” of a computer to input, modify or 
retrieve data or information that is supplied by the 
customer are subject to a lower 5.25 percent rate. Id. 
 
Although the term a “nonpossessory computer 
lease” is not necessarily within the vocabulary of 
many taxpayers, the language has been a part of 
the Ordinance since 1994 and generally applies 
to the usage of remote or computing software, 
including, but not limited to, SaaS, IaaS, and PaaS. 
See Chicago Transaction Tax Ruling 5; Chicago 
Transaction Tax Ruling 12.  The term is defined by 
the Ordinance as a nonpossessory lease in which 
the customer obtains access to the provider’s 
computer and uses the computer and its software to 
input, modify, or retrieve data or information. M.C.C. 
§ 3-32-010(I). Additionally, taxpayers should be 

aware that the Transaction Tax does not apply to 
services, such as custom software made for hire. Id. 

DETERMINING THE  
LOCATION OF THE LEASE
In assessing whether the Transaction Tax applies, 
taxpayers are faced with the issue of where the 
lease occurs. The Ordinance provides that a 
lease of personal property is deemed to take 
place at the location where the lessee takes 
possession or delivery of the property. M.C.C. § 
3-32-030(C). Accordingly, when leasing tangible 
personal property, such as equipment, where 
the lease occurs may appear obvious. However, 
the Ordinance is beset by ambiguities created by 
Personal Property Lease Transaction Tax Ruling 
No. 1 (“Ruling 1”), which is discussed further 
below, and Personal Property Lease Transaction 
Tax Second Amended Ruling No. 11 (“Ruling 
11”). The Illinois Supreme Court in Hertz Corp. 
v. City of Chicago, 2017 IL 119945 (Ill. Jan. 20, 
2017) recently reviewed Ruling No. 11, which 
requires lessors located outside Chicago to collect 
Chicago Transaction Tax on leased vehicles when 
the lessee was a Chicago resident. Concerned 
with Ruling 11’s application of the Transaction 
Tax based on a lessee’s presumed or intended 
use, rather than actual use, the court held that 
Ruling 11 violated principles of extraterritorial 
taxation by improperly extending its home rule 
authority to tax beyond its borders. As a result, 
the court has effectively invalidated Ruling No. 11. 
 
Further, in determining whether a lease of software 
occurs in Chicago, the answer is even more 
opaque. In the case of a nonpossessory computer 
lease, the location of the customer’s use is key. 
See Info. Bulletin (November 2015). Specifically, 
the place of the lease or rental is treated as the 
location of the terminal or other device by which 
a user accesses the computer. M.C.C. § 3-32-
010(I). As a result, liability for the tax is triggered 
when a customer in Chicago makes remote use 
of a provider’s customer or software, even if the 
provider’s software is located outside Chicago. If 
the customer’s location is not otherwise clear or 
where the user accesses the provider’s computer 

61www.HMBLAW.com



from a mobile device, the Chicago Department 
of Finance (“Department”) will apply the rules set 
forth in the Illinois Mobile Telecommunications 
Sourcing Conformity Act, 35 ILCS 638. Id. As a 
result, the Transaction Tax will generally apply to 
customers whose residential street address or 
primary business street address is in Chicago, as 
reflected by their credit card billing address, zip 
code or other reliable information. Additionally, 
where a charge for software covers both Chicago 
and non-Chicago use, meaning that the taxpayer’s 
employees or other individuals use the provider’s 
computer from terminals or devices both within 
and outside Chicago, the Department allows a 
taxpayer to apportion the charge based on the 
location of the use. See, Ruling No. 12. Although the 
opportunity to apportion a charge provide flexibility 
to taxpayers, it muddies an already difficult issue. 

EXEMPTIONS FROM TRANSACTION 
TAX AND CREDIT FOR TAXES PAID
The Ordinance exempts the use of personal 
property leased or rented outside Chicago if the 
property is primarily used (more than 50 percent) 
outside the City. M.C.C. § 3-32-050(A)(1). As 
a result, the 50 percent test only applies where 
the agreement is outside Chicago. However, 
as explored previously, the Ordinance does not 
provide guidance as to where the lease occurs, 
and there are uncertainties created by the 
Department’s rulings. Ruling No. 1 provides that 
if the agreement is signed in Chicago, then any 
use or delivery in the city will subject the entire 
license to Transaction Tax. If the agreement is 
not signed in Chicago, then the 50 percent test 
will apply. Leases for property used more than 50 
percent in Chicago will be entirely subject to the 
tax, whereas leases for property used less than 
50 percent in Chicago will be subject to no tax. 
An issue taxpayers may face in applying Ruling 
No. 1 is the potential internal inconsistency 
it may create between local jurisdictions. 
Additionally, although rulings are often treated 
by the Department as authoritative regulations, 
they arguably do not have the force and effect of 
law. Nevertheless, it is advisable for taxpayers to 
comply with Ruling No. 1 to the extent practicable. 
 
Similar to the Chicago Retailers’ Occupation Tax, the 
Ordinance includes a lease for re-lease exception. 

M.C.C. § 3-32-060. Consequently, a lessee is not 
subject to the Transaction Tax if it in turn acts as 
a lessor of the same property, provided the lessee 
supplies written verification to the lessor that the 
property is being re-leased, in addition to either a 
re-lease certificate or documentary evidence. Id. 
However, for the exemption to apply, the property 
re-leased must be the same property, meaning that 
if the taxpayer modifies or transforms the usage 
of the property, the exemption is not available. 

Further, the Ordinance contains a de minimis 
exemption, commonly referred to as “Exemption 
11”, which provides that if the customer’s use or 
control of the provider’s computer is de minimis 
and the related charge is predominantly for 
information transferred to the customer rather 
than for the actual use or control of the computer, 
the lease is exempt from Transaction Tax. M.C.C. 
§ 3-32-050(A)(11). For example, the lease of a 
computer to receive price quotations or other 
information with a transitory character is exempt. 
Id. However, to be exempt, the information must 
be delivered passively, with a minimum search 
functionality. See, Ruling No. 12. Additionally, 
there is an exemption allowed if the personal 
property is used primarily (more than 50 
percent) outside the City. M.C.C. § 3-32-050(1). 
  
The Ordinance also allows for a credit for 
municipal tax properly due and actually paid to 
another municipality with respect to the lease 
or rental of the property. M.C.C. § 3-32-030(E). 
However, because few municipalities have a 
comparable tax on the lease of property, the credit 
permitted for taxes paid is largely unavailing. 

ITEMS EXCLUDED FROM THE TAX
Commonly, tangible personal property or software 
is not leased by itself, but rather is provided in 
conjunction with other items. Notably, the “lease 
price” or “rental price” excludes separately stated 
optional charges not for the use of personal 
property. M.C.C. § 3-32-010(K). As a result, if 
charges for nontaxable items, such as services, 
are separately stated and optional, only the amount 
charged for the lease is subject to Transaction Tax. 
However, the difficulty in applying the Ordinance 
is that there is no clarification regarding whether 
items must be separately stated in the contract, 
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the invoice provided to the customer, both, or 
elsewhere. Additionally, the Ordinance fails to 
define the term “optional” or provide guidance 
on when the Department will deem a charge to 
be optional. Consequently, taxpayers opting 
to apply the exclusion should be prepared to 
defend the position if audited by the Department. 
 
COLLECTION ISSUES
As written, the Ordinance places the incidence 
of the tax and obligation to pay the tax upon the 
lessee of the personal property. M.C.C. § 3-32-
030(A). However, the lessor is required to collect 
the tax from the lessee at the time of each lease 
or rental as a separately stated item, and to remit 
the tax to the Department. M.C.C. § 3-32-070. As 
a result, if the lessor fails to collect or remit the 
tax, it is liable for the amount of the outstanding 
tax. This creates a hotly contested issue within 
the Ordinance: if the lessor is unable to collect 
the tax from the lessee, does the incidence then 
fall upon the lessor? Frequently presented in 
litigation with the Department, many lessors 
have argued that as applied, the Ordinance 
commonly functions as an impermissible tax 
upon a certain occupation, rather than a tax 
upon the lessee.  See Ill. Const. Art. VII, Sec. 6. 
 
FILING RETURNS
Transaction Tax should be remitted to the 

Department on the last day of each calendar 
month, along with a remittance report. M.C.C. § 
3-32-080. The remittance report should include 
the tax attributable to lease or rental payments 
received during the immediately preceding 
calendar month. Id. If taxpayers prefer to use 
the accrual rather than the cash basis, they can 
receive prior authorization from the Department. Id. 

In addition, an annual tax return (“Form 7550”) 
must be filed with the Department on or before 
August 15 of each year. Id. Although the 
Department previously accepted paper filing 
of the Form 7550, all returns must now be filed 
and paid online at WebTax, the Department’s 
Electronic Tax Filing and Payment site. 
 
CONCLUSION
Compliance in a new jurisdiction is never simple, 
and Chicago does not take it easy on taxpayers by 
imposing a number of unique local taxes, including 
the Transaction Tax. In short, any taxpayer that 
leases tangible personal property to customers 
who take possession or Chicago or that leases 
software to licensees who will use the software in 
Chicago should closely evaluate its filing position 
and consider the applicability of the Transaction 
Tax. ■
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COOK COUNTY TAXES: PARKING LOT AND  
GARAGE OPERATIONS TAX 

By David W. Machemer
In a previous article, I shared our insights related 
to the Cook County Department of Revenue 
(“Department”) audit and administrative hearings 
process. That article focused on the Department’s 
appeals process and, more importantly, the 
affirmative steps that taxpayers must take 
to formally protest an assessment issued by 
Department. This article focuses on one of the 
County taxes that has recently been targeted 
by the Department, the Parking Lot and Garage 
Operations Tax (“Parking Lot Tax”). In the past 
3-5 years, we have seen a significant uptick in 
the Department’s audit activity, and challenges to 
Taxpayer positions. The Department’s audit efforts 
have primarily focused on the enforcement of its 
Amusement, Tobacco, and Gasoline and Diesel 
Taxes. However, more recently, the Department 
has turned its attention to its Parking Lot Tax. 

The Parking Lot Tax is imposed upon the use and 
privilege of parking a motor vehicle in or upon 
any parking lot or garage in Cook County.1 The 
tax is collected by the operator of the parking 
lot from any person who “seeks the privilege of 
occupying space in or upon any parking lot or 
garage.”2 The tax rates imposed upon the “use 
and privilege of parking a motor vehicle in or 
upon parking lots or garages” vary based upon 
the duration of the parking spot.3 The tax is six 
percent imposed on “the charge or fee paid for 
parking” for a 24-hour period or less.4 The tax 
rate is nine percent “of the charge or fee paid for 
parking for a weekly or monthly period.”5 Notably, 
no such tax is due if the fee paid for parking does 
not exceed $2.00 for a 24-hour period, $10.00 for 
a weekly period, or $40.00 for a monthly period.6 
 
In addition to the de minimis daily, weekly, and 
monthly exceptions to the Parking Lot Tax, the 
tax identifies three additional exemptions.7 First, 
residential off-street parking of house, apartment or 
condominium occupants where parking is provided 
for in a written lease agreement is exempt from the 
Parking Tax. Similarly, residential parking provided 
for condominium occupants pursuant to a written 
agreement between the condominium association 

and the owner, occupant or guest is also exempt.  
Lastly, the tax does not apply to hospital and 
medical center employees parking at a parking lot 
or garage where the hospital or medical center is 
the employer and operator of the lot or garage.  
 
Although the reading and interpretation of the 
Parking Lot Tax seems straightforward, we have 
been made aware of the Department recently 
taking an aggressive enforcement position of 
the Parking Lot Tax. In a recent matter that was 
litigated at the County’s administrative hearings, 
the Department disallowed a de minimis exception 
claimed by the taxpayer.8 At issue was a garage 
operator who rented parking spaces to a third-party 
car dealership who needed parking for its overflow 
inventory. There, the dealership was authorized to 
park or store up to 95 new, but unsold, vehicles in 
the parking garage for $3,000 per month. Among 
other arguments, the Taxpayer contended it was 
not subject to the Parking Lot Tax on the basis 
that it qualified for the de minimis exemption 
($3,000 / 95 spaces = $31/space). However, the 
Department, and ultimately, the administrative 
law judge disagreed with this interpretation, and 
instead determined that unless the taxpayer was 
able to tie each individual space to an individual 
motor vehicle, the Parking Lot Tax was due. 

Based on the recent administrative law ruling 
in North Riverside Park, it is conceivable that 
the Department may attempt to expand the 
interpretation of the Parking Lot Tax by allocating 
a portion of commercial rent to individual parking 
spaces irrespective of whether the tenant is 
charged a  “charge or fee” for parking. Often, the 
lease agreements do not include a separate charge 
or fee for parking. The Department’s apparent 
disregard of the lease agreement in North Riverside 
Park suggests it may next attempt to impose 
Parking Lot Tax under a lease agreement that 
identifies no-charge parking spots for the tenants. 

This interpretation would raise a couple of 
immediate issues. First, it disregards the plain 
language of the Ordinance, which clearly states 
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that the tax is imposed on the fee or charge for 
parking. Secondly, the ultimate incidence of 
liability of the tax is on the person who seeks 
the privilege of occupying the space in or upon 
the lot or garage. The Department’s purported 
interpretation effectively prohibits the operator 
from collecting a tax from the user of the space 
since there is no fee or charge imposed on the user 
of the space. Because this interpretation forces 
the garage operator to bear the burden of this tax, 
the Department’s enforcement of the tax renders 
the Parking Tax an unenforceable occupation tax, 
which is prohibited by the Illinois Constitution.9 
 
The Parking Lot Tax is just one of a handful of 
taxes that historically were not actively audited 
by the Department. Taxpayers who operate or 
own a parking lot or garage in Cook County must 
be aware of the requirements of the Parking Lot 
Tax. However, mere ownership or operation of a 
garage does not automatically subject a taxpayer 
to the Parking Lot Tax. Instead, taxpayers who are 
audited for this tax, or any home rule tax, should 
immediately question not only whether the home 
rule has the authority to impose the tax but also 
whether the taxing authority is properly interpreting 
and enforcing its Ordinance. ■

1 Cook County Municipal Ordinance (“Ordinance”) 
Section 74-512.
2 Id. 
3 Id.
4 Id.
5 Id. 
6 Id. 
7 Id. 
8 County of Cook v. North Riverside Park Associates, 
LLC, RP-160040 (September 17, 2018)
9 We have previously discussed Illinois home rule 
authority to impose taxes at the County and City 
levels.  
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Like many states, Illinois and a number of Illinois 
localities impose motor fuel taxes. Although these 
taxes are each generally similar, they function 
slightly differently and are administered by different 
agencies. It is important not only for retailers of 
motor fuel, but any business that uses motor fuel 
in the operation of its business to understand 
the different layers of motor fuel taxes in Illinois. 
  
ILLINOIS OVERVIEW
Illinois’ motor fuel tax is imposed on the retail 
sale of motor fuel.1 Indeed, the tax is explicitly 
imposed on the consumers of motor fuel.2   
However, the tax must be prepaid by a motor 
fuel retailer, meaning that rather than provide a 
resale certificate to its supplier, the retailer must 
pay tax to its supplier.3 Sales from distributors 
to other distributors that are not registered with 
the State as distributors but who are otherwise 
registered in the state to make retail sales are 
also subject to the tax.4 Sales at the gas station 
pump can never be treated as sales for resale.5 
 
The motor fuel tax must also be prepaid. On the first 
of January and July each year, the Department of 
Revenue (“Department”) uses the average selling 
price per gallon of motor fuel sold in Illinois during 
the previous six months and subject that to a 
6.25% tax rate to determine the amount of tax that 
should be imposed on each gallon. Different rates 
are applied to sales of biodiesel and gasoline/
gasohol. The applicable rates during any six month 
period can be found on the Department’s website. 
 
LOCAL OVERVIEW
A number of localities also impose motor fuel 
taxes, including Chicago, Cook County, DuPage 
County, Kane County, and McHenry County. 
Municipalities with populations in excess of 
100,000 are entitled to impose motor fuel taxes 
by referendum. Although the Illinois statute 
provides that such municipalities may impose a 
tax of one cent per gallon on motor fuel sold at 
retail within such municipalities,6 a number of 
localities have adopted taxes substantially higher. 
For instance, the Cities of Bloomington, Belvidere, 
and Highland Park (all of which have populations 

below 100,000), each impose their own motor fuel 
tax which must be remitted directly to each city. 

Chicago
Technically, the City of Chicago imposes the 
Vehicle Fuel Tax, not a motor fuel tax. The tax is 
imposed on the privilege of purchasing or using in 
the City vehicle fuel purchased at retail. The tax is 
imposed at a rate of five cents per gallon of fuel.  
As with Illinois, although the tax is imposed upon 
the purchaser or user of the fuel, the tax must be 
collected by each fuel distributer who sells such fuel 
to a retail fuel dealer doing business in the city.7 Fuel 
distributors doing business in the city are required 
to register with the City Department of Finance and 
must file returns with the city on a monthly basis. 

Chicago does provide a number of exemptions 
from the Vehicle Fuel Tax, including (1) sales 
by a distributor to another distributor holding 
a valid registration certificate, (2) sales by a 
distributor to a distributor or retailer of vehicle 
fuel whose place of business is outside the 
city, (3) sale or use for purposes other than for 
propulsion or operation of a vehicle, and (4) 
sales to or use by any air common carrier, among 
others.8 The burden of demonstrating that a 
sale is not subject to the tax is on the distributer, 
dealer, or purchaser claiming the exemption.9 
 
Cook County
Cook County imposes a Gasoline and Diesel 
Fuel Tax. The Cook County tax is imposed on 
the retail sale in Cook County of gasoline, diesel 
fuel, biodiesel fuel, and gdiesel fuel at the rate of 
six cents per gallon. Cook County’s ordinance 
creates three classes of “taxable transactions.”  
The ordinance provides that the tax shall be 
collected by each distributor or supplier who sells 
a taxable fuel to (1) a retail dealer doing business 
in the County, (2) a consumer who purchases 
taxable fuel from a gas distributor for delivery in 
the County, or  (3) another gas distributor doing 
business in the County that is not holding a valid 
registration certificate.10 Gas distributors must 
register with Cook County file returns directly 
with the Cook County Department of Revenue.11 

ILLINOIS MOTOR FUEL TAXES 
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Cook County’s exemptions are slightly different 
from Chicago’s, exempting only sales to (1) 
another gas distributor holding a valid Cook 
County Department of Revenue gas tax certificate 
of registration, (2) another gas distributor, or 
a retail dealer where the selling distributor, or 
its agent, delivers the gasoline, diesel fuel, 
biodiesel fuel or gdiesel fuel to a location 
outside of the County, or (3) the United States 
of America, the State, or their instrumentalities.12 
 
DISCUSSION
Illinois state and local fuel taxes have raised a 
number of controversies over the years, leading to 
a substantial body of case law in the state.13 Much of 
the litigation, aside from audit methodology issues, 
relates to whether fuel is being sold for resale or, 
alternatively, for use in Illinois or a locality. In 2014, 
for instance, the Illinois Appellate Court held that 
a car manufacturer owed Chicago vehicle fuel tax 
where it manufactured cars in the city with fuel in 
the tank. The court held that this transfer of fuel into 
the individual gas tanks, regardless of where the 
cars were actually going to be driven, constituted 
“use” of the fuel, and was therefore subject to 
tax.14 Although the car manufacturer ultimately 
sold the vehicles with fuel to purchasers, and the 
fuel was listed in a line item for sales to car dealers 
in Chicago, the court was not satisfied that this 
fuel was actually sold the customers, noting that it 
“leads to the inference that the amount of fuel stated 
on the invoice corresponded with the amount of 
fuel [the company] initially dispensed into its cars, 
before consuming some of the fuel by test running 
and driving the cars onto trucks for delivery.”15 

The most complex aspect of complying with Illinois 
motor fuel taxes is adhering to the different rules in 
various jurisdictions. As described above, Illinois, 
Chicago, and Cook County each imposes its own 
motor fuel tax, and each tax uses slightly different 
language. Both Chicago and Cook County take the 
position that an Illinois determination with respect 
to the taxability of a sale of fuel is not dispositive 
of the treatment in each jurisdiction. Thus, a 
motor fuel distributor in Chicago must separately 
register and comply with distinct obligations in all 
three jurisdictions. Cook County, for instance, has 
been very aggressive in interpreting the reach 
of its Gasoline and Diesel Fuel Tax Ordinance, 

taking the position in some cases that trading 
in financial instruments regarding the futures 
of gas contracts constitutes a taxable sale. 
  
Finally, because the taxes are imposed on sales 
from distributors to retailers or, in some instances, 
distributors to other distributors, the risks of multiple 
taxation are high. It is very common for a distributor 
in one jurisdiction to either deliver fuel to a pipeline 
or to use a common carrier to ship fuel to another 
distributor. Because sales or use of fuel should not 
be subject to multiple taxation, businesses should 
be careful in how they document these sales to 
make it clear that delivery will occur outside of 
the jurisdiction from which the fuel is originating. 

CONCLUSION
While uniformity among state and local motor 
fuel taxes in Illinois would be preferable, it is 
unlikely that will happen any time soon. As a 
result, businesses engaging in activities relating 
to fuel in any way, even those which do not 
believe themselves to be retailers or distributors, 
should be apprised of potential multi-jurisdictional 
obligations regarding the various Illinois motor fuel 
taxes. Because the motor fuel tax, moreover, is a 
tax that is imposed on the user of fuel but collected 
at the wholesale transaction level, moreover, there 
is often a substantial risk of multiple taxation. A 
comprehensive understanding of Illinois’ motor 
fuel taxes will help businesses best document their 
business activities to ensure the correct treatment 
of any potential tax obligations. ■

1 35 ILCS 105/3-10; 35 ILCS 120/2-10; 86 Ill. Admin. 
Code 130.2060; 
2 86 Ill. Admin. Code 130.2060(b).
3 86 Ill. Admin. Code 130.551. 
4 Id. 
5 Illinois Dept. of Rev. Bulletin No. FY 2008-09 
(4/1/2008).  
6 65ILCS 5/8-11-15.    
7 Municipal Code of Chicago (“M.C.C.”) Secs. 3-52-
020; 3-52-040.
8 M.C.C. 3-52-110. 
9 M.C.C. 3-52-100.
10 Cook County Code Sec. 74-472(c).
11 Cook County Code Sec. 74-474; 74-475.
12 Cook County Code Sec. 74-473.
13 A quick glance through the Illinois Tax Tribunal’s 
website, for instance, shows many cases filed by 
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various gas stations with respect to the Department’s methodology for estimating taxable sales at gas stations.  
These issues are not unique to the motor fuel tax, however.  Many businesses in the hospitality industry also 
will at some point in the course of their business have an issue with the Department’s audit samples and 
methods of estimating tax due over many tax periods.
14 Ford Motor Company v. Chicago Dep’t of Rev., 383 Ill. Dec. 384 (2014).  Attorneys from Horwood Marcus & 
Berk Chtd. represented the taxpayer in this case.
15 Id. 
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The Illinois Franchise Tax is a weird tax. It is 
imposed on the privilege of exercising a franchise 
in Illinois or, in the case of foreign corporations, 
for the authority to transaction business in the 
state. It is administered by the Illinois Secretary 
of State, not the Department of Revenue, and 
is measured by paid-in capital. Knowing the 
ins and outs of the Franchise Tax is a must for 
any corporation doing business in the state. 

APPLICABILITY OF  
THE FRANCHISE TAX
The Franchise Tax is imposed upon domestic 
corporations and foreign corporations for the 
authority to transaction business in Illinois.1   The tax 
strictly applies to corporations; banks and insurance 
companies, which register with separate Illinois 
agencies, are not subject to the tax.  Similarly, while 
LLCs have their own registration obligation with the 
Secretary of State (“Secretary”), they are subject 
to a $75 annual fee rather than the Franchise Tax.2 

Not all foreign corporations with nexus in Illinois 
need pay the Franchise Tax. Illinois law provides a 
list of activities that do not constitute “transacting 
business.”3 Thus, even though a business may have 
nexus with Illinois for sales tax, corporate income 
tax, or some other Illinois tax, that business may 
not be subject to the Franchise Tax. Specifically, 
a corporation may conduct any of the following 
activities in Illinois without being subject to the tax: 

1. Maintain, defend, or settle any proceeding;
2. Hold meetings of the board of directors 
or shareholders or carry on other activities 
concerning internal corporate affairs;
3. Maintain bank accounts;
4. Maintain offices or agencies for the transfer, 
exchange, and registration of the corporation’s 
own securities or maintain trustees or 
depositaries with respect to those securities;
5. Sell through independent contractors;
6. Solicit or obtain orders if orders require 
acceptance outside Illinois before they become 
contracts; own, without more, real or personal 
property;
7. Conduct an isolated transaction that is 

completed within 120 days and that is not one 
in the course of repeated transactions of a like 
nature; or
8. Have a corporate officer or director who is a 
resident of the state. 

This list of activities is not exclusive, and other 
analogous activities also should not create an 
obligation to register with the Secretary and pay 
the tax. 

FRANCHISE TAX BASE
The Franchise Tax can be split into three different 
taxes: the initial franchise tax, the annual 
franchise tax, and an additional franchise tax.  
The initial franchise tax is paid when a foreign 
corporation applies with the state for authority 
to transact business in the state. In the case of 
a domestic corporation, the initial franchise tax is 
due upon the first issuance of shares. An annual 
franchise tax must be paid on the corporation’s 
anniversary each year.4 Additional franchise 
tax is due upon a number of events that might 
increase a corporation’s paid-in capital during 
a given year. For instance, additional franchise 
tax is due upon the report of the issuance of 
additional shares, a report of an increase in paid-
in capital without issuing shares, or a report after a 
merger if the report shows that the paid in capital 
of the surviving corporation is greater than the 
aggregate of Illinois paid-in capital previously 
reported by the corporations prior to the merger.5 

In calculating paid-in capital, the Secretary does 
not necessarily conform to GAAP. Instead, the 
definition of paid-in capital is the “sum of the cash 
and other consideration received, less expenses, 
including commissions, paid or incurred by the 
corporation, in connection with the issuance of 
shares, plus any cash and other consideration 
contributed to the corporation by or on behalf of its 
shareholders, plus amounts added or transferred to 
paid-in capital by action of the board of directors or 
shareholders pursuant to a share dividend, share 
split, or otherwise, minus reductions” provided 
elsewhere in the act.6 A corporation may reduce 
its paid in capital by resolution of its board of 
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directors by charging against its paid-in capital (i) 
the paid-in capital represented by shares acquired 
and cancelled by the corporation, (ii) dividends 
paid on preferred shares, or (iii) distributions 
as liquidating dividends.7 A reduction in paid-in 
capital may also occur pursuant to an approved 
reorganization in bankruptcy that specifically 
directs the reduction to occur.8 See here for a State 
presentation on the accounting of paid-in capital.  

In the case of a “vertical merger,” the paid-in capital 
of a subsidiary may be eliminated if either (1) it was 
created, totally funded, and wholly owned by the 
parent, or (2) the amount of the parent’s investment 
in the subsidiary was equal to or exceeded the 
subsidiary’s paid-in capital.9 The Attorney General 
has clarified that a surviving corporation following 
a vertical merger (when a parent and a subsidiary 
merge) “may report paid-in capital totaling less 
than the sum of the paid-in capital of the merging 
corporations if the revised total is consistent 
with the economic realities of the merger and 
with generally-accepted accounting principles.10 
 
Finally, the Franchise Tax is apportioned and is 
subject to a cap. The amount of paid-in capital 
in Illinois is the sum of (1) the value of the 
corporation’s property in Illinois, and (2) the gross 
amount of business transacted by it at or from 
places of business in Illinois compared to the 
sum of (1) the value of all its property, wherever 
located, and (2) the gross amount of its business, 
wherever transacted.11 In recent years, the State 
has discussed transitioning to a single sale factor 
apportionment methodology consistent with 
the state’s apportionment of corporate income. 
To date, no such change has occurred, and the 

Franchise Tax looks to both property and sales for 
apportionment. The annual franchise tax may not 
exceed $2 million per year.12 However, no such limit 
exists for the tax due on increases in paid-in capital. 

APPEALS AND PROTESTS
Because the Franchise Tax is administered by the 
Secretary of State, challenges to an assessment 
of tax must be made to the Secretary within three 
years after the amount to be adjusted should have 
been paid. Generally speaking, but not always, a 
corporation should file a statement of correction 
with the Secretary which will supply the grounds 
for the need for an adjustment.13 Decisions by the 
Secretary are subject to judicial review under the 
Administrative Review Law.14 Generally, failure 
to file or pay the Franchise Tax will result in the 
Secretary revoking the corporation’s certificate 
of authority to transact business in the state. 

CONCLUSION
Very few states employ a tax on paid-in capital in 
the manner Illinois does. Foreign corporations that 
may be doing business in Illinois should be careful 
to examine their business activities to determine 
whether they have a Franchise Tax obligation. Most 
importantly, corporations engaged in mergers and 
acquisitions with Illinois corporations should be 
careful to examine how such reorganizations may 
impact any additional franchise tax obligations by 
virtue of increasing paid-in capital. While it is often 
possible to structure such reorganizations to avoid 
an increase in paid-in capital, this tax often goes 
overlooked, resulting in potentially substantial 
liabilities. ■

1 805 ILCS 5/14.05; 805 ILCS 5/15.65. 
2 805 ILCS 180/45-5
3 805 ILCS 5/13.75. 
4 805 ILCS 5/15.80.  
5 805 ILCS 5/15.65.
6 805 ILCS 5/1.80(j).
7 805 ILCS 5/9.20(a)(1).

8 805 ILCS 5/9.20(a)(2). 
9 805 ILCS 5/920(f).
10 IL Attorney General Opinion, 92-017 (9/24/1992).
11 805 ILCS 5/15.50(e); 805 ILCS 5/15.70(e).
12 805 ILCS 5/15.75.
13 805 ILCS 5/1.15(g).
14 805 ILCS 5/1.45.
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In previous posts, we have explored several 
local Illinois taxes, including the Chicago 
Personal Property Lease Transaction Tax and 
Cook County Parking Lot Tax. Also notable is 
the Chicago and Cook County Amusement Tax, 
which can apply more broadly than taxpayers 
often anticipate. Specifically, the scope of the 
amusement tax has been expanded over the 
last few years to non-traditional amusements, 
including electronically transferred television 
shows, movies, videos, music, and games. 

IMPOSITION OF THE AMUSEMENT TAX
Although the Chicago and Cook County amusement 
tax are imposed similarly on taxpayers, they are 
independently administered taxes that feature 
key differences. Both the Chicago Amusement 
Tax Ordinance (“Chicago Ordinance”) and Cook 
County Amusement Tax Ordinance (“Cook County 
Ordinance”) impose the tax “upon the patrons of 
every amusement” within the city or county, but 
require the owner, manager, or operator of the 
amusement to collect the tax from each patron 
and remit the tax to the Chicago Department of 
Finance (“Chicago Department”) or the Cook 
County Department of Revenue (“Cook County 
Department”).1  Further, both Ordinances define 
“amusement” as “any exhibition, performance, 
presentation or show for entertainment purposes”.2  

Where the Chicago and Cook County Ordinances 
deviate, however, are the examples used to 
define “amusement”, the rates of tax, and 
applicable exemptions. For example, although the 
Ordinances provide similar examples of qualifying 
amusements, including a motion picture show, 
athletic contest, or any theatrical, musical or 
spectacular performance, the Chicago Ordinance 
also includes “paid television programming” 
viewed within or outside the home.3 In contrast, 
the County Ordinance does not include such 
language. Additionally, whereas the Chicago 
Ordinance imposes the amusement tax at a 
rate of 9 percent of the admission fees or other 
charges paid for the privilege to enter, witness, 
view or participate in the amusement, the County 
Ordinance imposes the tax at a rate of 3 percent 

(unless a lower rate applies, as addressed below).4 

Further, the Chicago and Cook County Ordinances 
often exempt different activities. For example, 
although both Ordinances exempt admission fees 
to witness in person “live theatrical, live musical 
or other live cultural performances that take place 
in any auditorium, theater or other space”5 with a 
certain limited capacity (“Small Venue Exemption”), 
the Ordinances include a different capacity 
limitation. Under the Chicago Ordinance, the 
Small Venue Exemption renders the amusement 
tax inapplicable where the maximum capacity of 
the venue, including all balconies and all sections, 
is not more than 1,500 persons.6 In contrast, 
under the Cook County Ordinance, the Small 
Venue Exemption only applies where the venue 
has a capacity of not more than 750 persons.7  
Further, if the venue has a capacity of more than 
750 persons, but fewer than 5,000 persons, the 
Cook County amusement tax applies at a rate of 1 
percent rather than the general rate of 3 percent.8 

This serves as a notable example of where the 
Ordinances may appear to be substantially similar 
but in fact feature key differences. Additionally, 
whereas the City clarified in a 2004 Amusement 
Tax Ruling that “primarily educational” activities 
are not taxable amusements, Cook County has 
not released similar guidance.9 The result is that 
depending on the nature of the activity, amusement 
tax may apply in one but not both jurisdictions. 

IDENTIFYING TAXABLE  
“ADMISSION FEES”
A contested issue in applying the amusement tax 
in both Chicago and Cook County is the amount 
that compromises the taxable “admission fees 
or other charges paid for the privilege to enter, 
witness, view” such amusement.10 For example, 
in 2014, the Illinois Court of Appeals held that 
under the Cook County Ordinance, for club seats 
and luxury suites to Chicago Bears home football 
games, “admission fees or other charges” include 
the amenities available to holders of club seat 
tickets and tangible personal property included in 
the luxury suite admission price, not just the value 
of the home seat games.11 The Court determined 
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that because a fan cannot witness a game from a 
club seat without paying the club privilege fee and 
annual licensing fee, it is not possible to separate 
the “other charges” from the fee paid to enter the 
stadium.12 As a result, the Illinois Appellate Court 
determined the full price paid by club seat holders 
and luxury suite licensees is subject to the County’s 
amusement tax. This decision may lead to efforts 
by the Chicago Department and Cook County 
Department to expand a taxpayer’s taxable base 
beyond the mere value of a “seat”. For example, 
both the County and the City have been aggressive 
in their application of the amusement tax to service 
fees despite clear language in the Ordinances 
that exempts separately stated optional charges.13 
 
EXPANDING THE SCOPE TO 
ELECTRONICALLY TRANSFERRED 
AMUSEMENTS
The Chicago Department has recently become 
aggressive in its expansion of the scope of the 
Chicago Ordinance. In a 2015 Amusement Tax 
Ruling, the Chicago Department asserted that the 
amusement tax is imposed “not only [on] charges 
paid for the privilege to witness, view or participate 
in amusements in person but also charges paid 
for the privilege to witness, view or participate in 
amusements that are delivered electronically.”14 

As a result, the Chicago Department intended to 
clarify that the Chicago amusement tax applies 
to fees or charges for the following if delivered 
in the City: (1) watching electronically delivered 
television shows, movies or videos; (2) listening to 
electronically delivered music; and (3) participating 
in games, on-line or otherwise.15 Although treated 
with resistance by taxpayers16, the implication 
is that the City Department has the authority to 
impose the amusement tax on users of streaming 
services such as Netflix and Spotify, and online 
gaming, such as PlayStation. Following the Mobile 
Telecommunication’s Sourcing Conformity Act17, 
the amusement tax applies to customers whose 
residential street address or primary business 
address is in Chicago, as reflected by their credit 
card billing address, zip code or other reliable 
information.18

Further, as explored briefly above, the Chicago 
Ordinance treats “paid television programming” as 
a taxable amusement.19 “Paid television” means 

programming that can be viewed on a television 
or other screen, and is transmitted by cable, fiber 
optics, laser, microwave, radio, satellite or similar 
means to members of the public for consideration.20  

Additionally, an “owner” includes “any person 
operating a community antenna television system 
or wireless cable television system, or any other 
person receiving consideration from the patron 
for furnishing, transmitting, or otherwise providing 
access to paid television programming.”21

In 2014, the Chicago Department began auditing 
and assessing amusement tax on a number of 
restaurants and bars located through the City who 
subscribed to paid satellite television programming 
and who did not collect the amusement tax.22 
In a move to clarify the application of the tax, 
in November 2016, the Chicago Department 
released an Informational Bulletin that provided 
additional information to business subscribers 
of satellite television regarding their obligation to 
collect and remit the Chicago amusement tax. As a 
result, bars, restaurants and any other businesses 
that subscribe to satellite television are required to 
remit the Chicago amusement tax on charges paid 
for satellite television services used in Chicago.

APPLICABILITY TO  
TICKET RESELLERS AND AGENTS
An area of uncertainty within both the Chicago 
and Cook County amusement tax is the potential 
applicability to ticket resellers and agents. The 
issue dates back to 2006 when the Chicago 
Department amended the Chicago Ordinance to 
require not only a “reseller” but also a “reseller’s 
agent” to collect and remit amusement tax.23  
This amendment set the stage for the Chicago 
Department to attempt to collect the tax from 
StubHub as a reseller’s agent. StubHub is an 
internet auction listing service that operates a 
“platform” where it charges buyers and sellers 
a fee to buy and sell ticket to various events. 
 
On appeal to the Illinois Supreme Court, the 
Court entered a significant decision for online 
auctioneers, holding that municipalities may not 
require electronic intermediaries to collect and 
remit amusement taxes on resold tickets.24 The 
basis of the Court’s ruling is that although the 
Illinois Ticket Sale and Resale Act (the “Act”)25   
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gives municipalities the authority to require sellers 
and resellers of tickets to collect the amusement 
tax, municipalities do not have the authority to 
require internet auction listing services, such 
as StubHub, to collect the tax.26 Although both 
the Chicago and Cook County Ordinance still 
define an “operator” as a person who “sells or 
resells a ticket”, the Stubhub decision resulted 
in the removal of the term “reseller’s agent” and 
“auctioneer” from the Chicago Ordinance.27 

CONCLUSION
Although the Chicago and Cook County 
amusement tax are similarly imposed, there are 
notable differences between the applicability 
of the Chicago and Cook County Ordinances. 
These differences are particularly noteworthy with 
respect to potential exemptions and electronically 
transferred amusements. Accordingly, taxpayers 
should not assume that because the amusement 
tax applies in one locality, it applies in both Chicago 
and Cook County. ■
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