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Attracting and retaining businesses is
crucial to Illinois’ economic perform-

ance. Illinois’ efforts to attract and retain
businesses include policies and programs
that reduce the tax liability of Illinois’ busi-
nesses. In the last 10 years, however, the
number of jobs in Illinois has increased by

only 1.7 percent, compared to a 9.3 percent
increase in employment in the United States.
The rather slow pace of employment growth
combined with the increasing mobility of
businesses between states causes many to
argue that, in order to attract and retain busi-
ness, Illinois must lower its business taxes.1

In this chapter, we examine business taxa-
tion in Illinois using the criteria of equity,
efficiency, and simplicity. The equity of a
tax system is measured by the relationship
between the ultimate distribution of the
tax burden and societal notions of fairness.
For example, should two businesses with
the same profits pay the same amount in
business taxes? The efficiency of a tax sys-
tem can be evaluated in terms of economic
growth. If changes to the current system
could increase employment growth while
leaving revenues at the same level, we
could call the current system inefficient.
The simplicity of a tax system is measured
by the costs of taxpayer compliance and
system administration. A simpler and less
administratively costly business tax sys-
tem is desirable because it collects revenue
at a lower cost to taxpayers.

Economic Performance

An inefficient tax system couldmanifest it-
self in the form of high tax rates that discour-
age businesses from locating in Illinois. The
low level of employment growth in Illinois
can cause concern about the level of business
taxes. Yet the loss of manufacturing jobs in
Illinois, not high tax rates, explains much of
the low level of employment growth. Illinois
lost more than 26 percent of its manufactur-
ing jobs in the last 10 years. During the same
period, the United States lost more than 23
percent of its manufacturing jobs and nearly
all of Illinois’ neighbors experienced double-
digit declines as well. Illinois’ non-manufac-
turing employment, however, has increased
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Figure 2
Manufacturing Employment % Change - June 1998 to 2008
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in the last 10 years by nearly 7 percent, a
smaller percentage increase than every
neighbor except Michigan (0.2 percent) and
Ohio (4.6 percent).

Most of the employment increases in Illi-
nois come from the service sector. Profes-
sional and business services, education
and health services, and leisure and hospi-
tality services experienced the largest in-
creases in employment from 1998 to 2008.
Illinois neighbors, or the Rest of the Mid-
west (RMW), exhibit similar employment
trends, although the employment declines
in RMW tend to be smaller and the em-
ployment increases tend to be larger than
those in Illinois.

Although many sectors do not display em-
ployment increases, nearly every sector of
the Illinois economy exhibits increases in
Gross State Product (GSP). The GSP for a
sector is the value of all goods and services
in that sector produced within Illinois.
Some sectors, like Information, display
employment declines alongside increases
in GSP, indicating an increase in workers’

productivity. That is, it takes fewer work-
ers to produce goods and services of
higher value. Again, however, Illinois’ GSP
gains are smaller than those of the nation
and its neighbors. Thus even after consid-
ering the regional losses in manufacturing
employment, Illinois still exhibits rela-
tively low levels of economic growth com-
pared to its neighbors.
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Figure 3
Non-Manufacturing Employment % Change -
June 1998 to 2008

Figure 4
Employment % Change by Sector - June 1998 to 2008
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Illinois’ Business Taxes

Tax Rates and Tax Base

Although businesses in Illinois pay prop-
erty taxes and sales taxes, the taxes directly
targeted at business are the corporate in-
come tax and the personal property re-
placement tax. Illinois’ flat rate makes its
corporate tax system relatively simple.
The Illinois corporate income tax was en-
acted in 1969 at a rate of 4 percent and
since 1989 has been set at 4.8 percent. Sub-
tracting deductible expenses from revenue
produces taxable corporate income as de-
fined in Illinois; this definition is almost
identical to the federal definition. Employ-
ees’ wages, materials and services pur-
chased from other firms, interest expenses,
and depreciation of capital are considered
deductible expenses; investments in plant
and equipment, however, are not de-
ductible expenses. Thus, corporate tax rev-
enue at both the federal and state level
comes at the expense of reducing the in-
centive for corporations to invest in plant
and equipment.

Other types of business: S corporations,
partnerships, and limited liability corpora-
tions are not subject to the Illinois corporate
income tax. Illinois taxes S corporation, part-

nership, and limited liability corporation in-
come at the individual income tax rate of 3
percent. The trend in recent years has been
for companies to incorporate under Chapter
S of the Internal Revenue Service code due
to both federal and state tax benefits. S cor-
porations became the most common type of
corporate entity in 1997. (See Table 1.)

All C corporations, S corporations, limited
liability corporations, and partnerships
must pay the Illinois Personal Property Re-
placement Tax (PPRT). The PPRT is an in-
come tax with a rate of 2.5 percent for C
corporations and 1.5 percent for S corpora-
tions, limited liability corporations, and
partnerships. That is, the PPRT is an add-
on to the corporate income tax rate for C
corporations and a separate corporate tax
for S corporations, partnerships, and lim-
ited liability corporations. Illinois taxes C
corporation business income at an effective
rate of 7.3 percent and all other business
income at an effective rate of 4.5 percent.

Apportionment of Corporate Income

Complicating any state corporate tax sys-
tem is the need to apportion corporate in-
come across different states. Many
companies located in Illinois and subject to
the corporate income tax have operations26
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Figure 5
GSP % Change by Sector 1998 to 2007
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and sales in other states. Therefore it is
necessary to determine what portion of a
company’s total U.S. taxable income is tax-
able in Illinois. Individual state govern-
ments have some discretion in
determining exactly what share of a corpo-
ration’s total U.S. income is apportioned to
their state. Currently, Illinois’ share of a
company’s total U.S. taxable income
equals the share of the company’s total
sales that occur within Illinois. A corpora-
tion with $10 million of total U.S. income
and 30 percent of its sales within Illinois
owes Illinois corporate income taxes on ap-
portioned income of $3 million.

Although this same hypothetical corpora-
tion may also have, for example, 40 per-
cent of its property and 30 percent of its
payroll in Illinois, this will not affect its
Illinois apportioned income. Before 2001,
however, Illinois required a corporation to
apportion half of its income on the basis of
sales location, one-quarter on the basis of
property, and one-quarter on the basis of

payroll. The corporation with $10 million
in U.S. income would then owe taxes on
apportioned income of $4 million.

The 2001 switch to 100 percent sales appor-
tionment, or single sales factor (SSF), was
designed to attract and retain manufactur-
ing firms. Under SSF, corporations making
additional investments in property and in-
creases in payroll do not incur increases in
Illinois corporate tax payments. The switch
to SSF, however, did not reduce total corpo-
rate tax liability for all corporations with
property and payroll in Illinois. Any corpo-
ration with more of its sales in Illinois than
property or payroll experienced an increase
in corporate tax liability. For example, a
corporation with 80 percent of its property
and 80 percent of its payroll within Illinois,
but 90 percent of its sales within Illinois
would see its corporate tax liability in-
crease rather than decrease. At the other ex-
treme, a corporation with 100 percent of its
payroll and property but none of its sales
within Illinois would pay no corporate in-
come tax. Although SSF can have some
complicated effects on corporate tax liabili-
ties, apportionment based only on sales
makes the corporate tax system simpler.

Tax Reductions for Business

Illinois offers reductions in tax liability to
businesses engaging in specific types of ac-
tivities in certain locations. Although these
tax reductions can encourage business loca-
tion and increase employment, they add to
the complexity of the corporate tax system.

As with the switch to SSF, these tax-relief
programs are mainly geared toward the at-
traction and retention of manufacturing
firms. In fiscal year 2007, the two tax-relief
programs responsible for the largest tax re-
ductions, the Research and Development
(RD) tax credit and the Economic Develop-
ment for a Growing Economy (EDGE) tax
credit, saved C corporations $35.8 million
and $24.8 million in corporate tax pay-
ments.2 The reported magnitude of these
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Comptroller—Tax
Expenditure Report
2007.

C-Corporation: Large to mid-size
companies owned by many share-
holders. Income is taxed at receipt by
the corporate income tax and also
upon distribution via individual in-
come tax returns.

S-Corporation: Companies with 100
or fewer shareholders. Income is
taxed once via individual income tax
returns.

Limited Liability Corporations
(LLC): The LLC provides owners shel-
ter from certain liability and is most
suitable for single owner companies.
Income is taxed once via individual
tax returns.

Partnership: Companies with two or
more members in which profits and
losses are divided equally among
partners. Income is taxed once via
individual income tax returns.

IL Effective
Tax Rate

7.3%

4.5%

4.5%

4.5%

Table 1
Business Structure Defined



tax reductions varies substantially over
time. As recently as 2004, corporate tax
savings due to the RD and EDGE tax cred-
its were $8.1 million and $5.2 million.

The RD credit allows businesses to reduce
tax liability when they increase expendi-
tures on research and development activi-
ties conducted in Illinois. The reduction in
tax liability is equal to 6.5 percent of the in-
crease in R&D expenditures over the aver-
age level for the previous three years. As
an example, imagine a business spends an
average of $100,000 per year from 2004 to
2006 on R&D activities within the state.
During 2007, the business increases R&D
expenditures to $150,000. The difference
between the current year R&D expendi-
tures of $150,000 and the 3-year average of
$100,000 represents a $50,000 increase in
R&D expenditures. The business is there-
fore allowed to claim 6.5 percent of that
$50,000 or $3,250 on the 2007 tax return as
a business credit. This business credit
would reduce the business’s 2007 tax bill
by $3,250.

The Illinois Department of Commerce and
Economic Opportunity (DCEO) awards
the EDGE tax reductions to businesses on
a case-by-case basis. According to DCEO,
companies actively considering moving
away from the state or establishing a satel-
lite location outside of Illinois are eligible
for the EDGE tax reduction. Companies re-
locating within Illinois, however, may also
receive it. Since EDGE’s inception, Illinois
has approved more than 400 of 530 appli-
cations.3 Figures from the Illinois Office of
the Comptroller indicate that the tax re-
ductions awarded to corporations through
the EDGE program have almost quadru-
pled since 2004.

Although the amount of the tax credit is
negotiable, the maximum credit is the
amount of income taxes paid by the com-
pany’s newly hired or retained employees.
Yet, DCEO also notes that a company may
qualify for additional EDGE benefits

under the Business Location and Efficiency
Act. Companies receiving the EDGE credit
may elect to use the credit in any of the
subsequent five years. The program ap-
pears to focus on the manufacturing sector
as eligibility requires substantial capital in-
vestments in Illinois and retail businesses
are not eligible. The private nature of the
EDGE application process makes it diffi-
cult to determine its effectiveness at at-
tracting and retaining businesses. It is
possible the EDGE program reduces taxes
for firms that would have remained in or
located in Illinois regardless of their tax li-
ability. Specific information about the re-
cipients of the credit, their applications,
and the size of each tax reduction is not
publicly available. On occasion, however,
the governor’s office releases general infor-
mation on individual firms’ DCEO
awards.

Illinois offers many other programs that
reduce the tax liability of businesses and
add complexity to business taxation. The
Foreign Insurers Rate Reduction tax credit
reduces corporate taxes for many out of
state insurance providers. Enterprise zones
offer tax reductions for businesses that lo-
cate in economically depressed areas,
while the High Economic Impact Business
Tax Credit lowers taxes for businesses that
make large capital investments and create
hundreds of jobs. Illinois also offers the re-
cently created Film Production Services
Credit to promote film production within
the state.4

Tax Rules that Reduce Business Taxes

Several tax rules also serve to reduce the
tax liability of Illinois’ businesses. There
are strong efficiency arguments for main-
taining these rules even though doing so
reduces state tax revenue.

Illinois, along with most other states, does
not impose sales taxes on a majority of
business-to-business purchases. These
sales tax exemptions reduce corporate tax28
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3 Illinois Department
of Commerce and
Economic Opportu-
nity (DCEO).

4 See the Illinois
DCEO for a com-
plete list of tax
credits, expendi-
tures, and other
business incentive
programs.

Figures from
the Illinois
Office of the
Comptroller
indicate that
the tax
reductions
awarded to
corporations
through the
EDGE program
have almost
quadrupled
since 2004.



payments but are an essential feature of a
well designed sales tax. Awell-designed
sales tax system taxes final consumption
and exempts business-to-business pur-
chases from taxation. Taxing business-to-
business purchases creates inefficiency by
taxing the various inputs of a final con-
sumer product.

For example, automobile makers require
brake pads and seatbelts for their cars.
They can produce brake pads and seatbelts
themselves or purchase them from other
businesses, which may be less expensive.
But, to avoid paying sales taxes, the manu-
facturer might produce its own brake pads
and seatbelts, which adds to production
costs. Exempting business-to-business pur-
chases from the sales tax allows the manu-
facturer to produce cars at a lower cost.
The lower costs represent an increase in ef-
ficiency that may result in lower automo-
bile prices and higher autoworker wages.

Illinois, along with the federal government
and most states, also allows corporations
to deduct net operating losses (NOLs)
from their past and future years’ corporate
taxable income. Eliminating corporations’
ability to carry NOLs forward and back-
ward, restricting their use to only the cur-
rent tax year, would dramatically increase
corporate tax revenues. There are, how-
ever, some very persuasive arguments for
retaining the NOL carry-forward and
carry-back provisions. One argument is
that the ability to carry forward NOLs dif-
ferentially helps new firms and entrepre-
neurs that often lose money early on.
Without NOL carry forward, these entre-
preneurs could not make up for early
losses by reducing future tax liability once
the firm becomes profitable.

Business Taxes in Other States

Illinois’ corporate tax rate and apportion-
ment formula are very similar to those in
neighboring states. By 2011, Indiana, Iowa,
Michigan, Missouri and Wisconsin will

have SSF apportionment of corporate in-
come. Thus, any regional advantage
gained by Illinois’ switch to SSF was short
lived. Michigan and Missouri are the only
two neighboring states that have lower
corporate income tax rates than Illinois.5
Thus, the state tax burden placed on Illi-
nois corporations does not seem excessive
when tax rates and apportionment are
compared to RMW.

Examining states’ business tax collections
as a share of each state’s Gross State Prod-
uct, however, reveals that Illinois’ business
tax burdens are relatively higher than
those in other states. In 2007, business tax
collections in Illinois represented 0.59 per-
cent of GSP, while Wisconsin’s business tax
collections represented only 0.46 percent of
that state’s GSP. By no means is 2007 a spe-
cial year, as Illinois’ ratio of business tax
collections to GSP is higher than all the
states in RMW in all recent years.

Illinois’ programs to reduce business tax
liability are very similar to those in nearby
states. Indiana even calls one of its promi-
nent tax reduction programs EDGE and its
details are very similar to Illinois’ EDGE
program. The Illinois and Indiana EDGE
programs both provide tax relief in pro-
portion to the state income tax liability of
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5 Iowa and Ohio have
a progressive cor-
porate tax system
where the highest
rate exceeds Illinois’
flat corporate
income tax rate of
7.3% for C
Corporations.

Table 2
Tax Year 2008 - Midwest States

State Apportionment Brackets Tax Rate

Illinois 100% Sales Flat 7.30%
Indiana 70% Sales Flat 8.50%
Iowa 100% Sales 4 6% - 12%
Michigan 100% Sales Flat 4.95%
Missouri 100% Sales Flat 6.25%
Ohio 60% Sales 2 5.1% - 8.5%
Wisconsin 100% Sales Flat 7.90%

Notes: IN will be 100% sales by 2011. OH eliminates its corporate income tax in
2010. MO provides taxpayers the option of choosing either 3-factor formula
(33% each to sales, property, payroll) or 100% sales.

Source: Federation of Tax Administrators



newly-hired or retained employees. Indi-
ana’s program, however, appears to re-
quire less capital investment by firms and
does not explicitly deny the credit to retail
businesses, possibly making it available to
more non-manufacturing firms.

Ohio also offers similar programs under
different names. The Job Creation Tax
Credit and the Job Retention Tax Credit
offer relief based on income tax payments
of newly-hired or retained employees. As
is the case in Indiana and Illinois, a small
group of board members makes the final
decisions on amounts of the credit and re-
cipients of the credit. And, as also is the
case in Illinois, information on the
amounts of the credit and recipients of the
credit do not appear to be publicly avail-
able.

Nearly all of Illinois’ other tax reduction
programs appear in different guises across
the Midwest. Wisconsin offers a research
expense credit, enterprise zone job credit,
and film production credit. Michigan has a
R&D tax credit, Renaissance Zone tax
credit, and film production tax credit. Al-
though there are minor differences in the
rates or amounts, the basic structure and

intent of each credit is strikingly similar to
those available in Illinois.

What Can Illinois Do?

No state has a corner on the market for tax
incentives. Even if Illinois had a peculiar
ability to design very effective incentives,
its neighbors surely would copy them,
thereby erasing any advantage. Thus even
when tax incentive programs are success-
ful, any gains they produce will likely be
temporary. When all nearby states offer
similar programs, however, it’s difficult to
argue that Illinois should remove its busi-
ness tax incentives. Illinois should focus on
increasing the transparency and simplicity
of business taxation and possibly consider
broadening the scope of its business tax
relief efforts.

Because tax incentive programs come with
costs and benefits, it’s important that infor-
mation about these programs be publicly
available. The Illinois comptroller’s tax ex-
penditure report represents an important,
if imperfect, example of efforts to increase
the transparency of the tax system. Al-
though the tax expenditure report pro-
vides an estimate of the EDGE program’s30
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Figure 6
Business Tax Collection as a % of GSP in 2007
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cost in terms of tax revenues, there is no
easily accessible report about the recipients
of the EDGE credits. To an observer, the
application process may appear complex,
mysterious, and capricious simply due to
the lack of public information. Without
more information, it’s difficult for policy-
makers and the public to understand these
complex tax incentive programs, let alone
reform them.

Illinois tax credits focus mainly on manu-
facturing firms while neighboring Wiscon-
sin has several tax credits that focus more
on the technology driven industries. Ex-
amples include the Broadband Internet
Equipment Exemption and Credit and the
Technology Zone Credit. If similar credits
exist in Illinois, they are not well adver-
tised.

Recently, Michigan has made significant
changes to its entire tax structure, includ-
ing the introduction of 11 new business tax
credits and the retention or expansion of
15 more. This new system retains a focus
on manufacturing but also includes bene-
fits for small business owners and a com-
pletely separate taxing rate for the
insurance and financial industry. While
keeping in mind the transient nature of
these benefits, Illinois possibly could gain
by focusing tax credits more on non-manu-
facturing firms.

Rather than offering tax reductions only in
certain sectors of the economy, Illinois
could reduce its corporate income tax rate.
Lowering this rate might attract new firms
and increase employment but it also will
lower taxes for existing firms that would
have remained in Illinois even without the
reduction. Suppose Illinois could create
1,000 new jobs but these new jobs would
reduce state tax revenues by $100 million
per year. Are 1,000 new jobs worth
$100,000 per job per year? The answer
clearly depends on the quality of those
new jobs, tax revenues gained from the
new employees, the potential reductions in

state programs because of lower tax rev-
enues, and other factors. Counting jobs
without accounting for the cost of that job
creation can lead to higher costs for Illinois
taxpayers.

The move to SSF apportionment may have
helped Illinois retain manufacturing jobs,
but it is difficult to ascertain the effects of
SSF when manufacturing employment is
in such a steep decline. It is possible that
the decline in manufacturing employment
could have been more dramatic without
the 2001 move to SSF. Again, all of Illinois’
neighbors will use SSF by 2011, so Illinois
will lose its advantage before long.

Public concern about fairness and equity
can often be as strong as concern about the
economy. For example, under SSF an Illi-
nois corporation with large profits will pay
no income taxes if it makes all of its sales
to consumers in other states. Thus, al-
though SSF can encourage companies to
increase employment in Illinois, it also can
cause some high-profit corporations to not
pay any state corporate income taxes.
When some businesses pay no taxes, other
businesses and taxpayers might question
the fairness of the tax system.

Targeting a tax at some disembodied sector
of the economy named business will ulti-
mately be unsuccessful. People pay taxes
and ultimately some person, not some
legal entity, will bear the economic burden
of the corporate income tax. The burden
might come in the form of lower wages,
higher prices, or lower after-tax profits for
owners of firms. It is not known for certain
which persons will bear the burden of the
tax.

If a business cannot really pay a tax, then
why does Illinois have a corporate income
tax? One prominent argument for a corpo-
rate income tax is that corporations have a
high ability to pay so they should pay
more taxes than, say, a middle class family.
This argument addresses the equity of the
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Targeting a tax
at some
disembodied
sector of the
economy
named
business will
ultimately be
unsuccessful.
People pay
taxes and
ultimately
some person,
not some legal
entity, will bear
the economic
burden of the
corporate
income tax.



tax system and assumes that it is relatively
wealthy business owners, not workers and
consumers, bearing the economic burden
of the corporate income tax.

Arguments for reductions in business taxes
similarly assume that it is the owners who
bear the burden of the tax in the form of
lower profits. If only we reduced taxes here
while they remained high over there, the
owners of capital, in their effort to maxi-
mize profits, would locate here and not
there. Locating business capital here rather
than there provides jobs here rather than
there, or so this efficiency argument goes.

The implementation of a progressive indi-
vidual tax and the elimination of the cor-
porate income tax better serve both of the
above arguments. A progressive income
tax directly ensures that persons of higher
means will pay more in taxes. Further-
more, Illinois already taxes the income
from most corporations under the individ-
ual income tax code. Taxing individual in-
come rather than business income would
also encourage business investment to
occur where it is most productive rather
than where taxes are lower.

Of course, differences in taxation are not
the only factors across states affecting busi-
ness location decisions. Many companies
prefer locations with a large supply of edu-
cated and skilled workers available for the
foreseeable future. Also, Illinois’ education
system acts as a signal to companies as to
the current and potential skill level of the
work force. Since 2003, however, Illinois
has trailed the RMW and the U.S. in the
annual growth rate of educational expen-
ditures. Illinois’ per-pupil total spending is
also consistently below levels in the RMW,
with Illinois’ relative shortcoming increas-
ing in the most recent years.

Conclusion

As long as the corporate income tax exists,
states will likely compete against each

other by lowering rates and increasing in-
centives. Once business taxes are lower
everywhere, taxpayers in all states are left
with less tax revenue to pay for public
services.

Furthermore, the increasing array of incen-
tives reduces the simplicity of the business
tax system. Rather than simply facing
lower tax rates in Illinois, a business is
forced to navigate through a variety of tax
credits, and it costs the state money to
keep track of applications and the credits
across years. If Illinois keeps its various in-
centive programs, which seems likely, it is
important to address concerns of simplic-
ity, transparency, and fairness in their exe-
cution.

Rather than engaging in a tax reduction
competition with other states, Illinois
could instead more fully focus its attention
on enhancing its reputation as a produc-
tive location for investment. Increasing in-
vestments in education and infrastructure
will make Illinois more attractive for busi-
ness, but will require permanent sources of
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Rather than
engaging in a
tax reduction
competition
with other
states, Illinois
could instead
more fully
focus its
attention on
enhancing its
reputation as a
productive
location for
investment.

Figure 7
Education Expenditure as Share of GSP
3-Year Average 2005-2003
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additional state revenue. Although it may
be controversial, there are strong equity, ef-
ficiency, and simplicity arguments for
eliminating the corporate income tax and
replacing it with a progressive individual
income tax. A progressive income tax more
directly taxes those with a high ability to

pay taxes. Eliminating the corporate in-
come tax and all of its special provisions
and tax credits reduces the complexity of
the Illinois tax system for businesses and
reduces the government’s administrative
costs.
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