IN PRACTICE

No Room at the Inn? Prospects for the Lodging Tax

BY JUSTIN MARLOWE

arlier this year a version

of the headline, “Hotel

vacanciesare up, and soare

hotelroom rates” appeared

innewspapers around the
world. This seems to defy the basic
laws of economics. If demand for hotel
rooms is down, we would expect room
ratesto decrease. This trend, although
quirky, could have amajor impacton
state and localfinance.

There are two explanations for
therisingrates-falling occupancy
phenomenon. Oneis that hotel
operators are willing to take losses
today to keep their workers for
tomorrow. As the Great Resignation
grinds on, retaining workersis
paramount even though the travel
economy hasnotreturned to pre-

pandemic levels. That createsan
odd dynamic where higher wages for
workers are passed on to customers
through higherroom rates, even as
lots of rooms sit vacant. Most travel
industry experts see this as a short-
term labor market disruption rather
than a permanent shift.
Adifferentand more durable
explanationisthat COVID sorted
the travel economy into its elastic
and inelastic components. Zoom is
apermanent substitute formanyin-
person business meetings. That does
not bode well for convention centers
and downtown hotelsin cities like
Indianapolis, Indiana, Dallas, Texas,
Kansas City, Missouri, and other

traditional business travel destinations.

On the other hand, this past spring
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proved that some people vacation,
nomatter what. They’'ll putup with
packed airplanes, crowded beaches,
and therisk of COVID just to get away.
This should be no surprise, as theline
between work and home isnow erased
for many workers. That strong demand
metaconstrained supply of rooms.
Touristhot spotslike Honolulu, Hawalii,
Palm Springs, California, and Orlando,
Florida, sawrecord highroomratesin
late 2021 and early 2022 as aresult.

Allthis suggests anew normal of
weak demand for business travel but
strong and consistent demand for
leisure travel. To understand what that
new normal means for state and local
finance, it's useful to focus on state and
local “lodging taxes.”

Most jurisdictions collectan ad
valorem tax on overnight staysin
hotels, motels, and bed and breakfasts.
Many also apply that tax to short-term
rentalslike AirBnB and VRBO. Some
apply that tax through a special hotel
tax or room tax. Some include lodging
in their general sales tax. Some do
both. A few states and localities also
impose an excise tax collected per
room or per night. These incremental
taxesadd up. In fact, arecent analysis
by HVS Consulting shows the average
combined state and local lodging tax
rateis 14.13 percent.

Buteven with these eye-popping
rates, lodging taxes are a small slice of
total state and local revenues. In fact,
the Census of Governments’ state and
localfinance data doesn'tlistthem as
adistinct category. In the City of St.
Louis, Missouri, they're alittle more
than two percent of total revenues.
Inthe City of Nashville, Tennessee,
they're abitless than six percent.
Evenin atourism-driven economy like
Orlando, they make up approximately
one-third of total city revenues.

This doesn’'t mean lodging taxes are
unimportant. In fact, there are three
reasons why this comparatively small
taxhasbigimplications for state and
local finance.

Firstand foremost, they're a major
share of the exportable tax base.
Lodging taxes are paid primarily by

If lodging taxes in
traditional business
travel destinations dry
up, an outsized share of
those destinations’ total
local tax burden is likely
to shift onto property
taxes, utility taxes,

and other taxes paid
entirely by residents.

out-of-town visitors, which makes
them popular with politicianslooking
tominimize local tax burdens. In the
City of Chicago, Illinois, for instance,
lodging taxes make up only four percent
of total corporate fund (or general
fund) revenues, butroughly one-third
of the city’'s total taxes aren’t paid
exclusively by residents. The sameis
true formany central cities. If lodging
taxesintraditional business travel
destinations dry up, an outsized share
of those destinations’ total local tax
burdenislikely toshift onto property
taxes, utility taxes, and other taxes paid
entirely by residents. With public trust
in state andlocal government waning,
and public skepticism toward taxes
growing, thisis a difficult prospect.
Lodging taxesare alsohighly
leveraged. Some jurisdictions use
them for programming like destination
marketing organizations, local cultural
affairs departments, and seasonal
attractionslike arts festivalsand
outdoor concerts. Butmany have
borrowed against them to finance
convention centers, professional
sports stadiums, community
soccer complexes, historic district
improvements, and otherinfrastructure
that supports the travel economy.
According to data from Refinitiv, today
there are approximately $40 billion in
municipal bonds scheduled to be repaid
in partbylodging taxes over the next
three decades.

Figures from the U.S. Travel
Association suggest the pandemic
has caused $34 billion in lostlodging
taxrevenue so far. Losseslike these
have affected and will continue to call
into question the financial viability
oflodging tax-backed projects. Thisis
especially true for projects scheduled
toopen justasthe pandemic
took hold, like the refurbished
Washington State Convention Center
in Seattle. Without subsidies from
otherrevenues and/or extensive
refinancing, many of these projects
will be amajor drag on the credit
quality of theirissuer governments.

Athirdimportantimplication is
thatlodging taxes support state and
localgovernment operationsin areas
far outside travel and tourism. Many
jurisdictions use them to subsidize
general operationsin areaslike
parks, museums, and other cultural
amenities. But without thelodging
tax, those subsidies must come
from otherrevenues. Competing for
alarger share of stable or shrinking
localrevenuesisatough prospect for
programs and services.

How can state andlocalfinance
leadersrespond? Oneimmediate
taskistoreconsiderlodging taxes
asameans of financing travel
economy-focused infrastructure.
Ataminimum, jurisdictions that
borrow against them will need much
largerreserves toride out the next
pandemic-induced shutdown. More
generally, nowis the time to consider
alternative approaches to providing
many of the services paid for with
lodging taxrevenues. Is the travel and
leisure sector amenable to new public-
private partnerships? Are there
new potential regional government
approaches? These challenges will
require new and creative approaches
tofinancialleadership. ™
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