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Executive Summary

State and local tax revenues from travel and tourism are growing
rapidly, fueled in part by increased travel —particularly international
travel —and in part by the efforts of state and local governments to tax
travelers. In this report, State and Local Travel Taxes, ACIR examines
the theory and practice of travel and tourism taxation by state and local
governments.

Domestic and foreign travelers (business and tourists) spent nearly
$335 billion in the United States in 1990, almost double the $171 billion
spent in 1980. Of this amount, 23.8 percent was spent on food and
drink, 23.3 percent on public transportation, 18.4 percent on auto
transportation, 16.8 percent on lodging, 9.4 percent on entertainment,
and 8.3 percent on general retail purchases.

Taxes on travelers are still a modest source of state-local tax reve-
nue (about 4 percent), except in Nevada, Hawaii, and Washington, DC.
However, more and more jurisdictions are levying new travel taxes or
raising rates. Between 1975 and 1991, travel-generated state and local
tax revenues increased from $4.8 billion to nearly $21 billion. In 1991,
these tax revenues constituted 6.2 percent of total travel spending, up
30 percent since 1980. State governments collected 64 percent of total
state and local travel tax revenues in 1991; local governments collected
36 percent.

A major reason why state and local governments tax travel is tax
exporting. The other reasons are revenue diversification, benefits taxa-
tion, and market failure.

While most state and local taxes can be exported to some extent,
the degree depends on market power and on patterns of traveler versus
resident expenditures. The distribution of economic benefits also de-

iii



pends on whether travel tax revenues are earmarked (e.g., for conven-
tion center financing or tourism promotion) or allocated to the general
fund.

Taxation of travel raises an important intergovernmental issue,
namely, how much autonomy should states grant to local governments
to impose these taxes? On one hand, local governments have greater
responsibility in providing public services that may benefit travel and
tourism; hence, they should have more autonomy to tax travelers. On
the other hand, states must weigh their economic interests in travel and
tourism against local interests and fiscal needs.

There is a perception that it is politically easy to tax travel. Howev-
er, while travelers may not vote, local travel businesses—hotels, tour
wholesalers, travel agents, merchants, restaurants and nightclubs, and
transportation companies—constitute powerful political interest
groups that can defeat efforts to levy or raise taxes on their industry.

The hotel room tax is the most widely used travel tax. In most cities,
it is an ad valorem tax consisting of combined state and local general
and special sales taxes. Although rates vary significantly, the hotel
room tax in most major cities now exceeds 10 percent. It is question-
able whether the rates can be raised much higher without seriously im-

_ pairing the industry and the tax base.

Food, beverage, and entertainment taxes appear to be the most
prevalent special travel levies. The rates are significantly lower than
rates on lodging. States also typically levy taxes on admissions to the-
aters, sporting events, nightclubs and cabarets, and other places of en-
tertainment.

Car rentals and airport passenger facilities also are taxed. Virtually
all states apply the state sales tax to car rentals, and 17 states also levy
special taxes. Under a 1990 statutory authorization, 114 U.S. airports
levy a $3 passenger facilities charge to finance airport improvements.
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Introduction

State and local tax revenues from travel and tourism are growing
rapidly, fueled in part by an increasing volume of travel —particularly
international travel—in the United States and in part by the increasing
effort of state and local governments to tax travelers.

According to the U.S. Travel Data Center, domestic and foreign
travelers (business and tourists) in the United States spent nearly $335
billion in 1990, almost double the $171 billion spent in 1980. Of this
1990 amount, 23.8 percent was spent on food and drink, 23.3 percent on
transportation, 18.4 percent on auto rentals, 16.8 percent on lodging,
9.4 percent on entertainment, and 8.3 percent on general retail pur-
chases.!

Taxes on travelers are still a modest source of revenue for most
state and local governments, except for Nevada, Hawaii, and Washing-
ton D.C. However, the number of jurisdictions levying new taxes or
raising old taxes on travelers has proliferated. With the rising econom-
ic importance of travel and tourism have come new opportunities for
tax exporting by state and local governments. The National Conference
of State Legislatures noted that during the 1980s state and local gov-
ernments in almost every state raised taxes or imposed new ones on
hotel and motel rentals, amusement and entertainment attractions,
and meals and alcoholic beverages at bars and restaurants.? While
these taxes also are paid by local residents, they are believed to fall par-
ticularly heavily on nonresident travelers. They are often called “tourist
taxes,” even though they also apply to business travelers. As one travel
industry executive explained the rise in tourist taxation:
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The industry has been overtaxed on the theory that it’s bet-
ter not to tax the local citizen. The traveler is not a constituent,
so state and local governments can jack up room taxes and ad-
missions taxes. Visitors can complain, but who cares; they’ll be
going back home soon.?

The perception that it is politically easy for lawmakers to pass leg-
islation to tax travel is simplistic. Travelers may not vote, but travel
businesses—such as hotels, tour wholesalers, travel agents, merchants,
restaurants and nightclubs, and transportation companies—constitute
powerful political interest groups that can defeat efforts to levy or raise
taxes on their industry.*

Types of Travel Taxes

Hotel Room Taxes. The most widely used travel tax is the hotel room
tax. In most cities, it is an ad valorem tax consisting of the combined
state and local general and special sales taxes on room rentals. During
the 1980s, hotel room tax rates rose dramatically across the country.
Although rates vary significantly, the hotel room tax in most major ci-
ties now exceeds 10 percent. The highest rate is levied in New York
City, at 19.25 percent on rooms priced at $100 or more per day plus a $2
per day surcharge. Ten years ago, the combined state and local tax rate
on hotel occupancy in New York City was only 8.25 percent.

Food, Beverage, and Entertainment Taxes. Next to the hotel room tax,
the food and beverage tax appears to be the most prevalent special
“tourist” tax levied by the states. However, where special taxes are
levied on food and drink purchases, the rates are significantly lower
than corresponding rates levied on lodging. States also typically levy
taxes on admissions to theaters, sporting events, nightclubs and caba-
rets, and other places of entertainment.

Transportation Taxes. In recent years, car rentals and airport pas-
senger facility charges have been taxed by state and local governments.
Since Florida introduced a fee of 50 cents per day on car rentals in 1989,
10 other states have enacted similar legislation. Virtually all states apply
the state sales tax to car rentals, and 17 states also levy special taxes. Ad-
ditionally, under a 1990 statutory authorization, the Federal Aviation Ad-
ministration has permitted 114 U.S. airports to levy the $3 passenger
facilities charge to finance airport improvements.®
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Industry Reactions

These increases in taxes on travel spending have elicited strong in-
dustry complaints. The U.S. Travel Data Center, in its 1990-1991 Eco-
nomic Review of Travel in America, noted that state and local
governments are trying to balance their budgets in part by raising taxes
on travel-related businesses and tourism activities. The center argued
that the rush to tax travel and tourism more heavily violates an impor-
tant principle of sound taxation, namely, to avoid interfering with the
market and distorting economic choices by placing excess burdens on
certain individuals.

The Report

In this report, ACIR examines the theory and practice of travel and
tourism taxation by state and local governments. It also explains why
state and local governments often tax more heavily those goods that are
purchased in disproportionate amounts by tourists. The primary focus
is on the role of tourist taxes in state and local government finance, not
their impact on the travel industry. The report is divided into the fol-
lowing sections: (1) travel-generated state and local tax revenues
among the 50 states and Washington DC; (2) state and local use of the
hotel room tax; (3) the use of other travel taxes; (4) the economic rea-
sons for taxing travel; (5) the pros and cons of each tax; (6) intergovern-
mental issues and which governments should determine travel taxes;
and (7) summary.



Section One

Travel-Generated Revenues
in State and Local Finance

The only aggregate measures of travel-generated state and local tax
revenues are estimates produced annually by the U.S. Travel Data Cen-
ter, a travel industry-affiliated nonprofit research center. Since 1975,
the center has used its travel economic impact model to convert esti-
mated travel expenditures on 15 categories of goods and services into
estimates of total travel expenditures; employment; earnings; and fed-
eral, state, and local tax receipts. The estimates include only travel ex-
penditures for (1) overnight trips away from home in paid
accommodations and (2) day trips to places 100 miles or more away
from home. This omits restaurant, transportation, and entertainment
expenditures of commuters and local residents from the estimated eco-
nomic impacts.

Between 1975 and 1991, travel-generated state and local tax reve-
nues increased from $4.8 billion to nearly $21 billion (Table 1).6 In 1991,
these tax revenues constituted 6.2 percent of total travel spending, up
30 percent since 1980.”

In 1991, travel-generated state and local tax revenues comprised
about 4 percent of total state and local tax revenues collected from
all sources (Table 1), a slight increase during the 1980s. This finding
is surprising in view of state and local efforts to tax travel spending,
and it weakens the claim that recent tax increases have fallen heavily
on travelers.



Table 1
Impact of Travel Spending
on State and Local Tax Revenues, 1975-1991

(percent)
Total Travel- Percent
Travel Generated of Total Percent of Total
Spending Tax Revenues Travel State and Local

Year (billions) (billions) Spending Tax Revenues
1975 $89.3 $4.8 5.3% 3.4%
1980 170.9 8.1 4.7 3.6
1985 254.1 13.5 53 39
1991 3342 20.8 6.2 4.0

Sources: Calculated from Advisory Commission on Intergovernmental Relations, Sig-
nificant Features of Fiscal Federation, 1984 and 1992, Vol. 2; U.S. Travel Data
Center, Impact of Travel on State Economics, 1975, 1980, 1985; and Suzanne
D. Cook, Travel in America 1992: A Turning Point (Washington, DC:
U.S.Travel Data Center, 1993).

There were substantial differences among the states in the ratio of
travel tax receipts to total state and local tax revenues (Table 2). Most
dependent on travel tax receipts were Nevada (23.3 percent), Hawaii
(17 percent), and Washington DC (10.6 percent). Least dependent on
travel tax receipts were Rhode Island (1.7 percent), Connecticut (1.9
percent), Alaska (2.1 percent), and Michigan (2.2 percent). The median
was 3.7 percent.

The two states most dependent on tourist receipts had below aver-
age tax efforts, with tax receipts as a percentage of total tourist spend-
ing at 4.5 percent in Nevada and 4.9 percent in Hawaii (Table 2,
Column 3). The median for all states was 5.9 percent. New York had the
highest tax effort (7.9 percent), followed closely by Utah (7.6 percent),
Tennessee (7.5 percent), South Carolina (7.5 percent), and Minnesota
(7.4 percent).



Table 2

Impact of Travel Spending
on State and Local Tax Revenues, by State, 1990

Total Travel- Taxes as Taxes as
Travel Generated Percent Percent of
Spending Tax Revenues of Travel State and Local
(millions) (millions) Spending  Tax Revenues
Alabama $3,510.1 $170.2 4.8% 3.2%
Alaska 1,092.8 46.9 4.3 2.1
Arizona 5,754.0 378.2 6.6 5.4
Arkansas 2,224.5 128.1 5.8 43
California 49,603.2 2,829.0 57 43
Colorado 5,752.0 3624 6.3 57
Conneticut 3,468.5 166.0 4.8 19
Delaware 817.8 323 39 24
Florida 32,170.6 1,754.7 55 78
Georgia 8,292.6 517.6 6.2 44
Hawaii 9,978.9 490.1 49 17.0
Idaho 1,385.6 88.9 6.4 57
Illinois 12,769.5 736.6 58 31
Indiana 4,000.5 238.8 6.0 26
Towa 2,642.0 161.9 6.1 32
Kansas 2,335.7 125.1 5.4 2.7
Kentucky 3,178.7 175.6 55 32
Louisiana 4,734.9 3100 6.5 4.7
Maine 1,705.5 92.2 54 3.8
Maryland 4,679.5 3131 6.7 2.8
Massachusetts 7,695.8 365.1 4.7 2.6
Michigan 7,370.9 418.7 5.7 22
Minnesota 4,239.8 3136 1.4 31
Mississippi 1,977.1 118.8 6.0 3.7
Missouri 5,763.2 325.1 56 4.1
Montana 1,429.4 67.1 47 47
Nebraska 1,638.9 106.0 6.5 37
Nevada 11,8919 540.1 45 23.3
New Hampshire 1,318.0 51.0 39 27
New Jersey 10,366.9 630.5 6.1 32
New Mexico 2,416.5 151.4 6.3 59
New York 24,650.1 1,946.0 79 33
North Carolina 7,042.8 438.9 6.2 4.0
North Dakota 829.4 43.7 53 44
Ohio 8,343.0 470.3 5.6 24
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Table 2 (cont.)
Impact of Travel Spending
on State and Local Tax Revenues, by State, 1990

Total Travel- Taxes as Taxes as
Travel Generated Percent Percent of
Spending Tax Revenues of Travel State and Local
(millions) (millions) Spending  Tax Revenues
Oklahoma 2,568.3 1774 6.9 3.6
Oregon 3,626.8 1311 36 24
Pennsylvania 9,618.0 505.9 5.3 23
Rhode Island 775.9 349 4.6 1.7
South Carolina 4,756.4 356.5 15 6.5
South Dakota 775.8 45.8 5.9 45
Tennessee 5,996.8 452.4 7.5 6.6
Texas 21,087.9 1,309.3 6.2 4.6
Utah 2,358.9 178.4 7.6 6.5
Vermont 1,049.3 61.9 59 55
Virginia 8,433.5 5717 6.8 4.9
Washington 5,529.2 287.5 52 2.8
West Virginia 1,263.2 85.1 6.7 3.0
Wisconsin 4,191.0 2473 59 24
Wyoming 1,043.4 52.6 5.0 53
District of Columbia 3,851.0 245.5 6.4 10.6

Note: The travel spending data and travel-generated tax revenues are for calendar
year 1990; total state and local tax revenue data are for fiscal year 1990.

Sources: Calculated from Advisory Commission on Intergovernmental Relations, Sig-
nificant Features of Fiscal Federalism, 1992, Volume 2; U.S. Travel Data Center,
Impact of Travel on State Economies, 1990, and Impact of Foreign Travel on
State Economies, 1985-86.






Section Two
State and Local Use

of the
Hotel Room Tax

Information on state and local government hotel room sales tax
revenues are not easily obtained, although tax rate data and limited
statewide information are generally available.® For this report, a travel
tax survey was sent to the department of revenue or taxation in each
state. Thirty-nine states responded. A similar questionnaire was sent
to 100 cities in all 50 states. Twenty-five cities from 21 states responded.
Survey returns from cities in three of the nonresponding states pro-
vided sufficient information to develop a picture of room sales taxes in
those states. To complete the room sales tax profile, information for the
remaining nonresponding states was obtained from the Travel Data
Center survey of state travel offices (1993) and ACIR’s Significant Fea-
tures of Fiscal Federalism, 1992 Edition, Volume 1.

State Taxation
of Hotel Room Sales
The state tax rates are summarized in Table 3. State hotel room
taxes, including general and special taxes, are levied as a percentage of
room sales (i.e., ad valorem) in 47 states and the District of Columbia.®
(Alaska, California, and Oregon receive no revenues from room sales.)
Hotel room sales are included in the general sales tax base of 36 states.
Eleven states and the District of Columbia levied only a special hotel
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Table 3

State Taxes on Lodging
Fiscal Year 1991

Sales Applicable Taxes
State Tax Sales Special Total
Alabama! 4.0% - 4.0-5.0% 4.0-5.0%
Alaska - - - -
Arizona?® 5.0 - 5.5 5.5
Arkansas 45 4.5 20 6.5
California 6.0 - - -
Colorado! 30 3.0 0.2 32
Connecticut? 6.0 - 12.0 12.0
Delaware - - 8.0 8.0
Florida 6.0 6.0 - 6.0
Georgia 4.0 4.0 - 4.0
Hawaii 4.0 4.0 5.0 9.0
Idaho 5.0 5.0 2.0 7.0
Illinois* 6.25 - 6.0 6.0
Indiana 5.0 5.0 - 5.0
Towa 4.0 4.0 - 4.0
Kansas! 425 425 - 4.25
Kentucky 6.0 6.0 - 6.0
Louisiana 4.0 4.0 5.0 9.0°
Maine! 6.0 6.0 7.0 13.0
Maryland 5.0 50 - 5.0
Massachusetts? 5.0 - 57 5.7
Michigan 4.0 4.0 - 4.0
Minnesota 6.5 6.5 - 6.5
Mississippi 6.0 6.0 - 6.0
Missouri 4.225 4.225 - 4.225
Montana - - 4.0 40
Nebraska 5.0 5.0 1.0 6.0
Nevada 6.5 - 1.0 1.0
New Hampshire - - 8.0 8.0
New Jersey 6.0 6.0 - 6.0



Table 3 (cont.)
State Taxes on Lodging
Fiscal Year 1991

Sales Applicable Taxes
State Tax Sales Special Total
New Mexico 5.0 5.0 - 5.0
New York City 40 4.0 5.0 9.0°
North Carolina® 40 4.0 - 40
North Dakota 50 5.0 - 5.0
Ohio 5.0 5.0 - 5.0
Oklahoma 45 45 0.1 4.6
Oregon - - - -
Pennsylvania 6.0 6.0 - 6.0
Rhode Island 7.0 7.0 5.0 12.0
South Carolina 5.0 50 20 7.0
South Dakota 4.0 4.0 - 40
Tennessee S5 5.5 - 5.5
Texas! 6.25 - 6.0 6.0
Utah 5.0 5.0 - 5.0
Vermont? 50 - 8.0 8.0
Virginia® 35 35 - 35
Washington 6.5 6.5 2.4-6.0 8.9-12.5¢
West Virginia 6.0 6.0 - 6.0
Wisconsin 5.0 5.0 - 5.0
Wyoming 3.0 3.0 - 3.0
District of Columbia 6.0 - 11.0 11.0*
- none

1U.S. Travel Data Center, “Survey of State Travel Offices, 1992-1993” for applicable
taxes; ACIR, Significant Features of Fiscal Federalism, 1992 for FY 1991 sales tax rates.

2Differential sales tax classified as speical tax.
2 Additional flat charge of $2 per day.

®5% special tax rate only in Orleans and Jefferson Parishes. There is an additional flat
charge of $.50/$1.00/$2.00 per room for hotels of size 10-299/300-999/1000 + rooms.

©5% special tax rate only for hotel rooms with daily rates exceeding $100.

96% rate only in Seattle, 2.4% rate in rest of King County for State Convention Center

11



room tax, and 12 states assessed both the general sales tax and a special
hotel room tax.*

The average hotel room sales tax rate (combined general and spe-
cial) was 6.1 percent. Generally, room sales were taxed more heavily in
states that levied both general and special taxes. The average tax rate
was 8.2 percent, with a 3.2 percent special room tax component. In
states with either the general sales tax or the special room tax, the aver-
age rate was 5.5 percent. In 20 states, the average tax rate on room sales
was 8.1 percent versus an average general tax rate of 4.3 percent on oth-
er sales. Ten of these states imposed a special hotel room tax alone at a
higher rate than the general sales tax.

According to the Travel Data Center, the number of states levying
special hotel room taxes almost doubled, from 13 to 23, between 1984
and 1991. Of the 13 states that levied special room taxes in 1984, five
increased the rates by 1991. Over the same period, five states broad-
ened the general sales tax base to include hotel room sales, and 19 other
states increased the general sales tax rate applied to hotel room sales.
Overall, from 1984 to 1991, 35 states increased the combined general
and special room tax rate by an average of 2 percent, of which 1.4 per-
cent was the special hotel room tax.

The state revenues resulting from increased use of hotel room sales
taxes are not large, but they are important for some states. Overall, we
estimate revenues to be between $2 billion and $3 billion per year, or
less than 1.0 percent of total state tax revenues.!* In Hawaii, however,
hotel room tax revenues account for about 6 percent of total state tax
revenues.?

Fourteen of the 23 states that levied a special room taxin 1991 ear-
marked the revenues for tourism promotion, convention or tourist fa-
cility development, and aid to local governments. The most common
state use of earmarked revenues was tourism promotion.!* Earmarking
for convention center development was more limited to local jurisdic-
tions and when the convention center was designated a state facility.
The nine states that did not earmark their special room tax revenues
usually did not levy a general sales tax on room sales. Five of these are
northeastern states—Connecticut, Delaware, Massachusetts, New
Hampshire, and Vermont.**
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Local Taxation of Hotel Room Sales

Where local general sales taxes are permitted by states, they usual-
ly are assessed on hotel room sales at lower rates than state sales taxes.
In the city survey for this report, slightly less than 70 percent of the 25
responding cities levied a special room tax. Local special room tax
rates were generally higher than those for the states. Local special
room tax rates also were higher than local general sales tax rates.

While states have limited general local taxing options, they have
been more permissive in allowing local governments to impose special
taxes on travel. Forty-four states allowed local governments to impose
ahotel room tax in 1991, compared to only 30 states that allow general
sales taxes.'

Between 1984 and 1991, the average state-local tax rate (general
sales plus special hotel room) in selected cities increased from 7.2 per-
cent to 10.9 percent (Table 4).” In 1984, only a handful of the cities had
state-local tax rates in the double-digit range, compared to nearly
two-thirds of the cities in 1991. As noted above, New York City had the
highest state-local tax rate of 19.25 percent for hotel rooms priced at
$100 or more (14.25 percent for rooms under $100), plus $2 per day. It
was followed closely by Seattle (16.2 percent) and Columbus, Ohio
(15.75 percent).

State governments that administered special local hotel room
taxes reported receipts ranging from $8.7 million (1.1 percent of total
local tax revenue) in Mississippi to $118 million (0.9 percent) in Tex-
as.Ineightstates for which information is available from the current
survey, total collections of special local hotel room taxes were re-
ported as averaging $40 million. The District of Columbia collected
$68 million in special hotel room tax revenues in 1991.

According to the city survey, virtually all of the cities that levied a
special room tax earmarked the proceeds. This corroborates find-
ings in the 1984 Hawaii study. Cities typically earmarked the tax rev-
enues for tourism promotion, convention center debt service and
operation, other tourism-related capital improvements, and tour-
ism or convention bureaus. In 1984, tourism and convention bureaus
were the primary recipients of earmarked funds. There now s anin-
creasing use of earmarked funds to promote tourism and to finance
and operate convention centers and other tourism-related facilities.

13



Table 4
Combined Applicable State-Local Sales and Room Taxes
in Selected U.S. Cities
1984 and 1991

—Tax Rate———— Change
City 19842 1991 1984-1991
Anchorage, AK 8.0% 8.0%" 0.0%
Atlanta, GA 8.0 13.0¢ 5.0
Austin, TX 8.0 13.0° 5.0
Biloxi, MS 9.0 7.0¢ =20
Boston, MA 5.7 5.7¢ 0.0
Buffalo, NY 2.0 13.0° 11.0
Chicago, IL 9.1 12.4° 33
Cincinnati, OH 10.0 8.5¢ -15
Columbus, OH 10.0 15.75¢ 5.75
Denver, CO 8.1 12.9¢ 4.8
Des Moines, IA 9.0 11.0° 20
Eau Claire, WI 9.0 12.0¢ 3.0
Harford, CT 15 12.09 4.5
Honolulu, HI 40 9.0° 5.0
Hot Springs, AR 3.0 10.5¢ 15
Indianapolis, IN 5.0 10.0° 5.0
Juneau, AK 3.0 11.0° 8.0
Kansas City, MO 9.625 11.975° 2.350
Las Vegas, NV 7.0 8.04 1.0
Los Angeles, CA 10.0 12.5° 2.5
Louisville, KY 40 10.25°¢ 6.3

*New Orleans adds $.50/$1/$2 per night for hotels of size 10-299/300-999/1000+
rooms. New York City adds $2 per night. For New York City hotel rooms priced below
$100, the tax is 14.25% plus $2 per night.
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Table 4 (cont.)
Combined Applicable State-Local Sales and Room Tax
in Selected U.S. Cities
1984 and 1991

Tax Rate——— Change
City 1984* 1991 1984-1991
Milwaukee, WI 11.0 12.5° 1.5
Nashville, TN 3.01 1.75° 8.8
New Orleans, LA 11.0 12.0°+ 1.0
New York, NY 8.25 19.25¢* 11.0
Oklahoma City, OK 7.0 9.475° 25
Orlando, FL. 20 10.0¢ 8.0
Portland, OR 6.0 9.09 3.0
Reno, NV 7.0 8.0¢ 1.0
Sacramento, CA 10.0 11.5¢ 15
San Diego, CA 6.0 9.0¢ 3.0
San Francisco, CA 9.75 11.0° 13
Seattle, WA 12.9 16.2° 33
Sioux Falls, SD 1.0 8.0° 7.0
St. Paul, MN 9.0 12.5¢ 35
Virginia Beach, VA 8.0 909 1.0
Wilmington, DE 6.0 8.0 20
Average 7.2 10.9 3.7

Sources:

“James Mak, “ Taxing Hotel Room Rentals in the U.S.,” Journal of Travel Re-
search XXVII (Summer 1988): 10-15.

®1991 survey of cities for this report.
“Honolulu Advertiser, November 19, 1991.

9State and local sales tax from Advisory Commission on Intergovernmental
Relations, Significant Features of Fiscal Federalism, 1992, Volume 1. Room tax
from Gavel International Annual Directory, 1992
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Section Three

State and Local Use
of Other Tourist Taxes

State Taxation of Food and Drink Sales

For this report, states were asked if they levied special taxes on the
sale of food and beverage items, and if these were in addition to the
state general sales tax. Fourteen states levied special taxes on restau-
rant meals in addition to the general sales tax, which is applicable in
virtually all states (Table 5). Only two of these states earmarked the rev-
enues for tourism promotion, and one state earmarked the revenues
for the convention center authority.

Tax revenue data from restaurant purchases are not available, but
most of these taxes probably are paid by residents rather than by trav-
elers. For instance, even in Hawaii, travelers accounted for only 35 per-
cent of all restaurant meals and beverages purchased in 1985.:¢ The
survey for this report also showed that states tax purchases for
off-premise food and drink consumption far less frequently than
on-premise purchases. This is especially true of special tax levies. This
suggests that taxes on restaurant food and drink are more in the nature
of luxury taxes than travel taxes.

State Taxation of Admissions and Entertainment Sales

These taxes are levied on admissions to theaters, sporting events,
and places of entertainment, such as nightclubs, cabarets, and mas-
sage parlors. Fewer states levy special taxes on admissions and enter-
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5
on Other Travel Spending

Profess- Other Retail
ional Entertain- Auto Tax
Sports Golf ment Rentals Taxi Parking Rate
: 3 2% 2§ 2§ 2§ &3
23 2% £3 £3¢ £ £ 3
w wm v wv wv w v »v wv w w w
AK 0%
AZ Y Y Y Y Y Y 5
AR* Y Y Y Y Y 4.5%
CA Y 6
CT Y Y Y Y 6
DE 2 6g
FL Y 51b Y 5-1b Y .5-1b Y .5-1+fee Y .5-1b 6g
GA Y Y Y Y Y 4g
HI Y Y Y $2/day Y Y 4
ID Y Y Y 5g
IN Y Y ¢4 5g
1A Y Y Y Y Y 4
KY Y Y $0.15¢ 6 6g
LA Y . Y 3 Y 4
MD Y V vV Y Y 8 5g
MA Y 5
MI Y 30 4g
MN* Y Y Y Y Y 6.5
MS Y Y Y Y 6 Y 6g
MO Y Y Y Y 4.225
MT Y 0
NE Y Y Y Y 5
NV Y Y Y Y 6.5g
NH 0
NJ Y Y Y .53f g
NM* Y Y Y Y 5 Y Y 5
NY Y Y Y 5 Y tol4 4
ND Y Y Y 5
OH Y 5
OK Y 1 Y 1 Y 1 Y Y 4.5
OR 0
PA Y 3+fee 6
RI Y Y 7
SC Y 5
SD Y 1-3 Y -3 Y 12 Y 13 Y 1-3 4
TN Y Y Y Y Y 5.5
uT Y Y 3 5
vT Y Y Y 5
WA 5 Y Y 6.5
wv Y Y Y Y Y 6
WI Y Y Y Y Y 5
wY Y to2 Y Y Y Y 3
f Graduated tax g Fiscal Year=1990 OR N/A; otherwise Fiscal Year=1991

* State data derived from city survey
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tainment expenditures compared to restaurant food and drink pur-
chases. According to the National Conference of State Legislatures, 32
states taxed amusement and admission charges in 1989, with annual
tax collections averaging $4 million per state.” Admissions and enter-
tainment taxes were often earmarked for specific uses, but most states
did not earmark the revenues for tourism-related activities.

State Taxation of Transportation Sales

For transportation, virtually all the states applied the state sales tax
to car rentals; 17 also levied special taxes on car rentals. For example,
the Florida daily rental car tax has risen to $2.05; the renter also is re-
quired to pay the 6 percent state sales tax. In 1991, Pennsylvania and
Hawaii levied a $2 daily surcharge on car rentals, and Minnesota began
to levy a flat surcharge of $7.50.*

Given that 75 to 80 percent of all car rentals are to corporate busi-
ness travelers, the demand is probably highly price inelastic.?! Data on
car rental tax revenues are not available. More than half (eight) of the
states that levy car rental taxes earmark the revenues for specific but
diverse purposes, including road and highway funds, local govern-
ment, tourism promotion, mass transit, education, and law enforce-
ment. It is likely that the car rental tax, like the hotel room tax, is paid
more by travelers than by residents.

Local Taxation of Travel Spending

Given the low response rate to the city survey, only tentative and
general statements can be made about local government taxation of
travel. Except in the case of lodging taxes, local special taxes on travel
spending are uncommon. Most local special taxes are levied by cities
rather than by counties. Furthermore, local special taxes—especially
those that apply to on-premise food and drink purchases —commonly
are earmarked for specific purposes, particularly for tourism promo-
tion and tourist-related facilities.
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Section Four

Economic Reasons
for Taxing Travel Spending

Governments tax travel spending for at least four reasons: (1) reve-
nue diversification, (2) benefits taxation, (3) market failure, and (4) ex-
porting taxes to nonresidents. Each is discussed below.

Revenue Diversification

Taxing travel spending permits state and local governments to re-
duce their traditional dependence on income, general sales, and prop-
erty taxes by diversifying their revenue bases. In Nevada—the most
tourism-dependent state—over 65 percent of state government tax rev-
enues came from gaming, hotel, and specific excise and fuel taxes in
1990.2 Nevada relies far less on income, property, and general sales
taxes (less than 60 percent) than do other states (average 80 percent of
state and local tax revenues for all states).

For most states, travel-generated tax revenues represent a modest
source of state and local government tax receipts (Table 2). Thus, most
states do not achieve much diversification with travel taxes. This may
change, however, as travel continues to grow in importance. Travel
spending and taxes on the whole tend to be relatively responsive to ris-
ing incomes. Between 1980 and 1990, domestic travel expenditures
grew by approximately 80 percent. Foreign travel spending in the
United States grew much faster (330 percent), rising from 5.9 percent
of the total in 1980 to 13 percent in 1990. Combined domestic and for-
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eign travelers’ spending grew slightly slower (96 percent) than U.S.
gross domestic product (109 percent).

While domestic travel spending is growing more slowly than the
overall economy, foreign demand for U.S. travel has been growing fast-
er than foreign incomes. Hence, travel spending and the travel tax base
in the United States can be expected to grow in the future with rising
domestic and foreign incomes. Combined with growing opposition to
higher taxes, state and local lawmakers are likely to tax travel even
more heavily to finance local public services. Thus, state and local gov-
ernments, as a group, can expect travel spending—particularly foreign
travelers’ spending—to be a growing source of tax revenue.

Benefits Taxation

One principle of taxation is that the amount of taxes a person pays
should be proportional to the benefits received. State and local govern-
ments rationalize the taxation of travelers by noting that they should
pay for the benefits they receive from government provision of police,
fire, and other public services, which are typically financed out of gen-
eral taxes (i.e., sales, income, and property taxes). Because tourists do
not pay state and local property and income taxes (directly), they
should pay higher rates on purchases that are made largely by them
(e.g., hotel and car rentals). However, most of the taxes that individual
travelers pay to state and local governments are not strictly benefit
taxes because they are not linked directly with benefits received by the
taxpayer.

Although the relationship between individual tax payments and
the benefits received is not direct, travel destinations may want to
make sure that at the very least travelers bear the costs they impose
collectively on local government treasuries. Only Hawaii has at-
tempted to determine whether travelers pay their own way.?

Travelers also may impose negative effects on local residents
through congestion, noise pollution, and environmental degradation,
and thus they might be required to pay more than just the out-of-pock-
et costs to the public treasuries. For instance, lawmakers may want to
levy high taxes on helicopter tours to reduce demand and use some of
the revenues to compensate residents affected by excessive noise pollu-
tion. The National Park Service recently announced its plan to levy
“airspace” fees on commercial air tours over selected national parks in
the United States.
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Correcting for Market Failure

All 50 states have travel offices charged with promoting tourism;
almost all of them are financed from tax revenues.? Local governments
and convention bureaus also promote tourism with public tax funds.
Why should governments spend tax revenues to promote tourism when
the primary beneficiaries are private businesses and individuals? The
answer is that travel promotion and advertising are public goods that
give rise to “free rider” problems that lead to reduced private advertis-
ing and promotion in the absence of government intervention. Hence,
state and local governments customarily pay for travel promotion with
tax revenues because private service suppliers are unable to engage in
collective promotion. Instead, the government forces the beneficiaries
to pay for the optimal amount of tourism promotion through taxation.

The same rationale applies to the construction and operation of
convention centers. Large convention centers are generally built by
state or local governments, not by private businesses. Convention cen-
ters generate significant spillover benefits in that they attract addition-
al travelers whose expenditures on lodging, food and drink,
entertainment, and purchases benefit local businesses and residents.
Convention centers generally lose money, however, because user
charges and other operating revenues do not cover amortization and
operating costs. For this reason, they are typically subsidized out of tax
revenues.

Who should be taxed to pay for travel promotion and convention
centers? It is difficult to determine precisely who benefits and the level
of benefits received. For one thing, travel is a diverse industry, repre-
senting businesses that sell a variety of goods and services, with direct
and indirect employment in an even greater range of businesses. It is
also difficult to determine on whom to assess the tax. Businesses that
sell to travelers also sell to local residents.

Given these difficulties, governments use a variety of ways to fi-
nance travel promotion and convention centers. Most convention cen-
ters in the United States are funded from hotel tax revenues rather than
broad-based taxes.?” However, there is not necessarily a relationship
between the amounts of taxes paid and the benefits received from the
use of convention centers. Many hotels and hotel guests at a travel des-
tination do not benefit from a convention center. Nevertheless, hotel

23



taxes often are used to pay for convention centers because of their debt
financing and lenders’ preference for a dedicated tax.

In contrast, most state travel promotion is funded through general
tax revenues. In fiscal year 1991-92, of 40 state travel offices (including
Washington DC) responding to a Travel Data Center survey, 16 relied
exclusively on general funds to finance state travel offices and 16 relied
on general funds combined with other taxes. The most popular special
tax was the hotel room tax, used by nine states (four used this tax exclu-
sively) to promote state travel. Others included taxes on tourist promo-
tion (two states), car rental (two states), and gaming (one state), and
highway funds (one state). West Virginia relied exclusively on lottery
revenues to fund state promotion. In North Carolina, 5 percent of the
travel office budget came from revenues from the sale of personalized
license plates.?

Tax Exporting

Taxing travelers focuses on the exportation of state and local taxes
to nonresident consumers, namely, tourists and business travelers. For
a tax on consumers to be exported, two things must occur: (1) the tax
must increase the after-tax price of the commodity being purchased
and (2) the commodity must be purchased by a nonresident. Tax ex-
porting involves a redistribution of income from nonresidents to resi-
dents. To the extent that a jurisdiction can export its travel taxes,
benefits to residents are increased.

Most state and local taxes can be exported to travelers to some de-
gree (see Table 6 for the Hawaii taxes exported). Because of differences
in the definition of tax bases, the pattern of traveler and resident expen-
ditures, and the relative importance of tourism in the different jurisdic-
tions, the degree of tax exporting varies substantially from one place to
another.

State general sales taxes are not heavily exported. Even in the most
tourist-dependent states, such as Nevada and Hawaii, the state general
sales taxes are borne primarily by local residents. In fiscal year 1988,
only 22 percent of Hawaii’s broad-based general excise tax was borne
by tourists; by contrast, about 97 percent of the hotel room tax was
borne by nonresident travelers (Table 6).* Sales taxes on restaurant
food and drink also fall mostly on Hawaii’s residents. In Nevada, where
the state sales tax has a narrower base, about 30 percent of the state
sales tax was borne by nonresident tourists, compared to 85 percent of
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Table 6
Percentage of Hawalil Taxes Exported to Travelers, FY 1988

Percentage
Tax Exported
State Taxes
Individual Income 0.00%
Corporate Income 15.95
General Excise (Sales) 21.94
Fuel 22.50
Liquor Permits 40.00
Tobacco and Licenses 19.20
Transient Accommodations (Hotel) 97.00
Motor Vehicle Weight and Registration 4.33
Insurance Premiums 6.45
County Taxes
Real Property 8.67
Motor Vehicle Weight 433
Utility Franchise 12.50
Liquor License & Fees 40.02
Licenses, Permits, Other 9.47

Note:  Assumes full shifting.

Source: Walter Miklius, James E.T. Moncur, and Ping Sung Leung, “Distribution of State
and Local Tax Burden by Income Class,” in Hawaii Tax Review Commission,
Working Papers and Consultant Studies, Vol. 2 (Honolulu, December 1988), p. 10.

the gaming taxes.* Local taxes on admission to entertainment activi-
ties, such as athletic contests, performing arts events, and movies, are
not readily shifted to consumers and hence not easily exported.

In sum, exporting state and local taxes varies substantially from
place to place. It is clear that only where the average daily census of
travelers is high relative to the local population will broad-based con-
sumption taxes fall mostly on nonresident travelers. Indeed, if tax ex-
porting is important to state and local lawmakers, successful tax
exporting using consumption taxes requires targeting commodities
that are purchased largely by nonresidents. The hotel room tax is the
one most widely used for this purpose.
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Section Five

Pros and Cons
of Tourist Taxes

Hotels

The fact that the hotel room tax is the most widely levied travel tax
underscores its numerous strengths. The tax is highly exportable and
has low administrative and compliance costs. Where there is a general
sales tax, compliance and administrative costs are minimal. Adminis-
trative and compliance costs also are likely to be relatively low even
where only state and local special room taxes apply, largely because
hotel room tax rates are generally higher than other commodity taxes?!
and because there typically are fewer vendors. Hotel room tax revenues
also are responsive to economic growth because demand for hotel ac-
commodations, like demand for travel and tourism, rises faster than
growth in incomes.?? It can also be justified as an ability-to-pay tax be-
cause travelers typically have higher incomes than nontravelers.*

On the other hand, the hotel room tax, at best, can be rationalized
only tenuously as a benefit tax. Although travelers benefit from public
services provided by local governments, hotel guests do not necessarily
pay taxes in amounts proportional to the cost of the services.*

Car Rentals and Commodities

The pros and cons of the hotel room tax generally apply also to the
taxation of car rentals. Most cars are rented by nonresident business
travelers, and the demand rises faster than growth in the economy and
is not significantly affected by higher prices.
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Substantial exporting of commodity taxes requires that taxes be
levied on goods and services that are purchased largely by nonresi-
dents. In most jurisdictions, general sales taxes, and even special sales
taxes, on entertainment and amusements fall largely on local consum-
ers and businesses. To a lesser extent, the same problems exist with spe-
cial sales taxes on restaurant food and drink, entertainment
expenditures and admissions to amusements, sporting events and
movie theaters. Administrative and compliance costs also are likely to
be higher than for either the hotel or car rental tax.

Ease or simplicity of administration generally increases when busi-
nesses subject to the tax are large and few in number. Identification
and compliance costs are likely to be lower when there are fewer points
at which the tax is paid. For these reasons, hotel and car rental busi-
nesses, in particular, are easier to target. If tax exporting is the princi-
palissue in travel taxation, the taxes on hotel rooms and car rentals are
the best “tourist taxes” in use.
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Section Six

Intergovernmental Issues

According to the Travel Data Center, state governments collected
64 percent of total state and local travel tax revenues in 1991; local gov-
ernments collected 36 percent (Table 7). An examination of the revenue
distribution between states and counties indicates that between 1975
and 1991 the trend in revenue shares was clearly (and perhaps justifi-
ably) moving in favor of local governments. In 1975, state governments
collected nearly 88 cents of each dollar of total state and local govern-
ment tax revenues attributable to travel. 3 The growth in the local share

Table 7
State and Local Government Shares
of Travel-Generated Tax Revenues, 1975-1991

State Local
Year Governments Governments
1975 88% 12%
1980 75 25
1985 74 26
1991 64 36

Note: These percentages represent shares of tax collections and
not necessarily the ultimate distribution of tax revenues.

Source: U.S. Travel Data Center, Impact of Travel on State Econo-
mies, 1975, 1980, 1985, 1991.
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of travel-generated state and local tax revenues can be attributed pri-
marily to the increased use of local sales taxes.*

Local lawmakers representing jurisdictions favorably located or
blessed with unique travel amenities have incentives to extract eco-
nomic rents from those resources (i.e., export taxes) at the expense of
nonresidents. However, those “nonresidents” who suffer income losses
may include large numbers of voters from other parts of the state
whose legislators will vigorously oppose higher local taxes on travel
that may adversely affect their constituents.

In some instances, state governments may want to generate and re-
distribute tax revenue from tourism to improve statewide income dis-
tribution at the expense of particular local governments. A recent
example of this is the 5 percent hotel occupancy tax on rooms priced at
$100 or more levied by New York State effective June 1, 1990. This is in
addition to any state or local sales and use taxes. As a result, the total
combined tax in New York City is 19.25 percent on rooms priced at
$100 or more, plus $2 per night. Most of the rooms subject to the state
tax are in New York City.

In 1992, visitors to New York were estimated to have spent 46.5 per-
cent of their visitor nights in New York City and the remaining 53.5
percent in the rest of the state. In New York City, 49.7 percent of all
room nights sold were priced at $100 or more and accounted for 68.3
percent of hotel room rental revenues in the city. In the rest of the state,
only 8.6 percent of total room nights were priced at $100 or more, ac-
counting for 20.0 percent of rental room revenues.*’ It is obvious that
New York State’s hotel room tax has had the effect of redistributing
some travel income from New York City to the rest of the state.

The intergovernmental issues arising from the taxation of travel
are not specific to the industry. It is a long-standing issue faced by state
and local lawmakers of the need to balance the fiscal requirements of
local governments against those of the state as a whole.
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Section Seven

Summary and Conclusions

During the decade of the 1980s, growing state and local fiscal pres-
sures, combined with voter resistance to higher taxes, induced many
state and local lawmakers to tax travel spending. One source of revenue
diversification and enhancement was new or higher taxes on travel
spending.

There are four reasons why state and local governments tax travel:
(1) revenue diversification, (2) benefits taxation, (3) market failure, and
(4) tax exporting. Among the four, the primary reason for taxing tour-
ism is to export taxes.

While most state and local taxes can be exported to travelers to
some extent, the degree of exportability varies significantly from place
to place, depending on the state or local market power and on differen-
tial patterns of traveler versus resident expenditures. The distribution
of economic benefits from travel tax revenues will also depend on -
whether tax revenues are earmarked for specific purposes, such as con-
vention center financing or tourism promotion, or allocated to the gen-
eral fund.

Exportability of a special commodity tax requires that the com-
modity be demanded largely (and price inelastically) by nonresident
tourists. For most localities, only the hotel room tax and the car rental
tax are easily targeted to tourists. These taxes are also relatively easy to
administer. Certain localities can take advantage of unique features or
activities for commodity taxation, but most other commodity taxes are
broad based and not easily targeted because a large proportion of resi-
dents, as well as travelers, purchase the commodity and pay the tax.
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The most pervasive tourist tax today is the hotel/motel occupancy
tax. But with lodging taxes in many major cities already exceeding 10
percent, it is questionable whether the rates can be raised much higher
without seriously impairing the industry and the tax base. Thus, many
jurisdictions will be seeking other travel expenditures to tax.

Taxation of travel raises an important intergovernmental issue,
that is, how much autonomy should states grant to local governments
to impose these taxes? On one hand, local governments have the great-
er expenditure responsibility in providing public services to travel;
hence, they should have more fiscal autonomy to tax travelers. On the
other hand, states also have economic interests in travel and tourism
and must weigh them against the specific interests and fiscal needs of
local governments.
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What is ACIR?

The Advisory Commission on Intergovernmental Relations
(ACIR) was created by the Congress in 1959 to monitor the op-
eration of the American federal system and to recommend im-
provements. ACIR is a permanent national bipartisan body
with representatives of the executive and legislative branches of
federal, state, and local government and the public.

The Commission is composed of 26 members—nine from
the federal government, 14 from state and local government,
and three members of the public. The President appoints 20—
three private citizens and three federal executive officials di-
rectly, and four governors, three state legislators, four mayors,
and three elected county officials from slates nominated by the
National Governors’ Association, the National Conference of
State Legislatures, the National League of Cities, U.S. Confer-
ence of Mayors, and the National Association of Counties. The
three Senators are chosen by the President of the Senate and the
three Representatives by the Speaker of the House of Represen-
tatives.

Each Commission member serves a two-year term and may
be reappointed.

As a continuing body, the Commission addresses specific
issues and problems the resolution of which would produce im-
proved cooperation among governments and more effective
functioning of the federal system. In addition to dealing with
important functional and policy relationships among the vari-
ous governments, the Commission extensively studies critical
governmental finance issues. One of the long-range efforts of
the Commission has been to seek ways to improve federal, state,
and local governmental practices and policies to achieve equitable
allocation of resources and increased efficiency and equity.

In selecting items for the research program, the Commission
considers the relative importance and urgency of the problem, its
manageability from the point of view of finances and staff avail-
able to ACIR, and the extent to which the Commission can make
a fruitful contribution toward the solution of the problem.

After selecting specific intergovernmental issues for inves-
tigation, ACIR follows a multistep procedure that assures re-
view and comment by representatives of all points of view, all
affected levels of government, technical experts, and interested
groups. The Commission then debates each issue and formu-
lates its policy position.
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