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1. Scope of this Report

The communication on VAT rates other than standd&T rates which the
Commission presented to the European Parliamenth@n@ouncil in 2007 concluded
that the application of reduced VAT rates to logalpplied services poses no real
detriment to the smooth functioning of the internarket and may, under certain
conditions, have positive effects in terms of joteation and of combating the
informal economy. It is therefore appropriate tlmwl Member States the possibility
of applying reduced VAT rates to the labour-inteasiservices covered by the
temporary provisions applicable until the end ofl@Gs well as to restaurant and
catering services.

With respect to the supply of alcoholic and/or raeeholic beverages in the
framework of restaurant and catering services, dy e justified to provide a
different treatment of those beverages from thettnent provided for in the
framework of the supply of foodstuffs; it is apprigpe to provide explicitly that a
Member State may include or exclude the supplylodhelic and/or non-alcoholic
beverages when applying a reduced rate to the wugplestaurant and catering
services.

On 5 May 2009, the Council of Finance Ministersaéily adopted an amendment to
the VAT Directive 2006/112/EC. This amendment wirgg to all Member States the
option to apply a reduced VAT rate for restauragnvises, including all types of
beverages. The new rules (Directive 2009/47/EC)ewaublished in the Official
Journal of the EU on"™May, and entered into force ori' June 2009. The first
country to make use of this option was France, wtike VAT rate for restaurant
services was reduced from 19.6 per cent to 5.5ceet as from 1 July 2009. The
reduced rate is, however, not applying to alcohbégerages. According to Ministry
of Finance statements, in France, by September 2@thd 40 per cent of restaurants
surveyed had reduced their prices, although nothw full extent of the VAT
reduction. So far, Belgium and the Czech Repubdicehexpressed interest in the
possibility of reducing VAT on restaurants.

The VAT rate situation at EU level for the hospttaindustry is as follows:

» 1 standard rate at no less than 15%;

= 1 or2reduced rates at no less than 5%;

= Option for all Member States to apply the standarda reduced rate to
accommodation services; and

= Option for all Member States to apply the standarda reduced rate to
restaurant services, including all types of bevesag

The aim of this report is to analyse the impaca piossible reduction in the VAT rate
on restaurants on the Maltese economy in genémlourism industry and the effect
on various industries linked to tourism demand adl s the effect on public
finances. The terms of reference for this repatiacluded in Annex 1.



1.1 International Experience

It is worth noting that in the EU, eight Member t8&already charge a rate of VAT
on restaurants below 15 per cent. Included are rifagority of Malta’'s main
competitors in tourism which already charge a cdt€ AT below 15 per cent. These
include Cyprus (8 per cent), Greece (9 per cent) Spain (9 per cent). However,
there are a number of other southern European igesinhich either charge two
separate rates or charge the full rate. ThesedadRortugal (12 per cent/ 21 per cent),
Slovenia (8.5 per cent/ 20 per cent), Italy (10quart) and Turkey (18 per cent).

Table 1.1: VAT rates in 2008 in European Countries

Rates Restaurant services Bar & café services F"tﬂ;dugm ifgeﬁp“
Soni | Rt | 7%, | o e oo S | e [t | i | pee
Austria 20 10 - 12 o i3 20 o 10° 20 10 | 20
Belgium 2 & - 1z Fil ] a 2 2 A fgaz-n| 2 2
Bulgaria 0 T 20 20 20 20 20 20 20 0 20
Cyprus 5 | 5.8 & s | 5| 8 | 15 | 15|55 5| s
Czech Republic | 1 9 1 i 1] 19 19 1B | 9.m 9 19
Denmark 25 25 25 25 25 25 25 5 25 5
Estonia 18 5 18 18 ] 18 18 18 18 18 18
Finland 22 §+17 22 m Frd 22 22 22 m m 2
France* 196 | 55 21 1.6 55 | w6 | 196 | 196 | 196 | 55 55 | 16
Germany 19 T 1] 7o | 19 19 1 T 19 19
Greece 1 9 45 9 9 ] ] 1 1 9 9 19
Hungary 20 5 20 0 20 20 20 20 0 20 20
Ireland 2 | 135 | 44 | Bs 35 35 | a |65 | a [ a |UuBY oa | &
Italy 20 10 4 10 10 10 10 20 10 )40 | 420 20
Latvia 18 5 18 18 ] ] 18 18 18 ] 18
Lithuania 18 5.9 18 18 ] ] 18 18 18 ] 18
Luxembourg 15 b 3 12 3 3 3 3 3 3 3 3 | 1215
Malta 18 5 i3 18 1 ] 18 1 0 18 18
Netherlands 19 & [ & ] 6 [ 19 & 6 19
Paland 2 T 3 7 [ frd 2 2 2 7 22 2
Portugal 21 | 5-12 12 12 12 2 12 12 f5-1z-21| 5412 | 12.21
Romania 19 9 1] i 1] 19 19 18 19 19 19
Slovakia 19 1] i} ] 19 19 19 19 19 19
Slovenia 20 8.5 85.207 20 20 20 20 | a5 85 | 20
Spain 16 T 4 [ 7 7 T T 4.7 T 1
Sweden 5 | 612 12 25 5 25 L3 12 12 Fi
United Kingdom| w5 5 s | 115 | W5 | 175 s | o™ ms | ms
Norway 25 | 6.14 25 25 25 25 14 14 25
Switzerland 6 24 24= | 16 16 6 16 | 24 24 | 16
Iceland 4.5 T 7 45 7 T M5 7 7 245
Macedonia 18 5 18 ] 18 18 18 18 18 18
Turkey 18 [ 18 18 18 18 18 18 18 18

Note: In Malta 5% for pre-booked bed and breakfaatf or full-board stays in hotels when making w$ahe
hotel's restaurant services.

Source: HOTREC



1.2 The VAT Rate on Restaurants in Malta

Effectively, Malta also charges a reduced rate Af\on a proportion of expenditure
in restaurants. In Malta, accommodation servicesatteady charged at the reduced
rate of 5 per cent where accommodation included dvel breakfast”, “half board” or
“full board”, as the case may be, which is included the price of such
accommodation. According to the data of the VAT atépent around 44 per cent of
the tax base related to expenditure in restauf@mtduding catering) is already being
charged at the reduced rate of 5 per cent. Thismsn#aat in effect, the effective
(average) tax rate applicable on the whole sestaraund 12 per cent. Therefore, at a
macroeconomic level, we are effectively analysing impact of reducing the VAT
rate from 12 per cent to 5 per cent.

Clearly, the impact of this policy or the impacttbé failure to reduce the VAT rate
will depend on what Malta’s main competitors wibh.dn particular, since most of
Malta’s direct competitors in tourism already cleaggreduced rate, a further erosion
in competitiveness is less likely if Malta does metluce its VAT rate. This also
means that if Malta reduces its VAT rate, it willig competitiveness. Nevertheless
the possibility that Malta’s competitors reduceithéAT rates further should be
monitored closely by Malta since it may affect Mé&dtrelative competitiveness.



2. Country Studies on Factors affecting Tourism Deigand

Although the proposal to reduce VAT on restaurawif affect both tourism
expenditure as well as Maltese expenditure in veatds, a significant proportion of
the positive impact is likely to arise from touristhwas therefore deemed important
to emphasise the positive role of tourism in theneeny and how the policy under
consideration could affect tourism. In particulaistdepends on the responsiveness of
tourism earnings to the price charged tourist®@gtaurants in Malta during their visit.
In this context a literature review of studies aurism demand was considered
essential.

The literature indicates that tourists are sersitiu several economic variables.
Income in the origin country is a primary explamgteariable. A priori, according to
demand theory, positive income elasticity indicated a commodity is normal, while
a negative value indicates that it is an inferioody Income elasticity greater than
unity characterizes luxury goods where budget shamerease with increases in
income, while necessities, having elasticity valbesween zero and less than one,
experience falls in their budget shares with insesan income.

Additionally, besides being sensitive to their omvoome, tourists are also sensitive to
prices. Tourism demand often depends on two pfeaents: the cost of travel to the
destination and the cost of living in the tourisstination. Unlike many other imports,

tourism services are bought at the point of supfgstination). Consequently,

transport costs form a large proportion of the exitere associated with this

consumption. Destination choice and the quantityvbat is demanded (consumed)
are influenced by the cost of transport as wethascost of such services.

Secondly, many international tourists include nmidtidestinations in their itinerary.

This has important implications for the level ofntend for a given destination. For
example, higher than expected prices in one dégtimeay result in the consumption

of fewer tourism services with compensating oretting amounts being consumed in
another destination. Alternatively, tourists mayiawvisiting a high cost destination

altogether. Moreover, additional variables that evased occasionally are weather
indices, trade flows between countries, and spesi@hts.

2.1 Malta

An internal estimate of tourism demand for Maltengsannual data points to a long
run income elasticity of 1.58 and an own-price tad#yg of -1.34. In the short run the
income elasticity is estimated at 0.15 and theepetasticity is -1.09. A similar
exercise using quarterly data from 1996, allowimgseasonal factors, suggests a long
term income elasticity of 0.63 and a price elagtiadf -1.13. In a structural
econometric model of the Maltese economy develdpe@ordina (1996), the short-
run price elasticity of demand is measured at ah@ the long run price elasticity of
demand is measured at -1.9. Substituting the langequation for bed capacity into
the long run equation for tourism earnings yieldsrecome elasticity of 0.3.

Another study Mangion, Durbarry and Sinclair (200¢&)ich examines UK tourism
expenditure at the level of budgeting wherein camsns allocate their expenditure
between the three Mediterranean destinations, M&ain and Cyprus through the



AIDS model, indicates that Malta appears to beriost price sensitive destination
for the UK outbound market, with an own-price dlast of -2.54 per cent. This is
followed by Cyprus whose price elasticity is -228r cent; while at -1.54 per cent
Spain is less price sensitive than the two islatd§.tourism demand for Malta is
strongly influenced by prices in Spain, the resgjtcross-price elasticity being 4.12
per cent.

Additionally Spain and Cyprus’ income elasticitea® estimated at around 1 per cent
with Cyprus being slightly more affected by changemcome in the UK market. The
respective elasticity values are 1.18 per cenCigprus, 1.09 per cent for Spain and -
0.74 per cent for Malta. The negative sign on Msltacome elasticity implies that
Malta may be considered by the UK market as infesiace as income increases,
tourism demand for Malta declines. However, thgileis not confirmed by the other
studies.

Table 2.1 Elasticity Estimates of Tourism Demand

Study Income Elasticity Price Elasticity Coefficient of
Longrun  Shortrun  Longrun  Shortrun Adjustment

EPD (2003) 1.58 0.15 -1.34 -1.09 -0.43
EPD (2009) 0.63 -1.13
Cordina (1996) 0.3 -1.9 -1.2 -0.63

Mangion et al. (2004) study on UK
tourism expenditure on:

Malta -0.74 -2.54
Spain 1.09 -1.54
Cyprus 1.18 -2.27

Aslan et al. (2009) study
Turkish Study 0.060 0.040 -0.320 -0.230 0.720

Munoz (2004) study on:
Canary Islands 2.900 1.200 -1.900 -0.700 0.400

Munoz et al. (2006) study on:
Balearic Islands 2.020 0.920 -1.650 -0.760 0.500

Cyprus Economics Research Centre (2008)

Direct flight 1.0/3.2 -0.77/-0.65
Indirect flight -0.24/-0.19
Croatia 3.300 5.000

Durbarry (2002) study on France's
long-run outbound tourism demand in:

UK 1.016 -1.706
Spain 1.001 -1.778
Italy 0.989 -1.857

Garin-Munoz et al. (1998) study on
tourism flows to Spain

Dynamic model 2.070 0.900 -0.240 -0.100




2.2 Spain

A study by Garin-Munoz and Perez Amaral (1998) niodee foreign demand for
tourist services in Spain. The results of this gtetiow that income, price and
exchange rate were significant in the determinatbmternational tourist flows to
Spain. Income appears to be the single most immpodaterminant of international
tourism demand. The estimated income elasticityt.46l. This value above unity
confirms the hypothesis that foreign travel dem@n8pain is a luxury. The estimated
price elasticity is -0.30. This suggests that ttesnand is price inelastic. To explore
the possibility that prices have not only an insaeous effect but also that past
prices affect current tourist flows, the authorsehastimated the same model adding
lagged price as a regressor, which turned out tm$ignificant, suggesting that the
impact of prices is confined to the current peridthe estimated exchange rate
elasticity is 0.50 and statistically significanthd positive sign means that a
depreciation of the exchange rate will increasdnternational tourist flows to Spain.

Moreover, a dynamic version of the former modelhvatlagged dependent variable
was also estimated. In this model the lagged degrendhriable is significant with a

coefficient of 0.56 and a t-statistic of 2.40, sesfing the possible existence of
dynamics. The rest of the coefficients lose songaificance and according to the
authors should be interpreted as short-run eléissciThe long-run elasticities, more
comparable to those of the static model were 200%he income elasticity, 0.57 for

the exchange rate elasticity, -0.24 for the prisestesity and -0.21 for the dummy

variable for the Gulf War. The point estimatesiud toefficients are not too different
from those of the static model, which could be talie an indication of the robustness
of the estimates of the static model.

2.3 Cyprus

A study by the Economics Research Centre of thevéssity of Cyprus (2008) was
commissioned in order to analyze the determinahtswrism demand in Cyprus. In
order to estimate the demand for tourism in Cypths, explanatory variables used
were grouped into the price variables and thredtiaddl groups: variables that
describe the origin-destination relationship, valea that are destination specific and
variables that are origin specific. The price Vialea used were the relative cost of
living in the destination with respect to the omigand the price of crude oil to
approximate for general transportation costs. Thexyp for cost of living is the
reciprocal of the PPP conversion factor, which espnts the purchasing power of one
Euro in the country.

The study shows that overall tourists tend to kmemsitive to the relative cost of
spending their holidays in Cyprus and more likelygo to Cyprus if the transportation
cost, in terms of cost and inconvenience of traseless. However, when adjusting
the sample for the most important factor of tramsgimn cost, that is, a direct flight
to Cyprus, the insensitivity to the cost of thestilays is reduced significantly.

The coefficient on price in this study is betwe@n77 to -0.65 in the first set of
regressions reflecting direct flights and betweér24 to -0.19 in the second set
reflecting indirect flights. This result is in lingith economic intuition. Tourists that
have direct flight connections are more price-dergsithey might consider Cyprus as



a possible destination because of the conveniehtieeadirect flight or can exploit
directly advertised packages to Cyprus that aret mbthe times accompanied by a
direct flight or they might be last minute travefleless probable when there is a flight
connection. According to this study, the cost aivél is also driven by other costs
such as transportation costs, costs of organiaed tr the alternative cost of leisure,
which are all independent of the cost of livingtlire destination country. In general,
the results on the price coefficients suggest that general level of prices in
destinations is taken into account by travellergmvimaking travel decisions and only
the fluctuations in prices over time are unimpattan

The coefficient on the price of crude oil entedssglecifications with a negative sign

and is statistically significant, consistent witboeomic theory. Demand for travel,

regardless of destination, is reduced when tramsian costs are higher, which is
more pronounced for Cyprus towards which travebines at least one flight. The

coefficients on GNP for the origin are all positiaed statistically significant and are
implying an income elasticity of between one aneeh suggesting that tourism is a
luxury good.

In sum, the main findings are that tourism to Cgpinom countries with direct flights
to Cyprus has a price elasticity of about 0.7, wiulerall tourism to Cyprus is less
responsive to price changes as shown by a prictiata of about 0.2. It is possible
that tourists who come to Cyprus with at least @ight connection have a strong,
unobserved preference to come to Cyprus that lothersverall sensitivity to prices.
Transportation cost, overall and origin-specificslsown to be quite important for
choosing Cyprus as a destination.

2.4 Turkey

Aslan, Kula and Kaplan (2009) presented a dynamodehused to estimate the
demand function of tourism in Turkey with respextits nine major clients, that is,

Germany, Russia, United Kingdom, Holland, FrancestAa, Iran, Bulgaria and

Ukraine. With an adjustment coefficient of 0.72 thesults show an income
coefficient of 0.04 in the short-run and 0.06 ire tltong-run and an own-price
elasticity coefficient of -0.23 in the short-runda+0.32 in the long-run. The estimated
coefficient for the income variable suggests thatdemand for tourism in Turkey is
not dependent on the economic situation in nineomalients. This means that,
contrary to previous studies, tourism in Turkeya considered as a luxury by nine
major clients.

Moreover, tourism in Turkey appears to be very i@Besto prices. Consistent with
demand theory, relative prices are negatively edldab tourism demand. This means
that a 1 per cent decrease in relative prices lgmads increase in demand for tourism
of around 0.2 per cent in the short-run and 0.3 qemt in the long-run. Thus,
elasticities in both the short- and long-run denti@te that the values of both income
and price elasticities in the long-run are gredhan their short-run corresponding
items, suggesting that tourists are more senstbvicome/price changes over the
long-run.

2.5 Croatia



A study by Merver and Payne (2007) provides long-elasticity estimates associated
with the aggregate foreign tourism demand for Gapatdestinations using the

autoregressive distributed lag (ARDL) approach. gkding to this study, besides
being sensitive to their own income, tourists as® &ensitive to prices. Tourism
includes two price elements: the cost of traveht destination and the cost of living
in the tourist destination. In an attempt to redngrihe role of currency fluctuations
and relative prices on the demand for tourist dasthns in Croatia, two alternative
real exchange rate measures are used in this stivelyindex of the real effective

exchange rate calculated with producer prices, taedindex of the real effective

exchange rate calculated with consumer prices.

With the exception of one case, the parameter agtgnfor these two measures are
positive, meaning that the real depreciation of@nheatian unit of money should have
a positive impact on foreign tourist demand. Howetee estimated parameters are
statistically insignificant in all cases, suggegtihat currency fluctuations and relative
prices do not have a significant impact on tourdemand. Finally, the average world
oil price per barrel in U.S. dollars, serving agpraxy for transportation costs, is
negative in only two cases. In all other cases, gheameter estimates yield an
incorrect coefficient sign and are statisticallgignificant. Additionally, this study
indicates that in the long-run tourism demand isome elastic, while the real
exchange rate and transportation costs (proxiedoibyprices) do not have any
statistically significant impact on tourism demandCroatia.

2.6 ltaly

The study by Guizzardi and Mazzocchi (2009) prosidestrategy for modelling the
effect of the business cycle on tourism demand utigerationale that tourism cycles
are heavily influenced by lagged effects of theralldusiness cycle. Two alternative
models are estimated, the first with a latent cydsponent (LCC) and the second
based on specific economic explanatory variableS X Based on the smoothed
estimates of the cyclical and irregular compondnthe LCC model, the estimated
price elasticity is negative and greater than dine. authors argue that this result may
be overemphasized because of specification effastsprice elasticities of nights
spent tend to be higher when a trend is includedany rate, suppliers need to take
into account the strong impact of prices to supporhpetitiveness of their products.
Instead, the Dollar/Euro exchange rate is signifidar inbound demand only. This
finding is consistent with the fact that the maiatbwund destination for Italian
tourists is the Euro area (a market share of 5t @et).

The policy implication from the XCV model is thatdan be used for calibrating

countercyclical interventions in tourism policy. fict, the XCV modelling approach

opens the way to identifying the specific impadi®conomic policy instruments on

tourism dynamics. Among these instruments, the YA€ for overnight stays might

play a relevant role. Italy’s VAT is 10 per centngoared to 7 per cent of Spain, 5.5
per cent of France and 8 per cent of Greece. As mmodel shows, this price

differential has a significant and large influermmedemand. Accordingly, the authors
conclude that a policy decision towards the harmation of VAT rates with the main

competitors would be very effective, as well amben line with the rationale of the

EU single market.



2.7 France

In the paper by Durbarry (2002), the Almost Ideaniand System (AIDS) model
was used to estimate France’s long-run outboundstoudemand in the UK, Spain,
and Italy. In this study, the author concluded tfanges in quantity demanded due
to changes in price and income are very importapeeally in the field of tourism
when provisions need to be effected to servicertastry well in advance. Service
providers are interested in how demand is affebiedhanges in price, for example,
due to a change in value added tax in the destmatnd also the reaction of tourists
when income changes. In this respect, Durbarryesrdgjoat the own-price and income
elasticities of demand are relevant.

In all three destinations the own-price elastisitéee greater than unity, implying that
they are highly price elastic. In the case of th€ the own price elasticity indicates
that a 1 per cent increase in its tourism pricé detrease French tourism demand by
around 1.7 per cent. France, being the UK’s maimigb generating country, has
important effects on the amount of tourism receiptsployment, hotel bookings and
tax revenue. In Spain (-1.778), as well as in I{aly857), French tourism demand is
elastic in both cases, although higher in the datisse. These estimates provide
evidence that in all the three destinations tourdemand is very sensitive to price
changes in the destinations. This implies thatisourdemand is volatile and any
change in the pricing policy affecting tourism sdn the destinations would lead to
a more than proportionate change in the demandtdorism by the country’'s
residents. Additionally, in this study, the incorakasticities of UK (1.016), Spain
(1.001) and Italy (0.989) are all positive and awne, implying that a one percent
increase in real expenditure would lead to a pribpaate increase in demand.

2.8 Balearic Islands

Munoz and Martin (2006) identify and measure theaot of the main determinants
of the inbound international tourism flows in thel&aric Islands. Taking into account
the changing structure of consumer preferencegnandic model is estimated. The
results suggest that the demand is heavily depératethe evolution of economic
activity in each of the origin countries and on tk&tive cost of living of tourists in
the destination. The estimated short-run pricetielasis -0.76 while the long-run
effect of prices on tourism demand is -1.65. Thessults with an adjustment
coefficient of 0.5 indicate that tourism in the &alic Islands is very sensitive to
prices. The short-run elasticity could lead to tmmclusion that revenues could be
increased by increasing prices. However, the lamgelasticity may be a reflection of
the numerous alternative sand and sea holiday nagistns. Meanwhile, the
coefficient of income elasticity in the short-riend.92 while in the long-run it is 2.02.
The price of travel elasticity is -0.30. The shant- results show that tourism to the
Balearic Islands is considered by foreigners a®mlaxury service. However, the
long-run income elasticity suggests that tourismrdsy dependent on the economic
conditions of the generating countries.

2.9 Canary Islands

Munoz (2004) presents a dynamic model of intermafiacourism demand to Canary
Islands. The empirical analysis exploits the pasielicture of the dataset by a



Generalized Method of Moments estimation of a dyicamodel taking into account
unobserved country-specific effects. A dynamic nhodleere the lagged dependent
variable is included as regressor is used to olsaort-run and long-run elasticities.
The short-run income elasticity coefficient is WBile the long-run coefficient is 2.9,
and the short-run price elasticity is -0.6 and Itreg-run price elasticity is -2.6, with
an adjustment coefficient of 0.4. In brief, theules suggests that tourism demand to
Canary Islands must be considered as a luxury gnddis highly dependent on the
evolution of relative prices and cost of traveMoetn origin and destination country.

2.10 Conclusion

Income elasticity has often been found to exceex] oonfirming the luxury nature of
tourism travel. However, certain destinations canrégarded in a particular source
market as a necessity with income inelastic demand.

The own-price elasticity is normally negative, alitgh magnitudes vary considerably
among studies. Generally, elasticity estimates shegative values ranging from O to
-2.5 in the long run, depending on the destinatimodel used and econometric
techniqgue. However, two important findings partaly relevant for this study,
emerge from these elasticity estimates:

1. Long run elasticities typically exceed (in absoluggms) their short run
counterparts. This is in line with the demand tgeaomplying that
consumption depends on what people expect to bewnghout their lifetime,
while fluctuations regarded as temporary havings lesffect on their
consumption spending@.his indicates that lower tourism prices may take
time to fully influence foreign demand

2. Whilst tourist demand is typically found to be prielastic (i.e. greater than 1)
with respect to an aggregate tourism price, thégdaglasticity with respect to
a specific component of the tourist price (typigaltravel costs,
accommodation, cost of living and exchange ratsspfien found to be
inelastic (i.e. less than I)his indicates the importance of using the correct
partial elasticity with respect to the specific prce component

Studies which focus on tourism demand for Maltandb converge on the income
elasticity estimate, possibly depending on varregion the model used, time period of
analysis and econometric technique.

More importantly for the purpose of this exerciak,the studies concur that demand
tends to be price elastic. Estimated long run owecepelasticities range from -2.54

(Mangion et al, 2004), -1.9 (Cordina, 1996), -1(B#D, 2003) to -1.13 (EPD, 2009).

This is indicative of the significant competitiveegsures the tourism industry in
Malta is generally operating in. Maintaining pricempetitiveness remains essential
in the tourism sector unless Malta manages to becainigh-end tourist destination.

However, it is worth noting that none of the stsdien Malta surveyed here

distinguish between different price componentsdi®tion Malta also confirm that

long-run elasticities tend to be higher than shamtelasticities.
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3. Theoretical and Empirical Considerations

The main impact of a reduced VAT rate will primgrilepend on the extent to which
the tax reduction is passed through to the finaldgoprice, the impact on consumer
demand and the effect of higher demand on employmditimately it is thus a
question of elasticities and market structuressTdection draws heavily from the
Final Report: Study on Reduced VAT applied to Goadd Services in the Member
States of the European Union, by Copenhagen Ecasoidiay 2007. It will focus on
two major determinants, the elasticity of demand leuarket structures.

3.1 The Price Elasticity of Demand, Market Structues and Pass Through

If we assume a competitive market structure, theemesponsive demand is to price
changes, the higher will be the impact on demarntlthe lower will be the degree of
pass through. This is illustrated in Figure 3.1eweha reduction in VAT is illustrated
as an outward shift in the supply curve. It is cliat the more elastic the demand is,
the higher the effect on output but the lower tegrde of pass through to final goods
prices.

Fig. 3.1

S Slﬂ Sel

However, Stiglitz (1988) suggests that the degree of pass through could be
significantly lower if perfect competition is noriger assumed. This is illustrated in
Figure 3.2 where we have introduced the marginakmae curve (MR) as distinct
from the demand curve to account for a monopolyasion. Figure 3.2 shows the case
of an elastic and inelastic demand. It is cleat tha degree of pass through is higher
in the case of perfect competition than in the aafsmonopoly, irrespective of the
elasticity of demand. This occurs because the stbgke marginal revenue curve is
always steeper than that of the demand curve. Wifp a reduction in VAT, the
increase in output required to ensure profit magatnon (i.e. where marginal cost =
marginal revenue) in the case of a monopoly is fleas the increase required under
perfect competition.

! Stiglitz, J.E. (1988)Economics of the Public Sector, New York, Norton
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Fig. 3.2
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Perfect competition and monopoly situations are texdremes which do not
characterise the restaurant sector in Malta. Ther#tical results become much more
complicated once intermediate market structureschvhypically characterise the
sector are considered. Theoretically, the resultlsdepend heavily on supply and
demand elasticity. Stiglitz (1988) shows that as t¢iemand curve becomes more
inelastic, the incentive to pass through the redu¢AT in the final goods prices
practically disappears. Putting it differently, demd needs to be highly sensitive to
price changes for there to be any incentive to plassigh the reduced VAT to the
final goods prices. When demand is price ineladtroys have the possibility to
maintain prices unchanged and thereby increasé pnafgins by the amount of the
VAT reduction.

3.2 Empirical Results

Theory suggests that the effect of a reduction AT Will depend heavily on the price
elasticity of demand. This is primarily an empiticuestion. The degree of pass
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through will also depend on market structures wriah also be considered as an
empirical question. The Copenhagen Economics Sturlydes a good review of the
literature on the impact of VAT reduction, and atopirically estimates the likely
degree of pass through, the effect on output anuayment.

3.2.1 The Degree of Pass Through

The Copenhagen Economics Study indicates divergpnglusions in the literature on
the degree of pass through. However, most of tldgergences appear to be
explained by differences in market structures acmdustries. There appears to be a
strong correlation between competitive pressuret the degree of pass through.
Industries characterised by significant market irfgggions tend to exhibit low or
insignificant pass through. The Study also estichdtee degree of pass through
observed in various EU Member States followinggaificant change in the VAT rate
on specific commodities. The degree of pass thraaghges from no pass through to
full pass through.

Pass through was more than 100 per cent in certaas. But this occurred only in
cases where VAT was increased. When VAT was redubediegree of pass through
ranged from no pass through to 82 per cent passighrin the case of Sweden’s
reduction of VAT on books in 2002. These are ire limith empirical findings that
suggest that the degree of pass through is not synwoad. Whilst total pass through is
evident in the case of VAT increases, pass thraosigiartial or inexistent in the case
of VAT declines.

Of particular interest for the study of the redud&aT rate on restaurants is the case
of Portugal. When the VAT rate on restaurants imtiR@al was reduced by 5

percentage points, the degree of pass through meshsby the Copenhagen

Economics Study was estimated at a mere 19 per cent

3.2.2 The Impact on Demand and Production

The impact on demand and production will dependath the degree of pass through
as well as the price elasticity of demand. The @bpgen Economics Report
estimates demand elasticities for a number of secithese range from -1.94 in the
accommodation services to -0.18 for rental of hmgisin some cases the price
elasticity of demand was found to be insignificardifferent from zero. The food

category includes both restaurants and meals pé@arhome. This is estimated at -
0.42 and is statistically significant. Unfortungtethe elasticity with respect to

restaurants only is not estimated. Given that mpadpared at home are likely to be
price insensitive, demand for restaurants is likelyoe higher than 0.42 in absolute
terms. The study suggests that overall, the elpsfimr the standard leisure goods is
estimated at -0.3 and for the luxury goods it wasneated at -0.8. Demand for
restaurants can be classified anywhere withinrdmge.

3.2.3 The Impact on Employment
Clearly higher demand will increase output and daméor labour. However, the

demand elasticity for labour is likely to be lesart 1. Increased demand can also
trigger new capital investment or other producyieihhancing measures implying that
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labour demand may rise by less than the increasatput. The more labour intensive
an industry is the higher are the likely positiieeets on employment in the sector
resulting from the increase in output.

One should however note that the Report is basedpartial equilibrium analysis. In
a general equilibrium analysis, especially if thed®l imposes fiscal neutrality, the
overall impact on employment is likely to be less mossibly negative if the
employment gains in the sector subject to a redu¢éd rate is offset by
employment shedding in other sectors. This couiseabecause the measure itself
shifts demand away from (productive) sectors withigh VAT to (less productive)
sectors where VAT has been reduced. But more signily, under fiscal neutrality
conditions, the reduced VAT rate has to be accomegany an increase in other taxes
or an increase in the full rate of VAT. This carvéaegative consequences on the
economy in general and on employment.

The Copenhagen Economics Report indicates thaglsticity of labour demand to
output ranges from 0.3 to 0.7 in the short term @rfsl to 0.9 in the long term.
Interestingly, the restaurant sector has the higloeg term elasticity (0.9) and the
second highest short term elasticity (0.7) sugggsthat a reduction in VAT in
restaurants is likely to have significant employmeffects assuming full pass
through.

3.3 Conclusion

Empirical results suggest that the reduction in VIATestaurants in the EU Member
States in general is not likely to be passed thiaotally to the consumer. In case of
VAT reductions, the highest pass through estiméten/ed was 82 per cent in the
case of Sweden’s reduction of VAT on books in 20B2the closest case to the
scenario under consideration, the estimated passgh was 19 per cent. This will

significantly reduce the impact on output and dedndrhis will be partly offset by a

relatively high price elasticity of demand whiclopably ranges from -0.42 to -0.8.
This means that of the remainder of the price éfiduch is passed through to the
consumer, the restaurant sector will display amaimg highest output effect.

Moreover, because the restaurant sector is amoagobthe most labour intensive
sectors, it will also display a significant impaet employment. This is confirmed by
a relatively high output elasticity of labour derdawhich reaches 0.9 in the long
term.
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4. Analysing the Competitiveness Level of the Resteant Sector

Lowering of costs from the ‘producer’ end is nowvays reflected on the final price.

The extent of which any reduction is passed tocthvesumer depends largely on the
type of market structure the ‘firm’ is operating @hapter 3 of this study confirms

that market structures play an important role i likely pass through of a reduced
VAT on final goods prices. For such purpose, itnigortant to look closely at the

structure of the restaurants sector.

4.1 Brief Description of the Restaurant Sector

Unless otherwise stated, the restaurants and wgtseictor referred in this section is
loosely defined following the statistical nomenala NACE where they are classified
under Section H55.3. In Malta, this is made up ppraximately 1,500 outlets,

including outlets in hotels. Restaurants accountafo important part of the sector in
terms of both gross value added (GVA) and employnmiEme restaurant and catering
sector tends to be a relatively labour intensiveae In Malta the sector is heavily
dependent on tourism, so employment levels tentletseasonal. In addition, the
labour force is, on average, much younger anddktied than in other sectors, and
also employs a higher percentage of women. Additignrestaurants are generally
classified as micro-enterprises, with fewer thanptdsons employed. On average,
each restaurant and catering establishment inltheriploys around 5.4 employees.

4.2 Possible sources of Market Power

Market structures depend on various factors andiderable challenges are faced in
classification of markets. In economics, markete alassified according to the
structure of the industry serving the market. Industructure is categorized on the
basis of market structure variables which are betieto determine the extent and
characteristics of competition. Those variableschviiiave received the most attention
are number of buyers and sellers, extent of produbstitutability, costs, ease of
entry and exit, and the extent of mutual interdejeeice.

Market structure is important in that it affectsriket outcomes through its impact on
the motivations, opportunities and decisions ofneooic actors participating in the
market. In highly stylised examples, perfect contjpet and monopolistic
competition, where freedom of entry is possiblegesunormal profits are eliminated
in the long-run. On the other hand, in the caspupé monopoly, the impossibility of
entry ensures that super-profits are made. Thebi@ok models also illustrate the
importance of rivalry between existing firms, thdest of product differentiation and
the threat of substitution. Perhaps the best-kn@approach is the ‘five-forces’
approach, namely:

the intensity of rivalry among existing firms;
the threat of entry;

the threat of substitutes;

the power of buyers;

the power of suppliers

agkrwnhE
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A cursory glance at the restaurants market in Msltggests a competitive market,
resulting from the presumed intensity of rivalryarg restaurants and the free-entry
conditions. However, this can be misleading, as the markeprisbably more
characterised by monopolistic competition — with njhaseller of differentiated
products, both in terms of price and location. Tiizery important due to product
substitutability. Since the market definition isriha conditioned by non-static
consumer perceptions, it is difficult to ascertainether a market is characterised by
monopolistic competition.

4.3 Measurements of Market Power

Traditional proxies like price levels, concentrati@tios or profit margins often used
as measures of market power. All indicators haedr tbthort-comingsBearing these
caveats in mind, this section analyses the intgnaitd durability of observed
consumer prices as an indication of market strestuwhilst other indicators were
considered, availability of data exclusively fostaurant sector dictated our choice of
observed price movements as an indicator of passilalrket imperfections.

4.3.1 Observed Price Movement

Final prices of goods and services as measuredhbyHICP exhibit constant
variation, mainly resulting from the interactiondgmand and supply, from the prices
of ‘inputs’ and also reflecting policy changes ea&ongus to the control of the firm.
Chart 4.1 illustrates the price inflation for thestaurant sector from January 1999 to
June 2009 for Malta, Spain, Cyprus, Greece, andufgalk Those countries were
selected on the basis that they are similar to aalterms of development (measured
by PPS) and due the importance of the tourism séotaheir respective economy.
As can be noted from the chart, restaurant pricdglalta tended to exhibit marked
periodical changes, with an accentuated declinthatstart of 2003, probably as a
result of removal of levies on specific imports.idtalso notable, that the inflation
generated in the sector moved closely with thaisteged in the selected economies.
From mid-2007, the inflation tended to be highemtimost of the selected economies.
Given that a similar pattern was observed for fand electricity prices, which are an
important inputs to this industry, one cannot edelithe possibility that inflation
differential in the sector is unrelated to marketcture in the sector itself.

To resolve this issue it is important to look a¢ tisual relationship between the
restaurants prices and the prices of inputs (sgcfoad). This can provide useful
insights on the competitiveness of the market. Ch&;, shows the changes in prices
for the restaurants sector sub-index, the foodremdalcoholic beverages sub-index,
and electricity and gas sub-index. The data sugdblat changes in restaurant prices
are closely related to input prices, especiallyhwiie prices of food and beverages.
However, an element of price smoothing is also evidFor instance, the water and
electricity price increases in 2005 and 2006 werepassed on to consumer prices
whilst their reversal in 2007 and the beginning2008 were similarly not translated
into lower restaurant prices. This suggests thatitgants have some limited ability to
absorb changes in their input costs in profit masgi

% The free-entry condition is rather debatable in this sector due to the high fixed cost of entry,
mainly in the form of immovable property
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Chart 4.1: Annual HICP for Malta and Selected Econanies (COICOP 1111)
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4.4 Drawing inferences about Market Competitiveness

Although the hypothesis that market imperfectiomsstein the restaurant sector

cannot be excluded, it is difficult to obtain agse estimate of its degree. Despite the
presence of numerous operators in the sector, taitategree of market power is

present in the sector which allows operators toathen prices to a certain extent.

This is probably resulting from the fact that thearket is characterised by

differentiated products, both in terms of pricealjy of service and location.

17



Overall, the hypothesis of less than full pass4lgtoto final goods prices cannot be
refuted. This is also supported by the empiricatlence on the EU Member States
presented in Chapter 3. Given that it is impossibleletermine the exact degree of
pass-through likely to result in Malta followingr@moval of VAT on restaurants this
study will proceed by undertaking two different isagos, one with full pass through
and another scenario with partial pass through.
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5. Modelling the Reduction in VAT using SAMM

To analyse the economic impact of a reduction inMNWk restaurants, use was made
of the Structural Annualised Econometric Model Ktalta (SAMM) at the Economic
Policy Division (EPD) within the Ministry of Finae¢ the Economy and Investment.
SAMM is a Keynesian structural model incorporatmgre than 1,600 variables, 378
behavioural equations and 278 identity equationsviéw of its Keynesian nature,
output and employment is driven by demand. Theegftinis model is ideal for
analysing short- to medium term policy options likee proposed measure being
analysed.

One of the main attributes of SAMM is its ability ainalyse the impact of policy
measures on different industries. The model isdasean input/output structure and
is thus able to capture inter-industry linkageshie Maltese economy and multiplier
effects. This is the main benefit of using this mloés opposed to a partial
equilibrium analysis. At the same time, it can lmnsidered superior to an input
output model since it is able to capture bettertsteom behavioural effects related to
the final demand components. Its main drawbactsisability to capture supply-side
effects in the long run. Given that such effects mot expected to materialise in the
short to medium term, SAMM remains an ideal modeanalyse the impact of the
reduced VAT on restaurants.

5.1 The Expected Impact of the Reduction in VAT

Primary effects:

The immediate effect of the reduction in VAT ontaesants is to reduce prices of
restaurants for both domestic consumers and faistsu The impact on domestic
consumption and on exports will depend on the ieiastomponents of domestic and
foreign demand.

One would expect the domestic impact to be bigigan the impact on exports in the
short run on the assumption that domestic consuarerable to adjust consumption
patterns faster than tourists who are unlikely bange their plans for vacation
immediately as a result of a change in restauranes Also, one may contemplate
that domestic demand is more price elastic thaeidar demand simply because
domestic consumers are likely to be more awarbefrieasure than tourists.

The empirical literature analysed in Chapter 3 alsggests that the impact will vary
over time. The immediate impact will be limited qoasned to the effect of the
measure in the long term. This is due to diffenemte elasticity of demand in the
short term and the long term. The adjustment tong-term equilibrium will depend
on the error correction term in the export equatibime model suggests a relatively
slow adjustment to long term equilibrium.

The reduction in VAT is also likely to reduce thests of production for those

industries which make use of restaurants as ammeefdiate service. Other prices may
consequently decline, improving competitivenesstber sectors. However, most of
the impact will come from final demand componentsnely domestic consumption

and exports.
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Fig 5.1: The Impact of the Reduced VAT Rate in Reaurants in SAMM
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Secondary effects:

Because one of the main effects of the reductioVAT on restaurants is on the
tourism sector (at least in the long-term), theagigant multiplier effects involved are
likely to be an important consideration in this lgss. Sectors which are highly
dependent on tourism are expected to be affected pusitively. These are likely to
include agriculture, food and beverages, wholesald retail sector, hotels, and
transport.

Third round effects:

Higher output and lower costs of production areeljikto increase profit margins
particularly in the hotels and restaurants sedtbgher output will also result in
higher employment and therefore an increase i wages paid in the economy. The
model assumes that average wages do not rise @sshenption that there are enough
unemployed resources in the economy. This is aonedde assumption especially
during the crisis. Higher profits which are thestdbuted to shareholders and higher
wages paid in the economy as a result of the iserea employment will raise
aggregate household disposable income. This willrim have a further positive effect
on domestic consumption through the income eflegborts will also rise as a result
of the higher domestic and foreign consumptiontlyaffsetting some of the positive
effects on the economy.

20



All these changes will also affect public financBgectly as a result of the reduction
in VAT on restaurants, Government will have to tyé/AT revenue. Estimates by
the Ministry of Finance based on 2008 data inditlaée this direct impact would be
roughly EUR 32 million. If allowance is made fortleffect of the recession in 2009,
the tax base in 2010 is likely to be less due teeloexpenditure by Maltese and
tourists. EPD estimates that in 2009 the tax baeareduced by 10 per cénaind
recover slightly by around 1.5 per cent in 2010.2Aesult of a lower tax base, the
direct impact of the reduced VAT on restaurantesemated at EUR 30 million in
2010.

The total impact on public finances is likely to less than EUR 30 million due to
some claw back resulting from the positive effe€ttloe measure on economic
activity. This will primarily include:

1. higher VAT revenue resulting from increased constionpof other goods and
services as a result of the increase in househspesiable income;
2. higher income tax and NI revenue as a result ofrtbieease in employment;
3. higher income tax as a result of the higher prdfigsthe sectors which are
positively affected by the measure;
4. higher revenue from import duties as a result efititreased consumption

5.2 Limitations and Further Considerations

To ensure that there is direct and separate fekdb@m restaurant prices to tourism
earnings it was necessary to tailor the model lpporporating restaurant prices
directly in the tourism earnings equation. Theréitare review suggests that it is very
important to ensure that the correct partial etagtiis used. For this purpose, a
separate studywas undertaken in order to estimate the respomssgeof tourism
earnings to restaurant prices, other prices remginnchanged. The partial elasticity
estimate from this study was incorporated in thedehdo ensure that the model
captures only the responsiveness of tourism easrtm@ change in the specific price
of restaurants and not the responsiveness to aegajg tourism price change with
which the model was originally designed.

The partial equilibrium analysis was carried outings an error correction
specification. The results of this analysis aretltymselves important in their own
right. Different specifications of the model welsaatested. It is beyond the scope of
this report to enter into the specific details béde estimations. However some
important conclusions are worth highlighting.

First of all it is evident that, in line with SAMMstimates and in line with various

international and local studies on tourism, demiands to be price elastic. The (long-
run) elasticity with respect to the aggregate &iysrice was estimated at -1.13 on the
basis of quarterly data.

Secondly and more directly related to the scophisfanalysis, when different prices
of various components of tourist expenditure weseduin the export equation, rather

% This is roughly in line with the decline in tourisearnings evident in the first half of 2009.
* Appendix 2 includes the results of this partialiégrium analysis.
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than a single average price of tourism, the eli#gtaf tourist demand to the price of

restaurants was estimated to range from -0.56 f62-@epending on the model

specification utilised. Therefore, the elasticitithmwespect to the price of restaurants
only is less than unitary. The most reliable magieigests a price elasticity of -0.65
and this was imposed directly in SAMM. It is alspportant to note that this is the

elasticity of total tourist expenditure to the jriaf restaurants and not the elasticity of
tourist expenditure on restaurants to its own price

Thirdly, the error correction models (including thguation in SAMM) reveal that the

price of restaurants has no significant direct ingaon tourism earnings in the short
term, but only in the long term. This conforms tdernational studies analysed in
Chapter 2. Moreover, the error correction teoh-0.24 suggests that the adjustment
to long term fundamentals is relatively slow. Timgplies that the beneficial effect of

this measure on tourism will not materialise imnagely, probably after 2010.

This does not apply to domestic expenditure. Ia taise, the price of restaurants is a
significant determinant in both the short term #mel long term, as evidenced by the
statistical significance of the coefficients on firece variables. The partial elasticities
are also higher in the domestic expenditure equadithough these are not strictly
comparable. Whereas the domestic equation refeexgenditure in restaurants and
hotels only, the tourism equation refers to tavakrism expenditure inclusive of hotels
and restaurants and other tourist expenditure caeis. Therefore, the immediate
benefit of this measure will mostly come from doti,esonsumption and only
gradually will foreign demand adjust to this measurhis is in line with a-priori
expectations.

Another limitation of the model is the lack of gpaeate category for restaurants and
one for hotels. As a macroeconomic model desigodorecast the macroeconomic
variables, restaurants and hotels in SAMM are aamadged in line with national
accounts data. Therefore, in model terms it waessary to model the decline in
VAT on restaurants and hotel services altogetheraAesult, the shock imposed on
the model (i.e. the VAT reduction) had to be scaledn in line with an estimated
proportion of expenditure going to restaurants only

Another important consideration relates to competitess. The model assumes that
other competitor countries do not adjust their Véstes. If this were to be the case,
relative prices of tourism will not be affected amdst of the benefits resulting from
competitiveness gains will not result. The only d&f@s will come from domestic
sources which are assumed to be imperfect sulestitiat the provision of catering
services abroad. It is important to note that inpetitor countries also reduce their
VAT, the negative budgetary impact will be evengéar since it will not be
compensated by the beneficial effects of the measmithe economy.

® The error correction term represents the speadjostment to long term equilibrium. A coefficient
of -0.5, for instance, means that 50 per cent@ftiort-run disequilibrium between what happens
immediately following a change in the explanatoayiable, and what should eventually happen in the
long-run is corrected in the next period. Furtt per cent) corrections are made until long-run
equilibrium is achieved. The higher the absolki® of the error correction term, the faster the
adjustment to long-term equilibrium.

® This estimate refers to the partial equilibriurtireates. In SAMM, the error correction term is
slightly higher and is estimated at -0.48. The sijient to long-term fundamentals is thus slightly
faster in SAMM.
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Also one has to contemplate the consequences oimpdé¢menting this measure if
our competitors are doing so. In that case thdtsesiill be the opposite. The positive
effect on the economy would be reversed and Mattaldvilose competitiveness in
tourism. Moreover, although the budgetary impaculde less, government would
still collect lower revenue as a result of the riegaimpact on the economy from the
lower external demand.

It was deemed important, in line with the termseférence of this exercise, to ensure
that the baseline replicates a recessionary scerfanecessionary scenario for 2009
was therefore included in the baseline forecasth, arecovery in 2010 and 2011.

Finally, it is worth highlighting that the modelsasnes that the reduction in VAT is
completely passed through to the final price andlugles the possibility that
restaurants maintain prices at their current levélss would effectively mean that
Government would have to incur the highest budgetarsts since the economy
would at best be unaffected positively and at waff#cted negatively if competitor
countries reduce their VAT rates and pass throbgheduction in their prices.

It is important to note that the higher the levehwarket imperfections and the lower
the pass through to final prices, the lower willthe expected positive impact and the
higher will be the negative budgetary impact. Ingtrstudies could not determine the
extent to which the VAT reduction will translatetara lower final pricé This could
range from no pass-through to total pass-throutfioagjh both extremes are unlikely.
Therefore, in order to aid policymakers it was @seey to model the policy under
different assumed pass-through levels.

5.3 Results from the Baseline Scenario

What follows is an analysis of the main resultste baseline scenario representing
the impact of the reduced VAT rate on restaurastiming full pass-through and
competitiveness gains (i.e. Malta’s competitorsndd revise their VAT downwards
accordingly). As expected, and given the assumptions under #selibe scenario, the
reduction of the VAT on restaurants is expectedhdwe a beneficial impact on economic
growth, employment and inflation and a negativeantmn public finances.

At 0.2 percentage points above the baseline fotettas positive economic impact in
2010 is marginal. As indicated in Table 5.1, thereenic growth expected in 2010 is
mainly coming from domestic demand, mainly consgtof demand for restaurants
and hotels by Maltese consumers. The impact onrexp® marginal in 2010. The
impact on total employment is also marginal in tingt year. Employment tends to
respond with a lag such that most of the employnmapact will not be observed in
the first year of implementation.

" Market imperfections are typically characterisgdsignificant profit margins and low price elasiyci
of demand. Internal estimates suggests that wittofit margin of 30 per cent, the negative price
elasticity of demand has to exceed 3.7(in absaértes) for an operator to be indifferent between
reducing the price in line with the VAT reductionatherwise. A profit margin of 30 per cent is
however indicative of a significant degree of maikgperfections such that the price elasticity of
demand is likely to be less than 3.7 in absolut@se This suggests that it is very unlikely thdl fiass
through to final goods prices will materialise.
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Table 5.1 Economic Impact of Proposed Reduction in VAT on Restaurants:
Baseline Scenario
(in Percentage Points over Baseline Growth)

Full Pass Through

Scenario 1

2010 2011

Gross Domestic Product 0.2 0.6
Private Consumption 0.2 0.5
of which Expenditure by Maltese in Restaurants and Hotels 55 :
Investment : 0.4
Exports 0.1 0.6
of which Tourism Earnings (Real) 0.9 5.6
Imports : 0.4
Employment : 200
Real Household Disposable Income 0.6 0.4
Inflation (RPI) -0.3 -0.1
Public Finances -29.0 -23.0
of which VAT -29.3 -26.7
of which Taxes on Income : 2.0

In 2010, the direct impact of the measure on VAVereie is estimated at EUR 30
million®. However, because of some claw back from the higemestic
consumption, the revenue loss from VAT will be E@B.3 million. Further claw
back from other revenue sources lead to a totahainpn public finances of EUR 29
million® in 2010. One should note that data for 2008 fréva YAT department
suggests that the total fiscal impact of the measirould be EUR 32 million.
However, when allowance is made for the recessior2009 and the marginal
recovery expected in 2010, the impact is estiméywdEPD to be around EUR 30
million. Thus as a result of the recession, Govemimrevenue from VAT on
restaurants is estimated to be EUR 2 million less.

The main positive impact of the measure resul®0ihl, with GDP growth expected
to rise by 0.6 percentage points above the basdliost of this increase is coming
from exports, as a result of the gradual increageurist expenditure, estimated at 5.6

® The model indicated a total impact of EUR 31 milli This is close to the EUR 30 million estimated
from VAT data obtained from the VAT Department. Base the figure is very close, there was no
need to recalibrate the model (which would havaiced the positive economic impact by an
insignificant amount). However, for the sake ofrita the results on public finances reported in
Table5.1 is the adjusted impact, calibrated totA& database, but inclusive of the economic impact
on public finances derived directly from the model.

° In meetings held with operators, it was suggettatian element of VAT evasion may be reduced.
This could not be tested with the model and isdftee excluded from these results. Due to data
constraints, a reliable estimate could not be miedernal rough estimates (documented in Appendix
3), suggest that under certain conditions thid&camount to between EUR 0.2 million to EUR 0.9
million. These estimates are being including onlg ¢b the operators’ request. In any case, even if
they materialize, they are marginal and will na¢athe main conclusions of this study.

24



percentage points above the baseline forecastsinthease in tourism earnings and
the increase in expenditure by Maltese in restdsrbead to higher output in the
Maltese economy. Because of the inter-industryagds, a number of sectors will
benefit from this measure. These are illustrate@iahle 5.2. As expected, apart from
the restaurants and hotel sector, the main beagési will be the agriculture sector,
food and beverages sector and the wholesale amtigettor. Othebeneficiaries will
include financial and other services, a numbertbéomanufacturing concerns, and
the transport and communications sector.

Overall, profits in the restaurants and hotel seate around 1.8 per cent higher than
the baseline forecasts by 2011. The policy undesideration will also raise total
employment by around 200 over the baseline fore€agoth the higher profits and
the increase in wages and salaries will resulthigher household disposable income,
which induces further increases in domestic consiompevels. Higher output will
also raise investment expenditure by 0.4 percertages above the baseline forecast
growth.

Because of the positive economic impact in the yaelfowing the implementation of
the measure, Government is expected to recoveheiurfrom the lost revenue
observed in the first year. The model estimateg, tbampared to the baseline
forecasts, the fiscal balance will be EUR 23 millitess. This means that the
Government will recover a further EUR 6 million 2011 as a result of the positive
economic impact. More than half of this recoveryc@ning from the claw back in
VAT resulting from higher expenditure. Higher impowill also result in higher tax
revenue. In addition, a further EUR 2 million ixogered in 2011 from taxes on
income as a result of higher employment and prigitels. At the same time,
government expenditure will increase mainly as sulteof the higher interest
payments on government debt as the deficit incee@ase2010 as a result of the
measure. This is estimated at around EUR 1 million.

Table 5.2 Industries Significantly Affected by Prop  osal

Impact on Real Output
(in PP over Baseline Growth)

2010 2011
Agriculture 0.8 3.1
Food and Beverages 0.4 2.6
Other Manufacturing 0.2 0.5
Wholesale and Retail 0.1 0.8
Hotels and Catering 3.3 3.0
Transport, storage and communications 0.2 0.4
Financial Services 0.2 0.6
Other Services : 0.4

%1n line with the Keynesian framework underlying tinodel, the total employment impact estimated
by the model assumes a number of frictions indbelir market including labour adjustment costs. If
such frictions were to be hypothetically removechpéetely, say due to recent reforms which may
have increased flexibility in the labour marketchaf the envelope calculations suggest that this
figure could rise to 400 in the hotels and restaigraector only.
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Table 5.3 Economic Impact of Proposed Reduction in VAT on Restaurants:
Partial Pass Through Scenario
(in Percentage Points over Baseline Growth)

50% Pass Through

Scenario 2
2010 2011
Gross Domestic Product 0.1 0.3
Private Consumption 0.1 0.3
Investment : 0.2
Exports 0.1 0.3
Imports : 0.2
Employment : 100
Real Household Disposable Income 0.3 0.2
Inflation (RPI) -0.2
Public Finances -25.0 -22.0

5.4 The Pass Through to Final Goods Prices

The results analysed above are conditional onatieer optimistic assumption of full
pass-through to final goods prices. Whilst the exiggree of pass through cannot be
determined, empirical studies on similar measudep®ed in other countries indicate
that the degree of pass through was not full. Int&groduct differentiation in the
sector gives some market power to a number of uestés which will increase the
likelihood of no pass-through by these restaurakiswever in other types of
restaurants or in certain areas, competition maguo that restaurants are forced to
reduce their prices. Thus, whilst this report doesattempt to estimate the degree of
pass-through one should keep in mind that full ypassugh is unlikely. In order to
guide policymakers, an alternative scenario withiglgpass through is provided. This
is illustrated in Table 5.3.

As expected, the positive economic impact fromghmposed measure is reduced in
proportion to the pass through. With a 50 per gass through, prices in restaurants
are not reduced by the full amount of the VAT rddut Initially government loses
the same amount of government revenue from VAT. Betause the positive
economic impact is reduced accordingly, the clawkbhy government is also
reduced. This could however be partly offset byhbrgcorporate tax revenue if the
lack of pass-through leads to an increase in adowurprofits declared for tax
purpose.
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Table 5.4 Economic Impact of Proposed Reduction in VAT on Restaurants:
Competitiveness Scenarios
(in Percentage Points over Baseline Growth)

No Export Competitive Export Competitiveness

Gain Loss

Scenario 3.1 Scenario 3.2

2010 2011 2010 2011

Gross Domestic Product 0.1 0.1 -0.1 -0.4

Private Consumption 0.2 0.3 : -0.2

Investment : 0.2 : -0.2

Exports : : -0.1 -0.5

of which Tourism Earnings

(Real) : : -0.9 -5.4

Imports : 0.1 : -0.2

Employment : : -25 -190

Real Household Disposable

Income 0.5 0.1 -0.1 -0.3
Inflation (RPI) -0.3

Public Finances -30.0 -29.8 -1.0 -8.0

Overall, EPD estimates that the impact on the budggcit will remain a significant
EUR 25 million in 2016". The claw back of EUR 6 million measured in thedlime
scenario is also reduced by half, such that by 28&limpact on public finances is
roughly the same as that under the baseline scefestimated at EUR 22 million less
than the baseline forecast). In effect, the opmpartucost under the partial pass
through scenario has increased, with a lower p@sdgconomic impact coming out of
each additional Euro of revenue foregone by theeBowment.

5.5 Sensitivity of the Results to Competitors’ Streegies

As highlighted in this report, the impact of thelueed VAT measure will not only
depend on the pass-through but also on what Mattais competitors in the tourism
sector will do. In order to test the sensitivity tble results to different competitive
strategies, two alternative scenarios were testéd first scenario involves the
possibility that both Malta and its Competitorsued their VAT and restaurant prices
proportionately such that Malta does not gain ekpmmpetitiveness from the
measure. This scenatrio is still expected to giv@tpe results, stemming mainly from

! This estimate, assumes that the lack of passghruaiil be translated into higher profit margins by
the restaurants sector. It is assumed that thdsbantiotally declared and taxed under the maximum
rate of 35 per cent, such that Government will vecsome of the lost revenue. The degree of claw
back from higher profits is probably overestimatie to possible under declaration of earnings and/o
due to small businesses (self employed) which pbspay a lower effective tax rate on their income
than the maximum rate of 35 per cent.
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domestic demand which is assumed to be an impestdzdtitute to expenditure in
restaurants abroad. The second scenario testsaafieevehereby Malta’s competitors
reduce their VAT rate whilst Malta does not. Thesthe competitive loss scenario.
Table 5.4 summarises the results.

As expected, the positive economic impact of theasuee is reduced considerably if
export competitive gains do not materialise as aetitgrs reduce their VAT as well.
The only positive impact stems from the domestict@e Moreover, because the
economic benefits are limited to the domestic deianly, the impact on public
finances is even worse when compared to the basstianario. Compared with the
full pass through baseline scenario, public finagrsbeteriorate by an additional EUR 1
million in 2010 to a total budgetary impact of EUB® million. But the major
discrepancy is evident in 2011 where the policynsst effective in economic terms
under the baseline scenario. Under the no comyiigiss gain scenario, the claw
back is marginal. Therefore, the budgetary impantains significantly high even in
the year following implementation of the measure.

Clearly this is a worst case scenario where theatnegy budgetary impact is at its
highest whilst the positive economic impact istatlowest. Does this imply that if

Malta suspects that competitors will reduce theiT\fates, it should not do the same
because the limited economic benefits would natifyughe significant fiscal costs?

The answer depends on the results of the seconthrszevhere Malta does not
reduce its VAT rate against the strategy of its petitors. This is illustrated in the

matrix below where the upper left corner of eacladyant shows the impact on
economic growth whilst the lower right corner ofclkeaguadrant shows the fiscal
impact:

Competitors

reduce VAT Do not Reduce VAT
Economic Economic
. Impact Impact
<>E 0.1;0.1 0.2; 0.6
4 Fiscal Fiscal
é Impact Impact
8 o -30; -29.8 -29; -23
S Q Economic Economic
3 Impact Impact
¢ | -0.1;-04 0;0
2 Fiscal Fiscal
A Impact Impact
8% -1;-8 0;0
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In this case, the economic impact is expected todgative since Malta would have
lost export competitiveness. But because the doemssttor is not fully affected by
the loss in external competitiveness, the impacthaf scenario is not exactly the
opposite of the baseline scenario. But at -0.héedecond year, the negative impact
on the economy of the loss in competitiveness igmbe dismissed.

In this case, the Government would still experieaaeterioration in public finances
of EUR 1 million in 2010 and EUR 8 million in 20EVen though VAT has not been
reduced. Thus, whilst the cost to the Governmentadffollowing its competitors is

less, the negative impact on the economy is nagnificant. Around 200 jobs are lost
as a result of the loss in competitiveness.

Given that there is still a negative budgetary £asthe Government does not reduce
the VAT if Malta’s competitors reduce theirs (assognfull pass through), it is valid
to argue that the real net costs to Governmentedlging VAT in line with
competitors is really the difference between thtesescenarios. To put it differently,
when competitors reduce their VAT, the Governmeotsés roughly EUR 8 million
by 2011 irrespective of its decision to reduce VA restaurants or otherwise. If
Government then decides to reduce the VAT in lini \wompetitors, it will incur a
further budgetary loss of EUR 21.8 million.

Indeed the real net budgetary costs of reducing V&N competitors equally reduce
theirs, is roughly the same as the baseline saen@mmilarly, the net benefit to the
economy is the difference between the two scenanibgh is roughly 0.6 percentage
points in terms of GDP growth. This is the saméhadaseline scenario. This implies
that the Government’s decision to implement thissoee or otherwise does not need
to be conditional on what competitors will do butwhether Government is prepared
to forego around EUR 23 million over a two-yearipérto gain an additional 0.6
percentage points of GDP over the baseline groatthaver the same period.

5.6 Fiscal Sustainability

A central theme common in this analysis is the ifant impact of the proposed
measure on public finances. Although it is beydmel scope of this report to analyse
whether Government can afford the fiscal cost @ theasure, from an economic
point of view it is deemed appropriate to consithe implied opportunity cost to
society of the reduction in VAT on restaurants. (itee opportunity cost of the policy
measure being contemplated versus the opportumisy of an alternative policy
option). What follows is a scenario which ensureat tthe reduction in VAT is
followed by an opposite fiscal measure which ersupeidget neutrality. This
hypothetical scenario is only meant for illustratipurposes and to understand better
the dynamics of the policy under considerationislipurely illustrative and not a
policy recommendation.

The results of this scenario depend on the pofigylemented to counter the negative
fiscal impact of the proposed reduction in VAT astaurants. Various options are
available from an increase in income tax, natiomslurance, other taxes or a
reduction in government expenditure. It is importém understand that the results
depend on the policy chosen and different poliacidsgive different results. For the

purpose of this illustration, it was decided to useome tax to counteract the
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measure. Moreover, it was decided to limit the éase in income tax to personal
income, thus leaving the maximum rate of 35 pet charged on retained corporate
profits unchanged.

It is important to note that income tax is a distorary tax that will not simply
redistribute income but will also have a negatiffea on the allocation of resources
in the production process, individual preferencesork and leisure, investment
decisions and the allocation of income between wmpsion and savings. Ultimately,
it will affect economic growth. One could have cemplated non-distortionary taxes
or expenditure as an alternative illustration. leotax was chosen simply because it
is easy to model. Also, given the recent revisionthe income tax bands in the last
few years, it would be interesting to note the ekte which these would have to be
reversed in order to finance this policy. Alsongsincome tax is easily understood by
economic operators who can easily relate the padidizeir personal income.

Two different scenarios are being proposed. In fir scenario income tax is
increased so that the reduction in VAT is completetutralised in 2010. In the
second scenario, fiscal neutrality is achieved ngradually over two years. It is
important to note that since the main economic fiené the policy occurs in the
second year, trying to achieve budget neutralitynadiately in the first year is
expected to lead to a net negative impact on tbaauy during that year. Whilst the
negative effect of the income tax increase takasepimmediately, the benefits of the
VAT reduction occur gradually. Therefore, as expdctscenario 5.1 suggests that
achieving fiscal neutrality in 2010 completely @&fs the positive impact of the policy
under consideration. Also because the fiscal impadhe VAT reduction is at its
maximum in the first year (the claw back is mar@inthe increase in income tax
necessary to offset the VAT reduction needs toigeeh.

According to the model estimates, the average irctar rate will have to rise by
more than 2 per cent of personal income. Thus,ilfostration purposes, on a
household income of say EUR 25,000 per annum, @ease in income tax of around
EUR 500 would be required in order to offset theTviduction.

As shown in scenario 4.1, this would effectivelypwiout the positive impact of the
VAT reduction and lead to a further negative impatthe economy equivalent to 0.6
percentage points of GDP growth. In the second,yssane of this negative effect is
recovered as the reduction in VAT on restauraritssto exert a more positive effect
on the economy. But even by the second year foligwinplementation, the economy
is still smaller than it would have been under iaseline forecasts. Clearly, such a
move would not be beneficial to the economy. Howetleis hypothetical scenario
suggests that if Government can afford to foregdRE29 million in 2010 and would
like the economic benefits to accrue immediately tie first year of policy
implementation, it would be better off with an imee tax reduction of the same
amount than the proposed measure.

This does not mean that the policy is ineffectiVee results also show that even
under the restrictive assumption of immediate budgeutrality, the impact on

tourism sector remains positive. But when considethe general overall economic
effect it does not occur fast enough such thabtrexall economic impact in the first
year of implementation is negative under theseiotise assumptions.
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Table 5.5 Economic Impact of Proposed Reduction in VAT on Restaurants:
Balanced Budget Scenarios
(in Percentage Points over Baseline Growth)

2010 Balanced Budget 2011 Balanced Budget

Scenario 4.1 Scenario 4.2
2010 2011 2010 2011
Gross Domestic Product -0.6 0.4 : 0.1
Private Consumption -1.4 0.1 -0.2 -0.5
Investment -0.4 0.4 -0.1 0.3
Exports : 0.5 0.1 0.5
of which Tourism Earnings (Real) 0.3 5.1 0.8 5.1
Imports -0.5 0.1 -0.1 :
Employment -280 -290 -60 -75
Real Household Disposable Income -1.3 0.3 0.1 -0.6
Inflation (RPI) -0.3 : -0.3
Public Finances : 5.0 -23.0 :
of which VAT -37.0 -36.0 -32.0 -33.0
of which Taxes on Income 42.0 43.0 10.0 35.0

To test further the effectiveness of the policy ema balanced budget scenario,
Scenario 4.2 tackles this problem in a dynamicdlifferent manner. Since the
effectiveness of this policy does not materialiseniediately, it is counterproductive
to ensure budget neutrality in the first year. Bfi@re, scenario 4.2 is designed such
that budget neutrality is achieved gradually ovawa year period whilst ensuring
that the gradual increase in income tax does riettatconomic growth negatively in
the first year. Under this scenario, the negati#enemic impact of the increase in
income tax is completely offset by the reduced ViATthe first year. In the second
year, income tax will rise further to ensure budgetitrality. However, because the
economic benefits of the VAT reduction start toesgthen, the overall economic
impact remains marginally positive.

In this case, the policy is marginally more effeetthan a reduction in income tax.
Under this scenario, the increase in income taxessary to balance the budget is of
around 1.7 per cent of income. Thus by the secaad, ya household earning EUR
25,000 would be paying EUR 425 per annum more ¢onme tax in order to finance
the VAT reduction under a balanced budget scenblitovever, under this scenario,
most of the positive effect of the VAT reductioneisoded such that the net economic
benefit is estimated at a marginal 0.1 percentagagpof GDP growth.
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6. Conclusion

Clearly, for the policy to be economically effe@jvGovernment would have to be
prepared to forego much of the lost VAT revenuer @avperiod longer than one year.
The simulations suggest that the positive econoimigact could be significant,
especially on the tourism sector if Governmentresppred to absorb the fiscal cost.
However the positive economic impact will take titee materialise and would be
significantly undermined if full pass-through istrensured. Experience from other
countries shows that full pass through is unlikelyhe case of a tax reduction. This
implies that unless a mechanism is contemplateghsoire a significant pass through,
the (general) economic benefits will be partiallympromised whilst the financial
repercussions to the government will remain reédyiwnigh.

Under the assumption of full pass through econogrowth improves by 0.2
percentage points in the year of implementation @r&d percentage points in the
second year. The opportunity cost of this policyneeasured by the fiscal impact is
estimated at EUR 23 million within two years follmg the proposed reduction. If we
assume half the pass through, the economic imgacoughly halved whilst the
opportunity cost after two years remains a sigarfitcEUR 22 million.

The simulations also indicate which sectors of kaltese economy are likely to
benefit from this proposal. The tourism sectorfipatarly restaurants and hotels will
be the main beneficiaries of this policy. Howevecduse of inter industry linkages
with tourism, other sector benefit, namely agrigtdt food and beverages, and the
wholesale and retail sector. A positive impactlgabserved in a number of other
manufacturing concerns, transport storage and conwations, financial
intermediation and other service industries.

The results also show that whilst the action oftilalmain competitors in tourism is
also relevant when considering the impact of thisasure, the opportunity cost
relative to the economic benefits remain irrespectif competitors’ strategies.

The simulations suggest that this policy is effexths long as Government is prepared
to endure the fiscal cost. Under a strict budgetnaéscenario where the revenue loss
is recovered fully in the year of implementatione tpolicy can become ineffective.
The scenario suggests that an equivalent incomesthuction can be more effective,
less costly to the government and its impact isemommediate. If however, the
Government is able to withstand the negative butgdampact for longer than one
year, the policy becomes more effective after teeosd year than an equivalent
income tax reduction. However, the differencekslly to be marginal.

Also, one has to consider the limitations of thisalgsis with regards to the
opportunity cost involved. In this report we havéeetively considered one
hypothetical alternative — a reduction in income. #&/e have not considered other
alternatives.

A possible alternative, for instance, would be rerease in investment expenditure,
possibly in the tourism sector. Because investnseliitely to have a higher multiplier
effect than a tax reduction, the opportunity cdsthe VAT reduction may be even
higher than the opportunity cost evident in thedtiiptical example of a reduction in
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income tax explored in this report. Moreover, irtw@ant in the tourism sector may be
an effective means of attaining Malta’s goal in therism sector of attracting higher
spending tourists and thus pushing the tourisnmoséctvards the higher value added
chain. These considerations are beyond the scopleisofeport but should play an
important element in the decision-making process.
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Appendix 1: MHRA Proposed Terms of Reference

Government has stated that a reduction in VAT frb&% to 5% will cost the
economy circa 32 million euros in loss of earningsis not clear how Government
has calculated this figure and it is assumed thatfigure was derived on the basis of
the annual average receipts of VAT on restaurdetsae. that this figure represents
the forfeiture of the VAT element amounting to th&%. These terms of reference
are being proposed so that an objective and unbasalysis of the overall economic
impact is conducted in the event that a reductioAT from the current 18% to 5%
is applied.

The proposed T.0O.R. should aim at measuring thenetaaffect of a 13% reduction

on the current applied VAT rate of 18% taking imtocount compensating factors
which would offset the loss of revenue earnings@amvernment. MHRA believes

that in the current scenario, i.e. with 18% VATKkelihood is that Government

revenue derived from food sales will continue tih fand that a reduction in VAT as

proposed can reverse this trend, as it will stineulacreased spending especially in
current market conditions which are fiercely préiréven, both in terms of domestic

and as well as tourist spend. This assessmentalgt serve the purpose of
understanding better the dynamics of the sectoritandost structures and will also
acquire other important information which to dagenain unavailable.

Terms of Reference to be applied in the Calculatiorof the Real Reduction in
VAT Revenues

1. The exercise is to be limited to MTA licensed daigrestablishments,
which total to approximately 1,500 outlets as wal the various
restaurants and catering outlets in hotels. Otl&il outlets are to be
excluded.

2. VAT revenues must be established for at leastabe20 months in order
to be able to analyze the rate of decline in reesnn recent months when
compared to the same months last year. Additiorthky study needs to
establish the loss of VAT for Government as a testilthis decline in
sales. The study also needs to calculate the ddtineverage sales in
relation to food sales, as this will also have mpact on the collected
VAT.

3. ltis important to establish correctly the empl@mnlevels of this sector.
This sector employs a very high percentage of {pae-employment and
consequently it is imperative that employment Isweke into account the
full-time equivalent. Without any doubt, this sacthas reduced the
employment levels over recent months, and will ntigsty continue to do
so in the coming months. The study needs to asBessost of these job
losses to the economy.

4. It is also important to establish the effect fajlimevenue has on

employment levels in order to establish the ratid eelationship between
the two.
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5.

As member states may choose to apply this redueiibier on food only,
or also on non-alcoholic beverages, or even orbelerages including
alcoholic beverages, the study should report theltiag economic impact
in all three scenarios.

The correct methodology must be employed with abtedng
establishments so as to identify the real proportb restaurant services
within their VAT contribution, as opposed to othmn-restaurant related
services which at times are also included withenghme VAT returns.

Terms of Reference to be applied in the Calculatioof the Advantages Resulting
from the Reduction.

1.

It is important to measure the positive impactducgion in VAT will have

on Malta’'s competitiveness with regards to otheurigd destinations.
Currently Malta is the EU country in the entire Medanean region with
the highest VAT rate. As restaurants form a vei@ment of a tourist’s
stay and overall spend, this reduction would carsidly increase Malta’s
attractiveness as a tourist destination.

The price elasticity on demand. The study mustbdish to what extent a
reduction in VAT by 13% can stimulate increasednsiigg on food and
beverage sales.

The positive economic impact resulting from the réase in local
purchasing power should also be established.

The considerable strengthening of the restauraribise employment, and
the uncertainty which this sector is facing duethie current negative
situation also needs to be looked into. The retardf employment levels
will maintain income tax, social security and othelated contributions for
Government, as opposed to claims for social benefit

The multiplier effect on other industries such igedrmen and fish farms,

agriculture, cleaning industry, importers, beveragaducers, hard & soft

furnishings providers, etc, as a result of streagiing the restaurant sector,
also needs to be taken into account.

The ensuing reduction of black/grey economy throagmuch smaller
perceived saving through under-declaration. Alspeatpr fiscal
transparency through the separation of food anérage sales.

The decrease in our inflation is another positaxdr.

The positive social impact and increase and inergastandard of living,
inducing a higher average spent in dining out artdréainment.

The added stability of restaurant profit marginsuteng in additional
investment and increased quality service levels.
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10.The public ‘feel-good’ factor resulting from such economic stimulus.

Terms of Reference to be applied Resulting in othe€onclusions of a General

Nature

The study should also:

1.

Serve as a model to help measure the real impdatnagnitude of this
sector.

Aim to establish cost structures, seasonality aladsftype issues
associated with the restaurant sector.

Distinguish domestic spend to tourist spend.

Distinguish between VAT collected from restauramstisack bars and
hotel-based restaurants.

Establish the extent of vulnerability this sedsubject to as a result
of the erosion of profits, and the consequentigjatige repercussions
this will have on the economy, which could be reeerby a reduction
the VAT.

37



Appendix 2: Partial Equilibrium Analysis of Tourism Earnings

The following are the results of the long run tstexpenditure (X_TOUR) function
regressed on foreign income (WGDPT) and an aggeegairist price (XP_TOUR).
All variables are in logs such that the coefficgergpresent elasticity estimates.

Dependent Variable: X_TOUR
Method: Least Squares

Date: 09/14/09 Time: 11:04
Sample: 1996:1 2008:4
Included observations: 52

Variable Coefficient  Std. Error t-Statistic Prob.

C 7.523163  2.606934  2.885828  0.0059

WGDPT 0.635772  0.433123  1.467878  0.1489

DQ2 0.611872  0.037570  16.28635  0.0000

DQ3 1.067995 0.037108 28.78069  0.0000

DQ4 0.413799  0.036795  11.24601  0.0000
XP_TOUR -1.134518  0.220126 -5.153946  0.0000
R-squared 0.950361 Mean dependent var 11.97257
Adjusted R-squared 0.944965 S.D. dependent var 0.384600
S.E. of regression 0.090225 Akaike info criterion -1.864850
Sum squared resid 0.374467  Schwarz criterion -1.639706
Log likelihood 54.48610 F-statistic 176.1377
Durbin-Watson stat 2.407470 Prob(F-statistic) 0.000000

The following are the results of the long run tstexpenditure (X_TOUR) function
regressed on foreign income (WGDPT) and a sepatatgist price for
accommodation (P_ACC) and the cost of eating outestaurants (P_RES). The
model presented below was chosen among a set ef alternative models on the
basis of statistical tests. Also, tests for coiraéign following the Engle-Granger
methodology were carried out in order to test tyygolthesis of cointegration which is
a prerequisite for use of the error correction nhodibe tests confirm a long-term
relationship between tourism earnings, foreign mepprices of accommodation and
price of restaurants.

Dependent Variable: X_TOUR
Method: Least Squares

Date: 09/18/09 Time: 10:36
Sample: 1996:1 2008:4
Included observations: 52

Variable Coefficient ~ Std. Error t-Statistic Prob.

C 12.61785  2.070137  6.095174  0.0000

WGDPT 0.577299  0.466188  1.238341  0.2220

DQ2 0.578819  0.039460 14.66845  0.0000

DQ3 1.025888  0.040546  25.30190  0.0000

DQ4 0.396912  0.037381  10.61805  0.0000

P_ACC -0.369403  0.208186 -1.774387  0.0828

P RES -0.654097  0.198772 -3.290689  0.0019
R-squared 0.952214 Mean dependent var 11.97257
Adjusted R-squared 0.945843 S.D. dependent var 0.384600
S.E. of regression 0.089503  Akaike info criterion -1.864439
Sum squared resid 0.360486  Schwarz criterion -1.601772
Log likelihood 55.47542  F-statistic 149.4505
Durbin-Watson stat 2.382610 Prob(F-statistic) 0.000000
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The coefficient on P_RES, estimated at -0.65 waseqguently introduced in SAMM
as a measure of the elasticity of tourist demandedstaurant prices.

Below is the error correction specification whiaitludes the long term and short
term relationships and the error correction terire €rror correction term is estimated
at -0.23, suggesting a relatively slow adjustmerbhg term fundamentals. It is also
worth noting how the short-term coefficients on tive prices used were found to be
statistically insignificant in the short term anéne thus removed from the short term
relationship. In the short term, however, the nahgffective exchange rate (NEER)
was found to be statistically significant.

Dependent Variable: X_TOUR

Method: Least Squares

Date: 09/18/09 Time: 10:40

Sample(adjusted): 1996:2 2008:4

Included observations: 51 after adjusting endpoints

X_TOUR = C(1) + C(2)*D(WGDPT)+
C(8)*D(NEER)+C(9)*(X_TOUR(-1)-0.577*WGDP(-1)+0.369
*P_ACC(-1)+0.654*P_ RES(-1))

Coefficient  Std. Error t-Statistic Prob.

C(1) 15.09716  1.407837  10.72366  0.0000

C(2) 10.69480  1.514365 7.062231  0.0000

C(8) -5.920258  2.793220 -2.119510  0.0394

C(9) -0.239193  0.107215 -2.230972  0.0305
R-squared 0.522811 Mean dependent var 11.97893
Adjusted R-squared 0.492352 S.D. dependent var 0.385657
S.E. of regression 0.274779  Akaike info criterion 0.329482
Sum squared resid 3.548652  Schwarz criterion 0.480998
Log likelihood -4.401794 Durbin-Watson stat 1.996212
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Appendix 3: Underdeclaration of VAT

The estimates of underdeclared VAT revenue likelybe declared following the
reduction in VAT rate on restaurants, as referaethtfootnote 10 of this report are
shown below. They are based on the data for Mddt®mwed prior to and following
the increase in VAT rate in 2004 from 15 per cenl8 per cent. Due to the various
assumptions used in this calculation, these figwiesuld only be considered as
indicative and should therefore be used with cautibhe results presented in the
model do not incorporate these estimates. Therdwaresets of estimates. The first
one is based on yearly averages over a perioduofyiears before and four years after
the increase in VAT in 2004. The second one isdbasedata for 2003 and 2004.

From the available data on VAT revenue collected #tal consumption, it was
possible to estimate the effective VAT rate betw26060 and 2007. The estimated
effective VAT Rate following the increase in VAT m®ughly calculated as the
increase in the effective rate prior to the inceeasVAT proportionate to the increase
in the marginal rate on that part of consumptiopegditure taxed at the full VAT
rate. The part of the consumption taxed at a retivate or zero rated is thus excluded
from the VAT rate increase. To arrive at the likelgvenue recovered from
underdeclaration as a result of the VAT reductiowas necessary to assume a ratio
of restaurants evading tax to normal tax evasiothéneconomy from other types of
establishments. It is assumed that the ratio isslaurant to 2 other establishments,
thus assuming a lower level of underdeclaratiohin restaurant sector than in the
rest of the economy.

It is obvious that these estimates are subjectsigraficant degree of judgement and a
number of assumptions which could not be validat&chongst others it is also
assumed that the effect on underdeclaration is stnenwhether it is a rate increase
or decline. Therefore, they should be treated wéhtion, are being included only
upon specific request from MHRA and for illustraipurposes only. These estimates
are not incorporated in the model results quotdterentire document.

Rough estimate of VAT under declaration possibly re covered as a result of the
reduction in VAT on restaurants

Average Average

2000/2003  2004/2007 2003 2004
Average VAT effective tax rate (% of total
consumption) 10.3 12.1 9.7 111
Actual Tax Rate (Maximum) 15 18 15 18
Estimated Effective VAT Rate 10.3 12.2 9.7 11.4
Estimated VAT underdeclaration resulting from the
increase in VAT from 15% to 18% (% of tax base) 0.2 0% 0.55%
Assumed Ratio of Restaurants evading VAT to
Other Establishments 50% 50%

Estimated Impact (in € 000s) scaled to reflect the
actual decline in VAT on Restaurants €240 €890
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