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Abstract

We solve a linear problem where a potential conBetween two agents (Destination manager
and Firm) arises in a tourism destination. The DDaibn manager has to choose how to
allocate limited resources (capital and land) betweither second homes or hotels. This
conflict stems from the assumption of agents wheetdifferent linear preferences with respect
to the allocation of limited resources. As a salntio this policy problem we consider three
different policies: no interventionajssez fair¢ taxation and temporary de-taxation policy.
Comparing these different policies, we show thatompromise solution (internal solution),

which results from the de-taxation policy, may referred by both agents over the clash of
interests outcomes (corner solutions). Thus, wevdhat in a framework of “conflict” between

agents a compromise solution may be preferabletio the absence of public intervention and
the imposition of a tax by a public policy makeromhnas the discretionary “power to regulate”

conflicts.
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1. Introduction

A potential policy dilemma related to tourism intragnts arises in tourism destinations where trere i
unutilized land, unemployment and limited finanaia$ource’s how to allocate the land, by definition
a limited resource, between two possible utilizaio either to hotels or to private holiday
accommodations (second honfesh spite of its importance, the phenomenon obsdchomes has
rarely been the focus of studies in the tourisrmentics literaturg

In this paper, we propose a theoretical model ayae the optimal development strategies for
attracting tourism investments. Firstly, we aresiasted in those destinations where policy makers
(public agents) do not have sufficient financiadaerces or know-how to initiate tourism investments
in second homes and/or hotels, while firms (privagents) do not have sufficient financial resources
(which is equivalent to the usual “credit ratioriifypothesis). Secondly, we want to solve a specifi
policy problem in which the two agents want to cs®the optimal tourism investment between second
homes or hotels when they have clashing interestthé allocation of the limited resources of lamdi
capital. The introduction of incentives to invesihts in order to attract financial resources, is a
common policy for both developed and developingitmn destinations (Jenkins, 1982; Wanhill, 1986;
Ward, 1989).

A case history on Sardinia inspired this res¢arch2006 in order to promote the development

of the tourism sector earmarked 30milion Eurosinarfce private investments in renovation of hotels

! These conditions may arise in many tourism desiting, both developed and developing ones, but rfrequently in
Lesser Developed tourism Destinations (LDDs) wheolicy makers attempt to support economic growthadppting
policies designed to attract Foreign Direct Investis (FDI) and encouraging Technological Transféng (Kumi, 2006;
Barrowclough, 2007).

2 «Second homes” are private holiday accommodatiohighvare left unoccupied for most of the year aredraainly used
during periods of peak demand for tourism accomrioda

% See, for examples, Jaakson (1986), Deltexl. (1997), Hjalageet a.l.(2011), Salé and Garriga (2011).

* Sardinia is located in Italy and is the seconddat island in the Mediterranean Sea. Per capitnie is the highest of
Southern Italy and the tourism represents the riraostry of the island, given its natural-resouerglowment. For its
territorial location and economic features can égarded as a peripheral region, but it is alsoafrtbe most developed
regions of Southern lItaly. Sardinia is one of ttadidn regions having wide autonomy of governmémtparticular, these
regions have the legislative power to adopt thein dspecial statute”, which is a constitutional l[a8ardinia statute gives
the region the exclusive power to make laws in s#vhelds, like tourism, land use, transport, urbaegional, and



and building of second homes. As a consequenceFitihhe “Chia Invest S.p.a.” presented a local
development project for the South of Sardinia. Térget of the investment project was to create a
network of luxury resorts, and the project alsdided a large investment in second hom@&#us
“Chia Invest S.p.a.” requested a building permotirthe Sardinian government but this request aleate
a policy conflict, given the preference of Sardmgovernment for hotels over second homes.

The general idea of our contribution is that peoditieconomy is a political science regulating
and limiting the potential conflicts between di#fat agents or airfisWe analyze situations where the
policy maker has economic or institutional disaeéry “power to regulate” conflicts, in order to
determine when a compromise solution is preferibeclash solution and under what conditions such
a solution is preferable to the other. To answeséhguestions, we analyze a conflict resolutionehod
where a public agent and a private agent have iogshterests: the public agent wants to entice the
private agent to make a specific choice using argset of available policies. Our model shows iat
cases of extreme conflict, a solution only exibthé agents have at least some common interests.

We define “conflict” and “common interest” withime framework of non-cooperative games,

where there are two agents having objective funstitharacterized by the same variablegy, y) and

f(x y). Within this framework, we have: i) a “conflict’aviable, if sigr{%—FJ:—sigr{g—fj and
y y

a—F;ﬂ # 0; 1i) a “common interest” variable, hiigr(a—':j = sigr(ij and oF £0 or o # 0. In this
oy oy ox 0X 0x ox

environmental planning. In particular, since oJes past decades many coastal areas suffered tlaetimipnew buildings
(like second homes and hotels), the Sardinian Regjicandscape Plan (see regional law no. 8 of Ndezr25, 2004) bans
new building along the coastlines, and closed torenmental or cultural sites.

® Chia Invest S.p.a. invested 60milion Euros indeeelopment of the “Chia area” and 70million Euishe “Arbus area”
(“Chia area” extended from the City of Pula to @igy of Teulada, while “Arbus area” was the aredhad municipality of
Arbus). In particular, the investments in the “Chiaa” included the construction of two golf cogrgéth one club house,
one indoor pool, the expansion of the Hotel Lag(B@&rooms) with swimming pool and spa. Finally, &€livest S.p.a.
planned the Hotel Baia Chia renovation, the creabia nature park and the transformation of 8Im®ito second homes
to be sold on the market.

®“As in political science, we study collective cbeipolitical institutions. We want to understanavhmolicy decisions are
made, what shapes the incentives and constraintegiolicymakers taking those decisions, and homflicts over policy
are resolved” (see Persson and Tabellini, 2000:3).



last case, it is necessary to have at least otteecdgents interested in the “common interest’alde,

provided that the other agent neglects that vagidbénign neglect). If there is a conflict but ot

common interest, |e%—F :g—f =0, the only possible solution comes from the “tedbgg of threat”
X OX

(as developed by conflict economics), otherwisks ihecessary to include a structural change to the
game (e.g. a cooperative game). On the other hénlde two agents are characterized by both a
conflict and a common interest, it is also possiblénd a compromise equilibrium. From a theoraitic
point of view, this economic policy problem can &®alyzed as a conflict resolution model and/or a
principal-agent modél As detailed above, in this paper we apply a écnfésolution model.

Economic literature on cdircts can be traced back to seminal studies of Hifghn (1989) who
developed the first model of conflicts among rigabups. The economics of conflicts analyzes the
allocation of resources among different productitibzations and the distribution of the correspiogd
products. The economics of conflicts defines thesdlems as distributive conflicts among groups,
usually dealing with countries that have to takeestment decisions in armaments (guns), while under
the threat of war. Conflict resolution models deyeseveral hypotheses and analyze the conditions fo
solving conflicts in a rational and effective Way

The paper is structured as follows. In Section @ thain stylized facts and the theoretical
framework of the model are presented. In Sectidghe3model is set up. In Section 4 three different
economic policies are analyzed and compared inst@fnpolitical consensus for the policy maker and

of profits for the Firm:laissez faire(no intervention), taxation (indirect control) aadcontractual

" Jensen and Meckling (1976) define the agencyioeistip between two agents (a principal and an fgena contract
where the agent acts on behalf of the principalke Ppnoblem of clashing interests arises when thecjpal needs to
convince the agent to pursue the principal’s irgEste Principal-agent theory only provides solutiamisen potential
conflicts in contractual relationships include eadt a minimum common interest between the aglentise principal-agent
model, the conflict variable is the agent’s effevhile the common interest variable is the outcdwmigich positively affects
both the agent’s and the principal objective fumts). For a microeconomics foundation of tourismpy, which is based
on transactions cost and principal-agency the@s,3tableet al. (2010).

8 For a review on conflict economics, see Garfindetl Skaperdas (2007) and for an application of limbréconomics
within the framework of game theory see Acocelial. (2011).



solution that we define as de-taxation policy (aeation of reinvested profits). The Conclusions

summarize the main results of the paper and sotneeflines of research.

2. Stylized facts and theor etical framework

To study this policy dilemma, we take into consadem two agents in the same tourism
destination, who usually interact in the real wadthe following way: (i) a Destination manager
(public agent) who sets up the tourism destinagilamning scheme, and (ii) a Firm (private agent)
which builds second homes and/or hotels, accoririige planning scheme, and then sells them on the
market. In particular, second homes are sold tovitdal buyers, while hotels are sold in bulk to
buyers who then rent them out a room at a time oiglatly basis.

To emphasize the conflict between agents (arisingnamthe Destination manager chooses to
grant building permits for second homes or hotel®),represent the optimization problem as a linear
model, where a potential conflict stems from thsuagption of the two agents who have different
(linear) preferences regarding the allocation wited resources and thus clashing interests. Headi
optimization problem allows for a comparison of textreme solutions: a corner solution (clash) and
an internal solution (compromise)n addition, if one agent has the “power to regeil the conflict,
she can enforce different policies to reach a gaiem Three different policies are consideraissez
faire (no intervention), taxation (indirect control) adeé-taxation policy (de-taxatioof reinvested
profits) which is a temporary tax exemption on arshof reinvested profits. An example of

implementation of the de-taxation policy is thethrde-taxation of reinvested profits introduced i

° If the agents are characterized by (different)-lioear preferences the problem does not changstaniially, even though
the clash and the compromise solutions are botrriat solutions. Therefore the distance betweentie clashing
individual optimal choices is smaller, but it isgsthle to show, as suggested by an anonymous rexidivat a compromise
solution may still be preferable for both agentsj aonsists of a linear combination of their opfictaoices as it is the case
of linear preferences.



Italy by the Law 383/2001. More recently, a similaolicy has also been recommended by the
European Economic and Social Committee

Laissez fairerepresents a conflict solution in which the Firnmsy taxation policy is a conflict
solution in which the policy maker wins, while dee<ation policy is a compromise solution based on a
mutual agreement between agesiméllagmatic contragt’. Accordingly, given that the policy maker
prefers to implement an “authoritative policy” (&ton policy), while the Firm prefers no intervennti
(laissez fairg, we want to discover when a “contractual poli¢gé-taxation policy) is preferred by
both agents.

Two main stylized facts emerge in this policy issfiethe average market price (market value
per square meter) of new second homes is oftenehigian new hotels market priée (i) the
economic impact effect, in terms of costs and emmknt, and the environmental impact effect of the
two alternative investments is analogous, but tberism multiplier effect on local economic
development is higher for hotels. In fact, hotekgps tend to have higher average daily per capita
expenses, in terms of indirect tourism expensesh wespect to second home occupants (Piga,

2003bY¥3. Because of the first stylized fact (different eage market prices) the Firm would prefer the

10 0n 2008, September "11ithe European Economic and Social Committee in“Br@posal for a Regulation of the
European Parliament and of the Council on the walynparticipation by organisations in a Commurityo-Management
and Audit Scheme (EMAS)” has recommended to bgitemote and give more support at the national aochr@unity
levels, by drawing on the Competitiveness and latiom Framework Programme (CIP), European InvestiBank (EIB)
and Structural Funds resources, as regards putdaupement, tax relief, keeping registration anuereal fees down, and
de-taxation of reinvested profits.

M In civil law systems, a “synallagmatic contracs’a contract in which each party is bound to prexédmething to the
other party. In common law jurisdictions, it is tleguivalent of a bilateral contract in which eadutp makes an
enforceable promise.

2Mazzuchelli (2007) estimates that in the Italianrtsm destinations’ real-estate market the averageket price of hotels
is equal to 2,824.64 Euros per square meter, whéesecond homes average market price is equar@8.82 Euros per
square meter. Furthermore, Kign al. (2002) analyze the performance of Real Estatediment Trusts (REITSs) over the
1993-1999 period, and specifically they comparepddormance of hotel REITs with six other REITstses and with the
overall market. They find that hotel REITs carritag highest market risk and underperformed therd®tE&lTs sectors
(office, industrial, etc.).

13 “Moreover, self-catering accommodations, suchexosd homes, do not generate as high multiplieceffas hotels”
(Piga, 2003b, p. 900).



investment in second homes, while according tostmond stylized fact (different impact effects) the
Destination manager would prefer the investmetoirels”.

Regarding the first stylized fact, the charactexssof hotels and second homes which can
justify their different market prices are: (i) sadohomes may represent a final durable consumption
good while hotels are an instrumental good, thuslbaepresent a riskier investment; (ii) the Fsm’
production function yieldsgeteris paribusa higher number of marketable square meters (outpr
second homes than for hotels; (iii) second homssltanger than hotels and therefore have a lower
depreciation rafe; (iv) hotels have higher management and maintemansts since their occupation
rate is higher than for second homes. Because esfetlreasons, for a firm the profit margin of
investments in second homes can be considerabhehitpan those of investments in hotels (Kem
al., 2002).

According to the second stylized fact, investmemts second homes yield immediate
employment growth but, at the same time, lead tgpa of tourism with lower development rates.
Moreover, tourism investments, both in second homed hotels, may generate environmental
negative externalities (Piga, 2003a), though immest in hotels may also bring about positive
externalities (tourism multiplier effect) which caffset, at least partially, the negative ones.tm
contrary, investments in second homes may inducetanegative externality because the positive
effects (tourism multiplier effect) do not necedyganffset the negative effects (environmental ef&.

Within the historical and theoretical framework tthaspired this research, the Destination

manager: (i) has a limited financial budget (ligtydconstraint) and cannot finance the investment

1 Since multinational firms, including hotels, fremuly implement technological transfers (Kumi, 2)0€urism

destinations may benefit from technological spéms (Rodriguez-Clare, 1996; Blomstrom and Kokko98)9 Even

considering the different impact effects of sectiothes and hotels, this is another reason why ttstiri2dion manager
might prefer hotel investments to support econagnievth.

15 Corgel (2007) estimates that the long-run obselese rate of hotels is equal to 1.93% per yearlew®inith (2004)
estimates that the average depreciation rate begstates is included in the range 0.9-1.3% per.\areover, according
to Colwell and Ramsland (2003) the estimated langrate of obsolescence of retail real estategualego 0.9% per year.



choices alon®; (i) does not have sufficient know-how to makedstments herself. The Destination
manager aims at maximizing her political consensaghat her objective function can be interpreted
as a measurement of the gain or loss of her palliticnsensus, like gained or lost votes. For exangl
zero value means no gained votes, a positive vsilgieals a certain amount of gained votes, etc.
(Girard and Gartner, 1993). Moreover, the Firmh@p a limited financial budget (liquidity constrgi

to invest in tourism destination; (ii) is a “pritaker”, since it acts in a small tourism destinatiwhere
market prices are fixed by the rest of the world.

The Firm’s financial resources and the second hf@meds market prices are therefore taken as
constant (exogenous variables), as well as buildimggs and thus profit margins, while the control
variables are the square meters (SM) of area chosdmilding second homes and/or hotels, given the
disposable land (physical constraint) and capiteldget constraint). The Firm, as usual, is profit
maximizing.

As in the real world, the Firm also has the oppatiuto exercise a third “outside option”, if it
is preferable, consisting of building a third typebuildings in a different location. For examptbe
Firm could prefer to build homes in a different dtion, i.e. private accommodations which are
occupied throughout the year by local residentsvemrdkers.

Finally, coherently with the above stylized facts assume the following parameters affect the
Destination manager’s objective function: (i) athjgpsitive effect (gain of consensus) for hoteldt bu
by the Firm; (ii) a low positive effect (at the linmull effect) for second homes built by the Firi) a
negative effect (loss of consensus) for unutilizedd, i.e. the square meters of the building area
(planned in the planning scheme) not actually ae¢di The utilized land can be regarded as a proxy

variable of the employment in the tourism destomatiin other words, if the square meters of acyuall

8 For the same reason the policy maker can not gecsiibsidies to firms.



built area are less than those planned in the simudestination-planning scheme, land, labour and

capital in the tourism destination may be undererygud'’.

3. The moded

We assume there are two agents, aesntd ageny¥. AgentX is a policy maker (Destination manager)
having an economic or institutional “power to regal’, while agent is a private agent (Firm) having
to choose how much to invest in two distinct inugshtsx andy. Investmentx are the Square Meters
(SM) built as hotelsy are the SM built as second homss; x + y are the SM of total area actually
built up by the Firm in the tourism destinatich Furthermore, we suppos@<s<S and

0<(xy)<S, whereSis the entire building area in the tourism dediom defined in the tourism

destination-planning scheme. The allocation ofaldés is the cause of a conflict between the agents,
since we assume they have different preferenceateudivision ofs between their choice variablgs
andy.

The Firm also has the opportunity to exercise artside option”, which consists of choosing a
third type of investmert in a different locatiorZ, with 0< z< Z . Investmentz are the SM built by
the Firm as alternative and different building istreents. The physical constraim Z is a constraint
in the alternative location.

For simplicity and without losing generality of tis, we assume the general condition that the
Firm’s investments costs > 0 (building costs per SM) are the same for eaglestmentx, y or z
(hotels, second homes and homes), while buildintketgrices are not equal according to the above
stylized facts. This assumption implies that thenFas a budget constrdifjitbecause it cannot spend

more than the total available financial resouf€es0, such that:

" In the real world the Destination manager may havet of other preferences or issues, e.g. ifetane enough local
workers to staff the hotels, housing for hotel vwarsl etc.
8 Taking into consideration a budget constraingjsiealent to introducing in the model a “creditioaing” hypothesis.



cx+y+2=c(s+2<F therefores<F/c; x,y andz<F/c [1]

Additionally, the Firm can reinvest the net profiteide on investmest such that the value of its
financial resourceb increases. In that case, the budget constrains [i$ longer binding, such that
y or z > F/c, but costs increase to a higher legeb c, according to the law of diminishing returns
(piecewise function).

3.1. Clashing interests

The Firm's preference function is linddmnd it is characterized by different coefficiemteen the
Firm invests within the limits of the budget comastt [1] or in the case of reinvested profits. Defg
p as hotels market price,as second homes market price gras homes market price per SM, gixen
(the building cost per SM), we can define profitrgia per SM:m = p — cfor hotels,n = v — cfor
second homes and= g — cfor homes.

If the Firm invests within the limits of the budgainstraint [1], according to the above stylized

facts we can assume tlgpk p < v or, alternatively, the following profit condition:

n>m>0 [2]

such that the Firm strictly prefeydo x as far as the investment&is concerned. If the Firm reinvests
the profits made out of investmergsthe value of its financial resourcésand its costs will increase
(from c to ¢’). So, the Firm’s profits of investments $will decrease to lower level®' < m for
investmentx, and n'< n for investmeny. Even in this case, the Firm continues to striptigfery to x,

thatisn'>m'> 0.

91n order to emphasize the clash of interests baivtke agents, we specify their preferences aarlifumctions, such that
their corresponding optimal solutions yield oppegiésults,x > 0 andy = 0 or vice versa, since the linear preference
functions do not allow for internal solutions. A®ntioned above, we define “compromise” as a satutioaracterized by
equilibrium values ok andy wherex andy > 0.

10



Let us now take into consideration the alternaimxestments in the different locatiorZ. For
the Firm we assume thatis the profits of investmer#, wherem >r > n'if z<F/c, while if
z>F /c, according to the law of diminishing returns, thfit decreases to the level < r. This
means that if the Firm is investing within the betigonstraint [1] it is convenient to invest ontyS
but in the case of reinvested profits it will bengenient to invest the extra budget coming from the

profits made out of investments®only inZ. Therefore, Firm profits conditions can be sumaedias

follows:
n>m>r>0 ifx, y andz<F/c [3]
r>n'>m>0 if xory>F/candz<Fl/c [4]

such that within the limits of budget constraintfie best option for the Firm is investmgntvhile in

the case of reinvested profits, the Firm strictigfprs to choose the alternative investmertomesz
For the Destination manager we assumedha0 is the political consensus gainedxdthe SM

actually built as hotels), whilb > 0 is the political consensus gained jofthe SM actually built as

second homes). According to the above stylizedsfaot can suppose that:

d>b>0 [5]

such that the Destination manager prefers thaFiime chooses to build hotéfs Therefore, from [2]
and [5] we can see that agents have clashing stteby construction: the Firm strictly prefgrso x,
while the Destination manager strictly preferso y. Moreover, the assumption of limited financial

resources implies that the budget constraint [bjnsling:

Flc<S [6]

20 Since voters always prefer full employment ofiaiuts (labor, capital and land), the Destinaticenamger always prefers
hotels to second homes.

11



which means that the Firm’s financial resourcesliarged and not sufficient to use the entire buntyl
area. In other words, both agents will be negatiaftected by this lack of financial resources. sThi
assumption also implies that the Destination mandggself does not have sufficient financial
resources to finance construction in order tozdithe whole building area and fill the gap (S,-es}0
give incentives to the Firm.

3.2. Common interests

As we mentioned in the Introduction, the “comproghisolution is a possible solution only if agents
have common interests. Thus we assume that botlrithe and the Destination manager are also
interested in the gafs(— $ = 0, that is the difference between the SM of thikding area and the SM
of the area actually built up. The agents commaerast is therefore to minimize the unutilized land
Weighting the gap by the coefficieat < 0, for the Firm, andi < 0, for the Destination manager,

agents preferences are negatively affected bydpdg-s).

According to these assumptions, agents preferamozions become as follows:

a(S—-s)+mx+ny+rz with n>m>r if xyandzsF/c
a,(S—-9)+mx+ny+rz with r>n'>m if xory>F/candz<F/c

Py(xy,2)={ [7]

P (X y) =a,(S-s)+dx+by with d>b [8]

In order to prove that a compromise solution dadsteit is sufficient to include a common
interest at least in one of agents preferencesreldre, it is necessary that only the Destination
manager is actually affected by the gép-s), while the Firm is just indifferent, such that = 0.
Therefore, the Destination manager strictly prefeotels to second homes but also prefers the lowest
unutilized land, while the Firm prefers second herteehotels and neglects the loss for the unutilize

land (benign neglect).

12



4. The policies

Given agents objective functions [7] and [8], Fismoptimal choice is not equal to Destination
manager’s optimal choice and this situation geesrat policy problem. To face this policy problem,
we compare three different possible policies:di¥sez fairepolicy, where the Destination manager
allows the Firm to freely choose; (ii) taxation iovestment in second homes by levying a tax on
second homes, which needs to be high enough teseetiee profitability for the Firm to build hotels
instead of second honfés (iii) de-taxation policy, consisting of taxationf investment in second
homes together with a temporary tax exemption siaae of reinvested profits.

Through the third policy (temporary tax exempti@gime), the Destination manager levies a
limited tax on second homes and gives the Firnfriexdom to build either second homes or hotels, in
exchange for its commitment to reinvest (into tberism destination) the profits from building and
selling second homes. We shall show that this ®atitan policy represents a compromise solution
between agents, since it yields an equilibrium wjth> 0. However, before analyzing the compromise
solution, to better show the clash of interestsvbet agents, we define the conflict solutions as
benchmark against which to compare other solutions.

The Destination manager makes her optimal choicerdmng to the following maximization
problem:

maxP, (X, y) =a, (S—s) +dx+by
Xy

[9]
S.l.s=x+y<S; xy,s=20

Given previous assumptions on parametérs b andax < 0, problem [9] has the following

straightforward solution:

21 According to Poole (1970) and Weitzman (1974),eamivalent policy would be a direct control regidat that is
introducing within the planning scheme some quatiti¢ constraints on second homes. One exampledwmeildenying
planning permission to build second homes (thaetingy = 0) enforced by a penalty. This direct control pglwould
yield exactly the same solution as taxatipr=(0), but in the case of taxation the solution & dtluitcome of a firm’s choice,
while in the case of regulation it is the conseaaenf conformity with the law.

13



X =s=Sy =0 [10]

according to which the Destination manager preteass the Firm invests only in hotels, for an amount
equal to the maximum value st S This solution yields the following value for Degttion manager

preference:
Px(X', 0) =dS [11]

Before checking if a compromise solution betweeentésgis feasible, and under what conditions
an equilibrium based on a compromise (wifly > 0 ands - §) is an optimal solution, we define as
Laissez fairepolicy the suboptimal solution for the policy makehich instead corresponds to the
optimal solution for the private agent.

4.1. Laissez faire policy

Without any intervention by the Destination managjee Firm has the possibility to choose its optima
investment. In order to simplify the computatiom& shall logically split this optimization problem
into two separate stages: (i) maximizatiorRdfx, y) = mx+ny, and (ii)) maximization oR (z) =rz.
Therefore, given conditions [3] and [4] the two lplems can be solved sequentially stage by stage.
This procedure gives the same results of solvikmgpifoblem in one stage, because it is a separable
optimization problem (since we assumed agentsilipegerence functions).

In the first stage the Firm makes its optimal ckpsplving the following maximization problem:

max R, (X Yy) =mx+ny
i [12]
st.s<F/c; xy<F/c,s=x+y<S; xy,s=20

Given conditions [3] and [4], and taking into cadesiation only the solution which respects the

binding budget constraint [6], problem [12] has fibkowing straightforward solution:

14



X =0y =Flc=s<S [13]

which is consistent with coefficientsandm in condition [3]. Therefore, the Firm choosesrweastF
only in the variabley, but for a lower value than the maxim#nThe solution [13] is drawn in the
Figure 1 (see poirk).

*** |nsert Figure 1 approximately here***

In Figure 1, the two bold vertical and horizontales represent the compatibility constraints
andy < F/c; Line AA' represents the physical constranrtx +y < S Line BB' represents the financial
constraintc(x +y) < F; Dotted Lines (DL) represent Firm’s iso-profit gas: [ Py, X = Py/ym—ny/m.

In the second stage, the Firm reinvests the extidgdt coming from the profits made on
investmenty”, and therefore the budget constraint [1] is nayenbinding. Since the Firm's profits
decrease ta' andm’, condition [4] represents the new margin profliserefore, the Firmeinvests in
Z all the profit made out of investment, and its profit becomeBy(0, y~ ) = n(F/c), solving the

following maximization problem:

max R (z)=rz

o [14]
st.z<sR Oy )/c, zsF/c; z£Z; 220
Given condition [4], problem [14] has the followistraightforward solution:
Z' =Py(0,y )lc=n(F/c? [15a]
P (Z")=rm(F/c?) [15b]

which is consistent with the coefficienin the objective function [14] if and only # < F/c, that is

n < c. Thereforelaissez fairesolution yields the following preferences values:
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R0y ",z )=R Oy )+R(z")=n(F/c)L+r/c) [16a]
P, 0Yy")=-a,(S-F/c)+b(F/c) [16b]

Comparing the preferences of Destination manaddrdtid [16b], it is easy to verify th&(x ,

0) >Px(0,y"), given thatd > b by definition. Moreover, solutions [10] and [13kld opposite results
for both agentsx(> 0 andy = O or vice versa), such that they have an extrdaghing interests as a
result of our assumption of linear preferences.

Given these results, it is clear that the Destimatnanager prefers to enforce some policies
instead of choosing no intervention at all. Sinbe policy maker can use always its “power to
regulate” to set conflict rules, the Destinationnager can enforce a policy by imposing restrictions
and/or constraints to the Firm’s behaviour in ortewin the conflict.

4.2. Taxation policy

To pursue her strict preference for investmentatels with respect to investment in second hontnes, t
Destination manager can enforce an indirect cortrokisting of levying a tax 0t< 1 onn (profits of
the investmeny). In this sense, taxrepresents an instrument of indirect control Ake“environmental
tax” or “Pigouvian tax in tourism”, because it ialyp directed at stimulating the investment in hstel
and not at collecting tax yields. For this reastax t does not explicitly enter in the Destination
manager’s objective functiéh

Moreover, from now on we assume that if the Firnngifferent about its investment choices,
then it has ampsilonpreference for Destination manager’s optimal sotytthat is for investment in
hotels. Therefore, the Destination manager neelis/yoa taxt such to modify the Firm’s profits in the
following way: n(1 —t) <m.

Given this condition, the optimal tak needs to be included in the following threshold:

2 since the goal of a “Pigouvian tax” is the enviremtal control (or internalizing the externalitiegquilibrium
investments in second homes will not be profitaig more, such that the corresponding tax yieldsldvbe null. For this
reason within the framework of our model it is @a@able to exclude the tax from the policy makeeotiye function.
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n—-m

0< <t°<1 [17]

which means that the Destination manager needst @ sinimum limit for the tax. In this case, ireth

first stage Firm maximization problem becomes:

max R (X y)=mx+nl-t°)y
Xy

(18]
st.s<F/c; xy<sF/c,s=x+y<S; xy,s=20
whose solution is:
x1=Flc=s<Sy;=0 [19]

According to solution [19], the Firm chooses omlyestment in hotels, but for a lower value than
the maximunS. Once again, solution [19] is consistent with éicefntsn andm in objective function
[18]. The solution [19] is drawn in the Figure ZéspointE), where the two bold vertical and
horizontal lines represent the compatibility coasstts, Line AA' represents the physical constraint,
Line BB' represents the financial constraint, anott€d Lines (DL) represent the Firm’s iso-profit
curves:[] Py, x =Py/m—-n(1 —t°)y/m.

*** |nsert Figure 2 approximately here***

Then, in the second stage, given condition [4], Fiven reinvests irZ the extra budget coming
from the profits made out of investmedat and its profit becomeBy(x;, 0) =m(F/c). By following the
same procedure used in problem [14], the solutiogiven byz; = Py(xs, 0)c = m(F/c?), under the
condition thatz; < F/c, that ism < ¢, which is already implied by the more binding citiodt n < c.

Therefore, taxation policy yields the following age preferences:

R”(4.0.2) = R (x,0)+R(z) =m(F /c){+r/c) [20a]
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P (%,.0) =-a,(S-F/c)+d(F/c) [20b]

Comparing Destination manager preferences [16b][20ld], it is easy to verify tha®x(xi, 0) >
Px(0, y"), given condition [5]. In other words, the policyaker strictly prefers taxation policy to

laissez faire
4.3. De-taxation policy

The Destination manager can implement another ypatcorder to pursue her strict preference for
investment in hotels with respect to investmerganond homes, and also the aim of decreasing the ga

(S-9). In fact, through de-taxation policy the Destinatimanger aims to avoid the drawback of

taxation, that is the exclusion of profitability ofvestment in second homes; at the same time she
wants to provide an effective incentive for thenkito use the whole building area, reinvesting the
profits made out of investment in second homesa [Eompromise solution based on a mutual
agreement between agents exists and if this p@ipyeferred by both agents, a contractual agreemen
between them can be realized. We check now undehvwebnditions this agreement can be made.

The Destination manager levies a tax @ < 1 onn and in addition grants a temporary tax
exemption on a share of reinvested profits. Duhittax exemption, the Firm’s financial resourées

increase, so that it may invest enough to fill tep (S—s). The value of the Firm’'s financial

resources increases by the amounf = ny. Under this condition, the Firm’s financial resces
becomes equal t6 + AF = F + ny. Consequently, in the first stage the new maxitromaproblem

becomes:

max R (X y)=mx+nl-t)y
Y [21]
s.t.s<(F+ny)/c; xy<F/c; s=x+y<S; xV,s=0

The solution of problem [21] is not straightforwasd it is helpful to use Figure 3.
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*** |nsert Figure 3 approximately here***

In the Figure 3, the two bold vertical and horizdines represent the compatibility constramts
andy < F/c, while the other lines represent the implicit ftioies of maximization problem [21]: Line
AA' represents (as in Figures 1 and 2) the physioaktraints =x + y < S(or x = S-Y); Line BB
represents the financial constraafk + y) < F + ny (or x = F/c — (¢ — n)y/c), where we assume the
conditionn < ¢; Dotted Lines (DL) represent the Firm’s profitsaiprofit curves)t Py, x = Py/m —n(1
—t)y/m.

The necessary condition to solve problem [21] imp&, and therefore make compromise a
feasible solution, is thagrad AA") < grad(DL)< grad(BB) , which is solved by:

_n@-t) < _C-n
m o

-1< [22]

Condition [22] implies that the Destination manageeds to impose a tax which is included
between a minimum and a maximum limit, in ordeh&ve a contractual solution preferred by both

agents. If the Destination manger levies the ogtteat* at the minimum value, we obtain:

o<to-tr< T [23]

which is always true ih < c.

Given conditions [3], [4] and [22], in the Figuret3s easy to verify that at the equilibrium point
E the Firm maximizes its profit functioPy(x, y) subject to all the constraints in [21], i.e. the
possibilities frontier’. Therefore, pointE represents a compromise solution between the inash
interests of agents, with y > 0.

The equilibrium values of andy can be computed through the constraints intersecti

23 From the “simplex method” we know that the maximefm linear function coincides with the “peak”tbe possibilities
frontier.
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_ Sc-F

Y, n [244]
X, = w [24D0]
X+tYy,=S=S [24c]

According to solutions [24], the Firm chooses bothestment in hotels and in second homes,
which represents a compromise solution, and thamkke additional financial resources stemming
from the tax exemption on reinvested profits, thenfs optimal choice is exactly equal to the total

building area, so that there is no unutilized leditesource(S - s) = 0%,

)= m(F - S(c—n)]+n(-t)(Sc-F)

Overall, being PR, (x,, Y, n

the profit in destinationS and

F’Y’(zz)=mcz’y2) the profit in locationZ, the de-taxation policy yields the following agent

preferences:

n c [25a]

R (%1 ¥2:2) = R (%, ¥,) + Ri(2,) = {m[(F e F)}[HLJ

d[(F - S(c—n)]+ KSc-F)
n

P (%, Y,) = [25D]

In order to implement the compromise solution ayraallagmatic contracgtit must be preferred
by both agents: the Destination manager gives #renigsion to build second homes and the Firm
agrees to reinvest de-taxed profits. Thereforis, itecessary to verify if this solution dominatesat
least is indifferent to, the other solutions imtserof preferences. This is true when specific doos
are verified (see Appendix A and B). Under theseddmns, the Destination manager proposes a
contract to the Firm, and the Firm accepts the compse solution proposed by the Destination

manager, because both strictly prefer the de-t@xaolicy to taxation.

%4 See Appendix for a check of the sufficient cormisi for the existence of a solution.
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In summary, with our model we prove that the poliegker needs to set a minimum tax (but not
a maximum one) in order to implement an “authaxigapolicy” (taxation policy). On the contrary, a
“contractual policy” (de-taxation policy) is prefed by both agents only if there is also a maximum
limit for the tax. Obviously, this policy can be plemented only if specific conditions are met (see

Appendix B).
5. Conclusions

Both well-developed and still-developing tourismstieations often are interested in undertaking
tourism investments in second homes and/or hddelsvhen the Destination managers want to support
economic growth, they need to adopt policies desigto attract tourism investments. However, a
potential policy dilemma arises when the Destimatitanager and the Firm have clashing interests in
the allocation of limited resources of land anditedpand they have to choose the optimal tourism
investment between second homes or hotels. Whandial resources are insufficient to fully utilize
all the land earmarked for tourism investments, amalyzed three different policies which could
provide a solution to this policy problem: no inention (aissez fairg taxation and de-taxation
policy. The idea of our contribution is that it mag preferable, for both agents, to regulate their
potential conflicts by enforcing a compromise sioluit which consists in a de-taxation policy, rather
than by implementing a taxation policy (indirechtrol).

Our model shows that some parameter values do wkiste the de-taxation policy dominates,
or at least is indifferent to, the taxation. Speeily, the de-taxation policy is preferable whédwe t
financial resources of the Firm are not sufficiemtutilize the entire building area. In this catde
Destination manager prefers to grant the buildiegmpt for second homes, but in exchange for a
commitment from the Firm to reinvest (into the isar destination) its profits from building and
selling second homes. Under certain parametricidond, this compromise solution may be preferred

by both the Destination manager and the Firm, sineg reach a higher optimal solution.
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Regarding the Destination manager, the de-taxgtobicy dominates the other policy if: (i) the
Firm decides to reinvest the profits from secondnés, such that its financial resources are high
enough to utilize the whole building area; (ii) fDestination manager is primarily interested infie
utilization of the entire building area (as planniedhe tourism destination-planning scheme) rather
than the lower positive externality on tourism emory (and thus lower gain of political consensus)
brought about by building second homes insteadtHl$.
Regarding the Firm, thanks to the de-taxation polis profit function achieves a higher value
with respect to taxation if there is a maximum tifor the tax. In this case, the Firm prefers tbéqy
of partial de-taxation of the reinvested profitstead of being subject to simple taxation (or thract
regulation policy). In particular, we found that Mehthe policy maker only needs to set a minimum
limit for the tax (but not a maximum one) to implemh a taxation policy, a de-taxation policy of
reinvested profits is preferred by both agents ohtpere is also a maximum limit for the tax. An
example of possible application of this de-taxapaticy within this economic framework, is given by
the Italian Law 383/2001, although it has yet tabelied to this type of isstre
In general, our application proves that if there @ashing interests between agents (as required
by conflict economics) and the agents have at leaste common interests (as required by principal-
agent theory), a compromise solution for the cohftiay exist.
Finally, a potential future line of research cowdnsist in finding alternative policies, like
relaxing the liquidity constraint of the Firm, atfts the credit rationing hypothesis. All the pbkesi

public interventions that facilitate borrowing ftle Firm (like credit facilities) represent possibl

% |talian Law 383/2001, the so called “Tremonti-higfitroduced the de-taxation of reinvested profitssupport new
investments by firms, into Italy in 2001. More pe=ty, the Law established that business inconexésnpt from taxation
for an amount equal to 50% of the difference betwtd® total amount of capital investment made i ¢hrrent fiscal
period and the average level of investment madeerprevious five fiscal periods, and includes phevision to exclude
the highest of these five values, from the caldoomat
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examples of such a policy (public-private partngashproject financing, subsidized credits, no-iest
bearing credits, public credits, ef@.)

Furthermore, since investments in hotels or setmu$es may induce a net negative externality,
because of the related negative environmentaltsffadurther extensions of this research couldisbn
in taking explicitly into account the potential faisable development issdésTo do that, in our
model the tourism destination-planning scheme taedcorresponding amount of building area) may
be considered as an endogenous variable, and shairable (economic and environmental) issues
could be included in the objective function of thestination manager. In this way, the allocation of
the total available land between building and naitding area, could be considered as the firstestag
of the game between the Destination manager aniitime

In general, our application proves that if there @lashing interests between agents (as required
by conflict economics) and the agents have at leaste common interests (as required by principal-

agent theory), a compromise solution for the cohfhiay exist.

26 Nevertheless, since we do not take into consiiteraine implementation costs of the economic peficive cannot define
the most efficient (second best analysis). Forghime reason, we do not implement any non-neaixatibn. For example,
as suggested by an anonymous reviewer, if we iectbd tax in the Destination manager’s objectivecfion and if the
Destination manager can use tax revenues to reafifancial constraint and to undertake the tomrisvestments on her
own, the indirect and direct control policies may he equivalent.

%" For example, nowadays the Sardinian governmeesfamblems related to economic and environmensthimability of
past tourism development. We are grateful to BidBiegi and Manuela Pulina for this evaluable sutjgas
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Appendix
A) Condition for the existence of a compromise safutio
Solution [24a] is consistent with coefficienisandm in [21] under the condition thad<y, <F/c,
where:y, > 0 by assumption [6] and, < F/c if and only if Sc< F[(c+n)/c], which entails the
parametric conditior < Sc< F[(c+n)/c]. Accordingly, solution [24b] is consistent withefbicients
n andm in [21] under the condition th@l < x, < F/c, where:x, > 0 if and only ifSc —n) < F and
X, < F /c by assumption [6]. Overall, solutions [24] are sistent with coefficienta andm under the
parametric conditiorS(c-n) < F < Sc< F[(c+n)/c].

Then, in the second stage the Firm reinvests thra éxidget coming from the profits gained by
investing inS Py(X, ¥2), only in Z, given that through this policy the whole laBds utilized in

equilibrium (see [24c]). By following the same pedare, the solution is given gy = Py(Xz, y2)/c,

under the condition that < F/c, that isPv(x, y2) < F, which is true if and only if:

m{(F - S(c=n)]+n@-t)(Se-F) _

n

This last condition is always verified for any paegter values.

B) Condition for Destination manager’s proposal
We have to compare Destination manager preferemitesde-taxation policy [25b] and with taxation

[20b], in order to verify thaPx(xz, ¥2) = Px(x1, 0), that is:

n C c

d[(F—S(c—n)]+b(Sc—F)Zax[s_ij d(ij_
After some simple steps we obtain:

—-a,n+bcn
ds—"——— [26]
c—n
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C) Condition for Firm’s acceptance

We have to compare the Firm’s profits under dettarapolicy [25a] and under taxation [20a], in

order to verify thatR* (x,, Y,,2,) =2 R* (x ,0,7), or:

m{(F —s<c—n)]+n(1—t)(5c—F)(1+L) 5 W(Ej(hij_

n c c c

After some simple steps, we obtain:

_mc=n) 4o, M [27]
nc C

t<1

which is the same upper limit we found in [23].
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Figure 1. Laissez fairepolicy.
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Figure 2. Taxation policy.
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Figure 3. The de-taxation policy.
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