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ABSTRACT

The fact that tourism industry can play an im-
portant role in generating growth for an eco  nomy
has been widely accepted by political authorities
in many countries.  The relevant issue then is,
what moves the growth of  tourism sector in a
particular economy?  The present study examines
the significant influence of  some selected factors
towards inbound tourists from four major indus-
trial countries; namely, the U.S, the U.K, Ger-
many and Japan to Malaysia.  

Based on the sample period of  eleven years
(ranging from 1994 to 2004), the data are ana-
lyzed by employing the panel data econometric
technique.  Results of  the study indicate that the
level of  income in the tourists’ country of  ori-
gin, price of  tourism in the substitute destination
(the Philippines) and the “Malaysia…Truly Asia”
global campaign, are significantly influential in
determining the flow of  international tourists
from the four countries in the sample into
Malaysia. 

KEYWORDS
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RESUMO

O facto de a indústria turística poder desem penhar
um papel importante no crescimento de uma
economia tem sido largamente aceite pelas autori-
dades políticas em muitos países. A questão é,
então, saber o que impulsiona o crescimento do
sector do turismo numa economia específica. O
presente estudo examina a influência significativa
de alguns factores seleccionados em relação aos
turistas externos de quatro principais países in-
dustrializados; nomeadamente dos EUA, do Reino
Unido, da Alemanha e do Japão para a Malásia. 

Baseados num período de análise de onze anos
(de 1994 a 2004), os dados são analisados através
da técnica econométrica de panel data. Os resul-
tados do estudo indicam que o nível de rendi-
mento no país de origem, o preço do turismo no
destino substituto (as Fili pinas) e a campanha
global “Malaysia ... Truly Asia”, são significati-
vamente influentes na determinação do fluxo de
turistas internacionais dos quatro países da
amostra para a Malásia.       
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Procura turística, econometria em panel data, qua-
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1.0 INTRODUCTION

Tourism is an industry; it is a socio-economic acti vity -
the activities related to traveling.  Chamber’s English
Dictionary defines tourism as the activities of  tourists
and those who cater for them. The promotion and en-
couragement of  touring, the planning of  the trip,
tourist guidance and management, travel and trans-
portation as well as hotel and catering are among the
major activities and servi ces related to tourism industry.

Given the fact that tourism industry in its broad sense
encompasses a wide range of  activities and services, it
is often referred to as “the world’s largest industry”.
Accordingly, tourism industries for many economies
contribute significantly to their foreign exchange earn-
ings.  For a relatively small and very opened economy
like Malaysia’s for example, tourism industry is ranked
third in the list of  its major foreign exchange earners.

Perhaps, based on the premise that tourism industry
can play an influential role in accelerating the growth
and development of  the national economy, the
Malaysian Government in recent years has intensi-
fied its promotional activities towards enhancing the
level of  international tourist flow into the country.
Whereas it is generally recognized that the level of
international tourist flow into a particular country
changes through time, what are the major contri -
buting factors towards such a phenomenon?

Congruent with the current policy of  the Malaysian
government to promote international tourism, the
present paper attempts to examine the significant im-
portance of  some socio-economic variables in influ-
encing inbound tourists from four major industrial
countries to Malaysia.  The data for the study are ana-
lyzed from the perspective of  panel data econometrics.

The remainder of  the paper is organized as follows.
We begin in Section 2.0 by providing an overview of
the Malaysian tourism industry, while Section 3.0 re-
views some literature related to international tourism
demand and flows. The entire Section 4.0 is devoted
to describing the data and sketching the econometric
models to examine the data. Section 5.0 presents the
findings of  the study.  Finally, Section 6.0 concludes
the paper.

2.0 OVERVIEW OF THE MALAYSIAN
TOURISM INDUSTRY

As noted in the foregoing section, tourism industry
is an important foreign exchange earner for
Malaysia. Indeed, this sector has contributed signi -
ficantly to the Malaysian economy not only in terms

of  foreign exchange earnings but also in generating
new businesses and of  course, employment oppor-
tunities.  In 1974 for example, Malaysia attracted
only 1.2 million international tourist arrivals,
whereas by 2007 this figure has increased to 20.9
million. In terms of  income generated from foreign
arrivals, during the same period the figure rose from
RM0.35 billion to RM46.07 billion (see Table I). 

Table 1: Malaysia. Tourist Arrivals and receipts
(1974- 2007)

Source: Malaysia Tourism Promotion Board (Planning and Re-
search Division) 
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As charted in Figures I and II, international tourist
arrivals as well as receipts have recorded remarka-
ble increased since the late 1990s.  We are of  the
view that such rapid increase could be attributed
particularly to the well-known promotional cam-
paign – the “Malaysia…Truly Asia” global campaign
– initiated by the Government in 1999 (see also
Table I).

The interest of  this paper as its title implies, is to
examine the demand for tourism in Malaysia by
tourists from four major industrial countries.
These countries are the U.K, the U.S, Germany and
Japan. 

Table II displays tourist arrivals and tourism receipts
from these four major industrial countries.  Interes-
tingly, as shown in the table, arrivals as well as re-
ceipts from the U.K and Japan are outstanding not
only in terms of  absolute values but also in percen-
tage growth.  As far as the U.K is concerned, this
phenomenon could perhaps be explained by the fact
that it has a long traditional (historical) relationship
with Malaysia.  Japan on the other hand, is an Asian
country – located (geographically) relatively very
near to Malaysia.  And hence, travel cost to Malay-
sia is relatively low.  Japan is also a major trading
partner of  Malaysia (and hence, this indicates the in-
creasing popularity of  business tourism?).

Figure II: Malaysia:  International Tourism Re-
ceipts (1974-2007)

Figure I: Malaysia:  International Tourist Arri-
vals  (1974-2007)

Table II: Malaysia:  Growth of  Tourist Arrivals and Tourism Receipts from Four Major
Industrial Countries, 2004-2005

Source: Malaysia Profile of  Tourists by Selected Markets 2005

3.0 LITERATURE REVIEW

In recent years there has been a growing interest in
estimating tourism demand model (see among
others, Narayan, 2003; Salman, 2003; Song et al.,
2003; Eilat & Einav, 2003; Proenca & Soukiazis,

2005; Garin-Munoz, 2007; Saayman & Saayman,
2008; and Halicioglu, 2008). However, accuracy of
tourism demand estimates has always been limited
by the nature of  the data and methodology. 
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Tourism demand is generally measured in terms of
number of  tourist arrivals, from the country of  ori-
gin to a destination country, or in terms of  expen-
ditures, by tourists from the country of  origin in the
destination country. Besides, tourist nights spent in
the destination country are an alternative measure. 

Investigations into the demand for tourism have ge-
nerally involved the estimation of  the relative im-
portance of  particular variables, which determine
the level and pattern of  tourist expenditure such as
income, relative prices, exchange rates and transport
costs (Sinclair & Stabler, 1997). The theory of  tou-
rism economics suggests that income and price-type
factors are likely to play a central role in determi-
ning the demand for international tourism. Appro-
priately, international tourism is generally viewed to
be a luxury product (Bond & Ladman, 1972).

In examining travel and transportation flows for 14
industrial countries by using aggregate travel ex-
penditure model, Bond (1979) found that in most
of  the countries in his sample, travel has a very high
income elasticity and can be considered as a luxury
goods.  Moreover, travel expenditures were detec-
ted to be strongly influenced by changes in price and
exchange rates with a time lag of  up to 2 years.

In another study on income elasticity of  internatio-
nal tourism demand, Little (1980) estimated a set of
individual disaggregated demand equations for tra-
vels to 10 major countries by residents of  the Uni-
ted States (U.S).  The study has documented the
following income elasticity of  international tourism
demand by U.S tourists: Japan and Spain are desti-
nations detected to have the highest income elasti-
city, whereas Canada, Italy and France are among
the destinations that have the lowest.  Results of  the
study also indicate that U.S travelers are as sensitive
to changes in relative prices as they are to relative
exchange rates.

Different from the two studies that we have reviewed
above, White (1985) on the other hand, is the one
who examined international tourism demand from
regional perspective.  The study involves examining
the flow from the U.S to Western Europe by em-
ploying a complete system of  demand equation.  Fin-
dings of  the study could be summarized as follows:

a) Tourists from the U.S view Norway, Sweden,
Denmark, Spain and Portugal as “luxury destina-
tions” that might expect to receive an increase share
of  the traveler’s budget; 

b) price elasticity of  tourism demand is relatively low
for France, Belgium, Netherlands and Luxembourg; 

c) high price substitution effects are detected for
tourist from France, the United Kingdom and Ger-
many.

Song et al. (2003) in investigating the demand for
tourism in Hong Kong found that the most im-
portant factors determining tourism demand are
the cost of  tourism in Hong Kong, income of  the
tourist’s country of  origin, the cost of  tourism in
the competing destinations and the ‘word of
mouth effects’. 

Narayan (2003) in his attempt to identify the de-
terminants of  tourist expenditure in Fiji however,
found that in the long-run real GDP of  the tou-
rist’s country of  origin positively affect tourist’s
expenditure in Fiji. (The price of  tourism and the
transportation cost (airfares) on the other hand,
have a negative effect on tourist’s expenditure).
In the short run, the coups d’etat (in 1987 and
2000) brought negative effect on tourist’s spen-
ding in Fiji. 

Salman (2003) in examining the monthly tourism
flows to Sweden from American, European and
Scandinavian countries by using cointegration ana-
lysis, indicate that income, exchange rate and tou-
rism price are significant in influencing international
tourists flows to Sweden.  

For the Malaysian data, a study by Ishak (2006) was
among the most recent one.  However, in investiga-
ting factors that might influence inbound tourists
from Japan and South Korea to Malaysia, the (time-
series) data were analyzed only from the Ordinary
Least Square (OLS) perspective. Income level in
tourist’s country of  origin, the cost of  tourism in
Malaysia and exchange rate are found to be the
major factors that influenced tourism demand in
Malaysia.

To generalize, previous studies have identified a
number of  major determinants of  international
tourism demand:  income level in the tourist’s
country of  origin, relative price of  tourism, the
price of  tourism in substitute destinations and ex-
change rate.  Are these variables also significant in
determining the demand for tourism in Malaysia
by tourists from the U.K, the U.S, Germany and
Japan (when the panel data analysis technique is
employed)? 
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4.0  DATA AND METHODOLOGY

In the present study one attempt to identify the
major factors influencing inbound tourists from
four major industrial countries; namely, the U.S,
the U.K, Germany and Japan to Malaysia in based
on balanced panel data set consisting of  tourist
arrivals from these countries. The sample period
for the study spans from 1994 through 2004. The
data was obtained from the Malaysian Tourism
Promotion Board (Planning and Research Divi-
sion); Annual Report of  Bank Negara Malaysia (the
Malaysian Central Bank); the Statistical Yearbook
(various issues) published by the Malaysian De-
partment of  Statistics and the IMF International
Financial Statistics Yearbook.

The model developed for the study is based on
the neoclassical economic theory, which postula-
tes that income and price type factors are likely
to play a central role in determining the demand
for international tourism. Such economic varia-
bles have even become the focus of  most past
studies on international tourism demand. Seve-
ral more recent empirical works however, have
claimed that the behavior of  tourists might also
be affected by non-economic and other exoge-
nous factors, such as special events, political fac-
tors, social conflict, terrorism and natural
disasters.  Given such a scenario of  develop-
ments in theory and empirical works, the varia-
bles to be considered and estimated in the
present study are specified in the following re-
duced-form function:

Y =  β0 +  β1X  +  β2Z  +  ε                          (1)

The dependent variable (Y) in the above model is
the number of  tourists who travel from the coun-
try of  origin i (four major industrial countries) to
country j (Malaysia). Variable X in this case is
made up of  the following:  the level of  real gross
domestic product of  country i during year t, the
cost of  tourism in relative prices for a tourist
from country i  to Malaysia in year t, cost of
tourism in the substitute destinations k (i.e, Sin-
gapore, Thailand, Indonesia and the Philippines).
Further, Z in the model represents the dummy
variables that are used to capture the effects of
the 1997/98 Asian financial crisis and the
“Malaysia...Truly Asia” tourist promotion cam-
paign initiated by the Malaysian government.
Lastly, ε is the stochastic error term.

The relative price of  tourism in this model is de-
fined as a ratio of  the consumer price index of  the
host country (CPIjt) to that of  the country of  ori-
gin (CPIit) adjusted by the relative exchange rate
(ERjit) to obtain a proxy for the real cost of  living
(See Kulendran, 1996; Salman, 2003). Accord  ingly,
the relative price of  tourism in Malaysia, defined
in the proxy terms by the relative consumer price
index can be expressed as follows:

PMjt =  CPIjt / ERijt  (2)                             
CPIit

Where:

PMjt = Relative price of  tourism in  country j 
(Malaysia)

CPIjt = Consumer price index for country j 
(Malaysia)

CPIit = Consumer price index for country i 
(tourist’s country of  origin)

ERijt =  Exchange rate between currency country
j (Malaysian Ringgit) and currency 

country i (tourist’s country of  origin)

Another variable, the price of  tourism in substi-
tute destinations (k), refers to the relative price of
tourism in Singapore, Thailand, Indonesia and the
Philippines. In this connection, there are two pos-
sibilities: (i) If  an increase in the price of  tourism
in Malaysia is found to have caused an increase in
the demand for tourism in Singapore, Thailand,
Indonesia and the Philippines, then these coun-
tries could be considered to be substitute desti-
nations for Malaysia; (ii) If  on the other hand, an
increase in the price of  tourism in Malaysia is sub-
sequently followed by a decrease in the demand
for tourism in these countries, then these coun-
tries could be viewed as complementary destina-
tions for Malaysia.

For model estimation, ordinary least squares
(OLS) method is used for two reasons:  to check
the goodness of  fit; and to ensure that the OLS
assumptions are not violated.  Thus, the pooled
OLS model to be estimated is as follows:

lnTARit =β0 + β1lnYit +  β2lnPmit +  β3lnPskt +
β4lnPtkt +  β5lnPikt +  β6lnPpkt + 
β7DAFCt +  β8Dmtat  +  εit (3)                        

where the subscript i is for countries, t is for time
and ln denotes the natural logarithm (loge).

Demand for Tourism in Malaysia - Norsiah Kadir, Mat Saad Abdullah, Sabri Nayan
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ln TARit=Loge of  the number of  tourist who 
travel from the country of  origin i to 
country j (Malaysia);

lnYit = Loge for  the real gross domestic product
of  country i (in dollars) during year t;

lnPmit = Loge for the cost of  living in relative 
prices for a tourist from country i to 
Malaysia at time t; 

lnPskt = Loge for the price of  tourism in the 
substitute destination k (Singapore)
for  tourists from the country of  
origin i, in year t; 

lnPtkt = Loge for the price of  tourism in the 
substitute destination k (Thailand)
for  tourists from the country of  
origin i, in year t;

lnPikt = Loge for the price of  tourism in the 
substitute destination k (Indonesia)
for  tourists from the country of  
origin i, in year t; 

lnPpkt = Loge for the price of  tourism in the 
substitute destination k (the Philippines)
for  tourists from the country of  
origin i, in year t; 

DAFC = Dummy variable: to capture the effect of
the 1997/98 Asian financial crisis, taking 
the value of  1 if  observation in 1998 
through 2000 and 0 if  otherwise;

Dmta = Dummy variable:  to represent the 
“Malaysia…Truly Asia” global campaign,  
taking the value of  1 if  observation in 
1999 through 2004 and 0 if  otherwise; 
and

εit = The stochastic error term    

Because the model is in double logs, the estimated
coefficients can be considered as representing the
elasticity of  demand, except for the dummy variable.
Further, to control for country specific individual
effects, the model is specified as a panel data re-
gression with fixed-effects or random-effects. Mo-
reover, since the sample for the study is drawn from
a population (not all industrial countries are included
in the sample due to data unavailability), it would be
appropriate to assume that individual-specific inter-

cepts are randomly distributed across-sectional
units. On the other hand, since this study focuses
on four industrial countries, it would also be reaso-
nable to assume that the model is constant for the
group of  countries and thus the fixed-effect esti-
mators is applicable.

The fixed-effects model assumes that slopes are
common, but the intercepts vary across countries.
Therefore, equation (2) below is used for fixed
effects estimation.   

lnTARit = αi + β1lnYit + β2lnPmit + β3lnPskt +  
β4lnPtkt +  β5lnPikt + β6lnPpkt +
β7 DAFCt + β8Dmtat + μit (4)

where i denotes the cross-sectional unit represen-
ting international tourism flows to Malaysia from
four major industrial countries and t (as usual) de-
notes the time period. In this equation, αi is unob-
served heterogeneity which is specified in this study
as country effect.  Unobserved country effect here
is referred to as a fixed effect since the value is fixed
over time.

For the fixed-effects model, it is assumed that there
is an arbitrary correlation between αi and the expla-
natory variables, Xit in each time period, or Cov (Xit,
αi ) ≠ 0, for all t and i.  The error term μit is known
as idiosyncratic error or time-varying error: It re-
presents unobserved factors that change over time
and affect lnTARit.                                                                            

The random-effects model assumes that intercepts
are drawn from a common distribution, and the
error term consists of  two components: an error
term unique to each observation and constant over
time (αi.); and, an error term representing the extent
to which the intercept of  a given cross-sectional unit
varies from the overall intercept (μit.). The model
then takes the following form:  

lnTARit = β0 + β1lnYit + β2lnPmit + β3lnPskt +  
β4lnPtkt + β5lnPikt + β6lnPpkt +
β7 DAFCt + β8Dmtat +  vit (5)                          

where vit = αi + μit , and it is defined as the com-
posite error term, which is serially correlated across
time (Baltagi, 2005). 

Unlike the fixed-effects estimator, the random-ef-
fects estimator is inconsistent if  the error term αi
and the regressors are correlated. Thus, it is assu-
med that the unobserved effect, αi is uncorrelated
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with each explanatory variable in each time period;
and hence, it can be addressed as follows:

Cov (Xit, αi) = 0,   t = 1, ..., 11 (i.e, 1994-2004); and
i = 1, …, 4 (i.e referring to 4 major industrial
countries)

5.0  RESULTS AND DISCUSSION

The results of  data analysis are presented in Table
III. The coefficients in each column i.e columns
(2) through (7) differ in the assumptions on the
non-observable individual effect. Columns (2)
and (3) refer to pooled OLS model; (based on the
assumption that all countries react in the same
manner after a change in the values of  the expla-

natory variables and that the non-observable in-
dividual characteristics, α, are the same for all tou-
rism routes). For columns (4) and (5), the
individual effects are treated as fixed, whereas for
columns (6) and (7), the values are considered
random and form part of  the error term.  

If  there exist country effects in the regression
model, the pooled OLS or equation (1), does not
effectively estimate the linkage between the inde-
pendent and dependent variables. Thus, to analyze
the significance of  country-effects, the F-test is
used for this purpose. Besides, in order to verify
whether the fixed-effects approach is better suited
for the analysis than the random effects approach,
the Hausman specification test has been used.

Table III: Tourism Demand by Tourists from Four Major Industrial Countries: Results of  Estima-
tes Based on Equation (1) and (2)

Demand for Tourism in Malaysia - Norsiah Kadir, Mat Saad Abdullah, Sabri Nayan
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In comparing the pooled OLS model with the fixed
effects model, the null hypothesis that (the recipient-
effects) equal to zero is rejected at the 0.05 level of
significance. This implies the presence of  country-
effects in the model. The Hausman statistic of  8.97
indicates that we can reject the hypothesis that the
individual effect is uncorrelated with the regressors.
Hence, the fixed-effects model is more appropriate.

Moreover, in term of  goodness-of-fit, fixed-effects
model is considered good since its R2 is higher than
R2 of  random-effects model.  Based on R2 value,
94.8 per cent of  time variation in the lnTARit is ex-
plained by the time variation in the explanatory va-
riables. Then, we select equation (1) of  the
fixed-effects model and the main results are dis-
played in Table III.  

As in most previous empirical studies, income appears
to be the most important determinant of  interna-
tional tourism demand. The estimated coefficient of
income elasticity is +0.490 and this is statistically sig-
nificant at 5 percent level. The theory of  demand
suggests that a commodity is normal if  it has a po-
sitive value of  income elasticity, whereas a negative
value indicates that it is an inferior good. 

Income elasticity greater than unity characterizes lu-
xury goods, where budget shares increase with in-
creases in income. On the other hand, necessities,
having elasticity values between zero and one, ex-
perience falls in their budget shares with increases in
income. Referring to the present study (see Table
III, column 5), the estimated income elasticity which
is positive - between zero and one (0 < Ey < 1) -
proves the hypothesis that tourism demand in Ma-
laysia is generally regarded as a “normal necessity’
or low-market destination (Divisekera, 2003).  

However, contrary to expectation, the relative price
of  tourism in Malaysia is insignificant, with estima-
ted price elasticity between one and zero. The com-
parison of  this result with those of  the previous
studies is not straightforward. The reason is that dif-
ferent studies have used different measures of  price
and this explains why the estimates of  price elasticity
vary considerably. 

To explore the possibility that prices do not only
have an instantaneous effect but also past prices can
affect current tourist flows we have estimated the
same model by adding lagged price as a regressor.
This analysis is based on equation (2) and the results
are presented in Table III (see columns 3, 5 and 7).

Statistical test suggests that it is not significant. This
implies that the relative prices of  tourism in Malay-
sia are not significantly influential in determining the
flow of  international tourists to Malaysia.

Regarding the price of  tourism in substitute desti-
nations, finding of  the study reveals that the price of
tourism in the Philippines is positively significant.
The positive signs indicate that the Philippines is a
substitute destination for Malaysia (see column 5).
Correspondingly, an increase in the arrivals of  in-
ternational tourists in Malaysia could be expected
when there is an increase in price of  tourism in the
Philippines. However, for Singapore, Thailand and
Indonesia, the estimated price elasticity indicates
that these countries are insignificant in explaining
tourism demand in Malaysia.

The effect of  the 1997/98 Asian Financial Crisis
turned out to be insignificant in determining tou-
rism demand in Malaysia by tourists from industrial
countries. Surprisingly, however, the Malaysian go-
vernment international tourism promotional cam-
paign (under the popular theme of   ‘Malaysia…
Truly Asia’) is found to be significant in all equa-
tions (see columns 4, 5, 6 and 7). This suggests that
the campaign is effective in attracting international
tourists from the four major industrial countries to
Malaysia. 

5.0 CONCLUSIONS

Tourism industry is an important sector for the
Malaysian economy. As charted in Figures I and II,
this sector has been growing steadily in recent
years. [To recapitulate, findings of  this study sug-
gest that income level in tourists’ country of  origin,
price of  tourism in the substitute destination (the
Philippines) and the ‘Malaysia…Truly Asia’ global
campaign, are (significantly) influential in determi-
ning the demand for tourism in Malaysia by foreign
tourists].  

The policy implication of  these findings could be
conceived as follows: If  we were to see tourism sec-
tor to continue playing its role as an increasingly im-
portant foreign exchange earner for Malaysia, then
promotional campaign such as the “Malaysia…Truly
Asia” global campaign1 needs to be intensified. In
planning and implementing such a campaign how -
ever, economic, socio-political as well as socio-cul-
tural developments and events in the tourists’
country of  origin as well as substitute destination(s)
(that might change through time or might be seaso-
nal in nature) should be taken into consideration.
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Note: 1 Our evidence (see Tables I and III) indicates that
this global campaign has been effective and successful in
accelerating the growth of  international tourist arrivals
to Malaysia.
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