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C hapter 1 

INTRODUCTION 

1.1 Stating the Problem : 

Internati onal touri sm has become a major foreign exch ange ea rn er fo r many lovv- in come 

countri es and small islands, and it is a principal export fo r 83% of develop ing coun tri es 

(WTO, 200 I ). The economic importance of the Travel and Touri sm (T &T) sector should 

not be underest imated. 'Touri sm is the wo rld 's leading industry and the wo rld wide amount 

of to uri sm spend i ng increases sign in can tl y yea r by yea I". Tou ri sm is one of the worl el" s 

largest industri es and has experi enced rap id growth in many developed and develop ing 

nat ions over the last three decades (Li ef.a!. 2004). 

The United Nat ions World Touri sm Organi zat ion (UN WTO) estimates 898 1 milli on 

touri sts traveled wo rl dwide durin g 2007, reflecting an increase of 6. 1 percent over the 

prevIous year. Wh il e Pakistan 's share in world tomist arri va ls duri ng 2007 was 0.09 

percent, as compared to 0. 11 percent in 2006 showing a decrease of 18.2 percent over 

2006. However, the in ternati onal touri st arri va ls reached 924 million in 2008, representing 

a growth of 2 percent compared with 2007 (touri sm dema nd slowed in the second half of 

2008, however, attr ibutabl e to the deteri orating intemational economi c situat ion). The 

Wo rl d Trave l & Touri sm Council (vVTTC) estimates that, from direct and indirect 
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acti v ities co mbined, the T&T sector novv accounts for 9.9 percent of global GOP, 10.9 

percent of world exports, and 9.4 percent of worl d in vestment. 

Tourism brin gs obv ious economic benefits, the most important bein g generati on of fo reign 

exchange and the creation of j obs. Therefore, it is no surpri se that tourism is an im portant 

economic acti v ity in many parts of the worl d, (KaLalono and Gounder. 2004) . The 

increasin g importance of the rol e that touri sm pl ays in the world economy has drawn the 

attention of many scholars. Pi zam and Fleischer (2002) have argued that touri sm and 

internati onal travel are sensitive industri es, hi ghl y dependent on peace and security. Pi zalll 

(1999) has menti oned in his study about the sensiti ve vari abl e, crim e rate; and sa id that 

every day a crim e or a v iolent act is OCCUlTing at sOllle tourist destinat ions in the worl d 

causin g reluctance on the part of tourists to visit these dest inati ons. 

Each destinati on has its own unique characteri sti cs. w hich signifi cant ly innuellce the 

decision-making undertaken by a tourist In selecting a destinati on. Detailed rev iews of 

such studi es can be found in (see, for example, Sinclair 1998; Crouch 1994; Witt and Witt. 

1995; Lim, 1997 ; Song and Li , 2008). However, research on the determin ants of in bound 

touri sm has focused mainl y on expl aining tourism demand in developed countri es, w ith 

little attention given to developing countri es (Naude and Saayman, 2005). 

Touri sm is a sector that in vo lves a multipli city or economic acti vit ies respondin g to 

differentiated demands w ith specific characteri sti cs at th e nati onal and intern ational leve ls. 

However, the increasing importance of the tourism sector ill term s of its contribu t ion to the 
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national product, the empl oyment and th e balance of payments creates the need to 

investi gate the determinants oftouri smllows within a spec ific country. 

In Pakistan , international touri sm IS viewed though not very strongly, as a mean of 

attracting foreign exchange and as a stim ulu s to economic g1"O 'vvth . Th is stud y aims to 

analyze the determinants of touri sm demand by USll1 g inco me, pri ce, and exchange rate 

elasticities fo r exam inat ion among the set of demand lactors as they are the fun damental 

concepts in econom i c demand theory and they are the most frequentl y exam i ned variabl es 

in international to uri sm demand stud i es (A nastasopu los. 1989 ; Ku landran and Wi tt, 2003 : 

Crouch 1992; Lee, 1996; Luzii and flu cki ger, 2003). 

In the touri sm demand context, the dec ision making involves lll ak ing a choice alllong a 

group of altern ati ve destinat ions. A pri ce change in one destin ati on lll ay inlluence touri sts' 

decis ions on traveling to a number of alternati ve destin at ions, as well as their expenditme 

in those destinati ons. 

During the past three decades, econometri c models have been used to estim ate the demand 

fo r intern at ional touri sm. However these models were mostl y tested for deve loped 

countri es and specifi ca ll y, Pakistan has not been studi ed . A majority of the studies have 

used time-seri es data to lllodel the tra ve l demanci fOJ" a single ori gin cO Lintry anci destination 

country, and their empirical results were often cited in terms of elasticities 01' demand that 

were assumed to be constant over time. 
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Many past studies have focused on intemational tomism demand forecastin g. using 

vari ables such as exchange rates, the GOP in the coun try of ori gin , the Consumer Price 

Index (CPI), income, transportation costs, special even ts, crime rates, weather condi tions, 

and popul ation size (Kim and Wo ng 2006 ; Uysal and Crompton 1985 ; Webber 200 I; Witl 

and Witt 1995). 

Tour ism demand analys is form s an integral part of sound dec ision mak ing regardin g 

in vestments in both the public and pri va te sectors, as well as in short- term marketin g 

decisions. For exampl e, it prov ides poli cy implicat ions and is of value to anyon e 

responsibl e for for mul at in g strategies or promot in g to mi sm prod ucts and services. 

Measures of to uri sm demand are also used to assess the contributi on of the touri sm 

industry to the economic we lfa re of the loca l economy as a whole and to provide a guid e 

to the use and efficient all ocati on of resources. Therefo re, to uri sm demand represents a 

key element in achi ev in g effecti ve deve lopment. 

Building on thi s wo rk, vve aim to contri bute to a better understand in g of the intern aLional 

touri sm fl ows to Pak istan, by deve loping a dynamic model that quantifi es the relat ive 

im portance of each determinant in th e final demand fo r to mi sm. 

1.2 Objectives of the Study : 

This resea rch has the aIm and object ive of seekin g to know whi ch fa ctors affect 

in ternat ional touri st demand arr iva ls to Paki sta n by uSIn g the in tern at ional tomi sm 
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demand model to expla in intern at ional touri st 's behavior in Pak istan . The observed 

s ignifi cance of the lagged dependent vari able in such models indicates em pirica ll y that a 

dynami c structure is necessary part of the model spec i li cat ion (Fujj i and I\a k, 198 1: Win 

and Martin , 1987; Sinclair and Stabl er, 1997). 

Overall , thi s stud y also aims to verify the determin an ts of to uri sm demand in Pa ki stan. 

Thi s gives a basis to offer some poli cy advice for the government to support thi s sector. 

1.3 Arrangement of the Study : 

The present study is structured as fo ll ows. Chapter 2 gives the overview of inbound and 

outbound touri sm demand studies in di fferent coun tries: it enumerates the most widely 

used determinants of tour ism demand and genera ll ) accepted estim at ion techniques. 

Chapter 3 describes shortl y the state of touri sm seClo r of Paki stan, whil e Chapter 4 

provides detail ed di scuss ion on data, constru ction of variables and estimat ion techni ques. 

The empirical anal ys is of the results is carried out in Chapter 5. Fina ll y, Chapter 6 

summari zes the main findin gs of the study and offers policy recommendati ons based on the 

research results. 
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C hap te r 2 

REVIEW OF LITERATURE 

To uri sm demand has been quite extensively in vesti gated in the li te rature fo r diffe rent 

countri es. Several thorough rev iews on the determinants of in tern at ional to uri sm dema nd 

have been publi shed (e.g. , Crouch, 1994a, 1994b; Witt & Witt, 1995 ; Lim, 1997a; Sincla ir. 

1998; Li et aI. , 2005; Song & Li, 2008) . From these studies it can be concluded that 

touri sm become an im portant sector in many countri es as the source of fo reign exchange 

ea rnIngs. 

2.1 Introduction: 

This chapter revie'vvs the important issues related to the theoreti ca l and empiri ca l \Vork. 

estimati on techniques in the area of touri sm demand. its determinants, and economi c 

impact of touri sm demand in a destinati on and also focuses on analys is of touri sm dema nd 

and econometri c too ls used. The to urism sector is getti ng attention fo r the last many years. 

As Crouch (1994ab) has noti ced the growth in the study of to uri sm demand has pa ra ll eled 

the growth in demand itse lf over the past three decades. Pike (2002) has mentioned that 

resea rchers now have a wea lth of destinat ion image literatu re at their disposa l. He has 

given a rev iew of 142 dest inati on image papers, pu bli shed in the li terature dur ing the 

peri od 1973-2000 based on research undertaken to prod uce a synthes is of key 

characteri stics of touri sm demand analys is. 
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2.2 Defining Tourists: 

Here are some defin itions of touri sts given by different internat ional orga ni zat ions. whi ch 

are as follows: 

International U nion of Official Travel Organiza tion (IUOTO) that "t01lrist are 

temporm )! visitors stay ing at least 24 hours in the COunlr\ ' visited and the purpose of whose 

journey can be classified under one of the fo llowing.' (a) leisure (recreation, holiday, 

health, study of religion and sports); (b) business, faJl7ily, mission, meetings. ,. ( I OTO 

19963: 14). To uri sm is very vast sector and includes many indu stri es in it both the service 

and goods industry classificat ion. Touri sm itself has taken as lu xury good and rega rded as 

the source offoreign exchange for a country. 

World Tourism Organization (WTO) "Tourist is (/ short-term visitor who visits a 

country other than in which he resides jar a stay of over night jar any purpose other than 

an occupation ". 

Orga nization of Economic Co-operation and Development (OECD) touri sm 

cO lllmittee, "A n international tourist is a person who makes tempoI'm )! visits ClcrOSS 

international borders, resides there jar at least twenty~f(JUr hours to less thon a yea/', and 

for a purpose other than establishing residence" , 
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2.3 Defining Tourism Demand: 

According to the literature, the theo ry that explains the louristflows betvveen th e ori gin and 

the destinat ion country is based on the demand fun Ct ion. Demand for to uri sm is of t\Vo 

types as defined by United Nations ( 1978). Touri sm is defin ed as private consumpti on, as 

demand of private household and as a part of producti on when visits are fo r a purpose or 

business. O' Haga n and Harri son ( 1984) stated that " (ol//'isl11 is a demandfo /' a 'bundle ' oj' 

goO(is' and ser vices " . 

The product resulting from the demand of touri sm IS an aggregate amount of th e 

individuals des ire to travel within a spec ifi c time peri od . From the rece iving country po int 

of view, touri sm demand represents th e set of goods and servi ces that the visito rs atta in 

during a spec ifi c peri od of time of their stay . Therefo re, to uri sm demand refers to the 

demand for touri sm-ori ented products which include accommodati on, food service. 

transportati on, trave l agencies, recreation (L i m, 1997b). 

Song and Witt (2003) have been defined touri sm demand as the amoun t of a set of touri st 

products that the consumers are willing to obta in duri ng a definite peri od of time. Other 

authors also defines touri sm demand in different ways fo r example as Croes & Vanegas 

(2005) in their recent stud y sa id that touri sm demand is the amount of touri st goods that a 

touri st willing and abl e to buy at a spec ific time and un der certain conditi ons. 
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2.4 Measures ofToudsm Demand: 

The li terature rev iew on the econometri c mode lin g of touri sm demand shows that there is 

more than one measure of touri sm flows. In fact , the majority of the empirical studies in 

thi s area define intern atio nal touri sm demand by using one of the fo ll owing measures : The 

number of forei gn visitors crossing the borders; the nu mber of ni ghts spent by visitors from 

abroad ; the recei pts ori ginated from the visi tors spend i ng; or the stay-length 0 f tou ri sts 

vi siting a country. one of these measures is full y sat isfactory in encompass ing all the 

aspects which characteri ze the demand fo r touri sm in a spec ifi c location. 

O'Hagan and Harri son (1984) have used share of total US touri st expenditure in Europe . 

Witt and Martine (1987) have taken the number of visits per capita for holi day purpose in 

case of outward tour ism from the U. I( and Germany. 

However, according to Crouch (1992), almost seventy percent of the studies that estimated 

touri sm demand fu nction s have used the number of vi sitors (entrances) as the dependent 

variab le (Q ui and Zhand , 1995; Akis, 1998 ; Rosse ll o el aI, 2005 ; Giaco melli. 2006). The 

main reason for thi s preference has been the unava il abi lity of data on touri sm spendin g. 

Crouch (1992) has explained that an understanding of internationa l touri sm demand is of 

considerable importance. For commercial and economi c acti vity, intern at ional touri sm has 

been attract ing increas ing attention. 
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Pyo (199 1) has built a linear expendi ture model fo r dem and analys is of domestic tourism of 

the United States. Sheldon (1993) has examined the to uri sm dema nd through the 

relat ionship between touri st arri va ls and to uri sts expenditures to a given destinat ion and 

noti ced that both the measures of in tern ati onal touri sm that is vo lume and expenditure are 

important fo r a dest inati on. 

Syri opoul os ( 1995) has contributed the first appli ca ti on of dynamic econometri c mode lli ng 

of touri sm demand measuring by touri st arri va ls fo r ~ e cl i te rra nean desti nations with large 

to uri sm sectors (Spa in , Portuga l, Ita ly, Greece and Turkey) by European to uri st ori gin 

countri es, as we ll as the USA. 

2.5 Factors that Influence Tourism Demand: 

To uri sm is an export commodity in v"hi ch consumption occurs in the place of supp ly and 

demand fo r it responds to most of the fac tors that affect the demand fo r other good and 

services in the economy (Quayson and Va r, 1982) . It has been noticed by \V itt and Ma rtine 

( 1987) that peop le are more aware of exchange rates th an relat ive costs, as exchange rates 

flu ctuate more rap idl y than relati ve rates of inflation, in sho rt term. Crouch ( 1992) focu sed 

on inco me and pri ce elas ti cities in the context of intern at iona l tou ri sm and ident ifi ed 

facto rs, and argued that income and price are fundamenta l elements of economi c theory 

and the law of demand. 
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T he relat ionship between the demand for trave ling, Income of ori gin country, touri sm 

prIces, transportation cost, and exchange rate have rece ived considerab le attenti on in 

empiri ca l work. In another study Crouch ( 1994a) mention that there are hu ge number o f" 

potential factor explaining touri sm demand and the spec i fi ca ti on of the demand fun cti on 

varies accordin g to the countries or regions used in research. These can be the t ime peri od 

of the study, the type of the data (t ime seri es or panel data) and the nature of touri sm 

(holidays, business trips and visits to fam il y or fr ienci s). T he choice of the expl anatory 

vari ables to be included in the models is sensiti ve to problems, such as, the degree of 

f reedom loss, clata reliab ility, co llinearity problems, om itted vari ab le bi as or endogeneity 

inconsistency. 

T he consumer price index prov ides sati sfactory estimati on resul ts compare I w ith the touri st 

price index previous studi es constructed argued by Syr iopoulos ( 1995) . T he impact or 

changes in relative price leve ls on the demand for tour isll1 in a dest inati on also depends on 

the degree of substitutability of that destination in rel at ion to its closest cO ll1petitors. L i ll1 

( 1997) concluded that touri sts' income, pri ces of touri sm goods and services and 

transportation costs are the most ill1portant determinants that influence intemat ional 

touri sm demand . 

In ord er to deve lop appropriate pol ices fo r touri sll1 ector in T urkey, A k is ( 1998) studi cd 

the determination of the factors affectin g touri sll1 demCl nci fo r Tu rkey the de ll1and From 

western countries and also USA, Japan and Canada. Tourist arri va ls are taken as a f unct ion 

of per capita income in ori gin , pri ces in dest inat ion, cost o f ti'ave l, di stance between the 
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countries and the attraction of the host country. To avoid the prob lem of multi co llinearity. 

single nati onal income vari ab le instead of per capi ta income and popu lat ion and sin gle 

relative pri ce vari able instead of CPI and exchange rate has been used. The resul ts show 

that there is pos iti ve relat ionsh ip between touri st arri val s and nati onal income and negati ve 

relat ion belvveen touri st arri va ls and relat ive pri ces. 

Vogt and Chutima ( 1998) have taken demand for touri sm dependent on current and lagged 

va lues of income and relative prices and price of touri sm is determinin g by consumer price 

index. 

Coshall (2003) has noti ced that there were few form al studies des igned to quanti fy the 

impact of terrori sm on intern at ional travel and tourism. Hi s stud y quantifi es the effect of 

terrori sm on tourism in the fo rm of three potenti al in terventions on air passenger /lo\Vs 

from the U nited K ingdom to a seri es of destinat ions, in cluding the United States, mainland 

Europe, North Afri ca, and the ear East and M idd le East. In tervention analys is is used to 

see if these warnings and the L ockerbi e tragedy affected U.K. trave l demand. The stud y 

found that perceptions of danger vary accord ing to the de ti nations invo lved and the state 

that the Gu lf cri sis had reached and also that intervent ion analys is is a powerful too l in the 

stud y of travel demand. 

Dvvyer and Kim (2003) have aimed to deve lop a model and indicators of dest ination 

competitiveness that w ill enab le co mpari son between cou ntri es and between touri sm-sector 

industri es. A range of factors influence dest in ation competitiveness, including pri ce and 
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non-pri ce facto rs and there is a need to develop ind icators whi ch refl ect thi s. Elasti cit ies 01' 

demand measure changes in demand as a functi on of changes in its determinants. 

Song and Wong (2003) have stated in their study th at stand3l'd economic theo ri es and 

models examine that the determinants of consumer 's demand fo r a speci fi c product are 

income level vv ithin the economy, the pri ce of the product, and the pri ce of the substitute. 

Seqve ira and Carl a (2005).have employed panel data techniques that closely foll owed the 

empiri ca l growth rate and the influence of touri sm vari ables on economic growth in a broad 

panel data. To test the signifi cance of touri sm in explaining economic growth, the 

fo llowin g vari ab les were used; lagged rea l GD P, secondary male enrolment, in vestment­

output rat io, governm ent consumpti on-output rat io, export import to outp ut rati o, b lack 

market premium, tourism receipts in percent of expol'l. tourism arri va ls as a popu lation 

proporti on, and touri sm rece ipts as percent of G D P. 

It was noticed that tourism, by itse lf , can not account fOl' the hi gh growth rates of countries 

that spec iali zed in tourism. In general, va ri ab les lin ked w ith tou ri sm are not signi fi ca nLl y 

rei ated to econom ic growth. Econom ic theory postul ates that income and pri ce type factors 

play central role in determining the demand for in tern ational touri sm (Croes and Vanegas. 

2005) and determinin g it is an empiri ca l quest ion. Rossell o e/.al. (2005) have ment ioned 

that the cost of goods and serv ices bought in the destinati on would norm all y account for the 

major part of the total pri ce. 
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Transportation costs betvveen a destination and an ori gin, and/or alternative dest inations. 

can be a signifi cant component of the pri ce of touri sm product (Kliman , 1981). 

Wong el. 01. (2007) have exam i ned whether com bin i ng the tou ri sm forecasts generated 

from different models can improve forecasting accuracy. T heir study showed that own 

price, substitute prices and consumer's income are the prim ary factors in fluencing I-long 

Kong tourism demand. Economic determinants of to uri sm demand have been we ll ­

documented in the literature on model i ng tourism demand gi ven in the recent stud y 0 f 

A lien e/. 01. (2008). 

2.6 Specification and Estimation Issues: 

Papadopoulos and Hafiz ( 1985) have examined the growth of fo reign touri sm in Greece, 

from 1960 to 1982, and checked the usefulness and impact of touri sm on the nat ional 

economy. It was estab li shed that the growth of touri sm compares we ll w ith the growth of 

merchandi se export. T here are benefIc ial linkages w ith the loca l industries such as 

handi craft and entertainment which are also characteri zed by low import content. It has 

been noticed that forei gn exchange earnin gs from touri sm have grown faster than any other 

sector in the Greek economy. Touri sm also has favorab le impact on certa in loca l 

econol11 ies. it has been concl uded that touri sm should be gi ven pri ority 0 11 par w i th oth er 

economicall y signifIcant sectors in the Greek economy. and should be Ll sed as a majol' tool 

in the economic development process of Greece. 
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While in another stud y Witt and Martine ( 1987) have deve loped a set of econometri c 

models fo r forecastin g intern at ional touri sm dema nd. as represented by the number of 

touri st vi sits from West Germany and Uni ted Ki ngdom to their respect ive major 

desti nat i ons. 

Smeral ( 1988) has quantifi ed certai n signifi cant influence factors as we ll as attempted to 

estimate how touri sm demand reacts to an increase in economi c growth and to an alteration 

of touri sm pri ces. The stud y assumed that income elasti city of demand fo r trave l and 

touri sm 'vvo uld be hi gher than that of the tota l overall dema nd fo r household. The demand 

fo r touri sm services depends signi ficant ly on the levcl and the growth of G P. It has 

observed that in the short run on I y economic expectat ions regard ing rea I income and th e 

labor-market situati ons are important, while economi c growth influences to uri sm demand 

through development of di sposable rea l income. Therefore, instead of tak ing over ni ght 

stays as an indi cator of touri sm demand, he has used the rea l revenue from in tern ati onal 

touri sm. The stud y observed that the response of tour ism demand in competing countri es 

caused by an increase in relat ive prices is negative. 

Eadingan and Redman (199 1) have taken to uri sm as fas test grow ing industry and 

deve loped the relat ion between tou ri sm and economi cs. The consumer demand theory has 

been used in thi s econometri c study to observe how dcmand for touri sm reacts to changes 

in main determinant of demand such as income leve l. relat ive prices or other im portant 

i nfl uences in touri st behav iors. The study observed that expend i ture was infl uenced by 

income leve l and relat ive prices at the tou ri st desti na ti on. The response 0 f travel 
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expenditure to th e exchange rate has depends on the co untri es of ori gin , the time peri od 

covered in the stud y and the way exchange rate is define. They noted that s in gle eq uat ion 

system suffe r from the identifi cat ion problem. 

The results obta ined for the estimation of touri sm demand can be hi ghl y reli ant on the 

functional fo rm as indicated by Morely (199 1), who stresses that to uri sm dem and is 

diffi cult to handle without eco nometri c tool s and it is modeled using techniques, such as 

multipl e regress ions to fit linea r or log linea r model with sma ll set of expl anatory va ri ables. 

In their study Vogt and Chutima ( 1998) estimated th e rea l income and relati ve pri ce 

elast iciti es of demand for Thail and 's export of to uri sm by means of annual data 1960-93. 

The DF stati stics indi cate that most of the va ri ab les arc not stat ionary in leve l form but 

most are stationary in fi rst difference form. 

Durbary (200 1), using a panel data set for eleven or lglll co untri es has modeled inbound 

touri sm demand for the UK uSing a theo ret ica l fram ework that is based on the grav ity 

model and prov ides elasticities estimates. The result suggest that touri sm expenditure in 

UK is sensiti ve to price and exchange rates changes as the effective pri ce elasticity of 

demand is found to be approximately unitary. Man) countr ies set to uri sm growth as a 

target in an attempt to ga in the add iti ona l In come, foreign currency, empl oyment and the 

tax revenues that the sector can provide. 
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O't-Jaga n and Harri son ( 1984) demonstrated the econometr ic ap proach to model ing the 

behav ior of the market shares of the US touri st expenditure in Europe through AIDS 

model. Also Durbary and Sinclair (2003) have demonst r<;l ted the ways in which the AIDS 

model can be used to examine and quantify the responsiveness of destinati ons' shares of 

their majo r ori gin to changes in economic va ri abl es, notably those that can be affected by 

policymakers: relat ive prices, exchange rates, and expend iture. The paper has used the 

AIDS model to examine French demand for touri sm. 

Dritasaki s (2004) applied a co integrati on approach for est imating touri sm demand for 

Greece by Britain and Germany to in vestigate changes in the long run demand for touri sm. 

To explain the demand fo r touri sm the stud y used inco me in ori gin countries, tou ri sm 

prices in Greece and transportat ion cost and exchange rate between above three co un tri es. 

He has used annual data from 1960 to 2000 has been used. The stud y not iced that many 

macroeconom ics time series are non stationary and th ere is the ex istence of a long run 

equilibrium relati onship among internat ional touri sm demand , income, transportat ion cost 

and rea l exchange rate vvhich appears to be supported by th e data used fo r the examined 

period. 

The traditional literature on touri sm demand rarely olTers explicit th eo reti ca l models. 

Trad itionall y, analys is has been ca rri ed out using single equat ion models in which authors 

se lect expl anatory variab les based on standard demand theo ry. The approach has been 

criti cized as not to take in to account the interdependence of budget all ocat ions to different 

touri st destinations and se lecti on of vari abl es (L i et al. , 2005) . 
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The empiri ca l literature suggests that the most cO lllm on specifi cation s used for est imating 

the demand funct ion of touri sm are linear and log linea r I'un ct ions. Vl itt and Witt ( 1995) in 

a rev iew arti c le conclude that 75 percent of the analyzed models used a doub le log 

functiona l form , 18 percent a linear spec ifi cation and the remaining are probit- Iogit models 

or semi- log specifi cations. The preference given to the do uble log specification is due to 

more sati sfactory esti mation res ul ts obta i ned and easy interpretati on 0 f th e est i mated 

coefficients through the demand elasti citi es (K ul endran. 1996; Mo rl ey, 1994). 

The probl em of estimating the demand sched ul e has been emphasized by vari ous authors. 

Traditionall y, an identifi cation problem has been created with the use of time seri es data. 

because both suppl y and demand can shi ft over time Quayson and Val' ( 1982) therefore, 

they has focused on a parti cul ar region that is Okanagan (Located in southern Bri t ish 

Colum bia , Canada). Croes and Vanegas (2005) have used dynamic econometri c mode lin g 

of international touri sm demand and analyzed to uri sm demand for Netherl ands, Uni ted 

States and Venezuela. 

Li et. al. (2004) have estimated the stat ic and EC-LAlDS models using data 0 11 the demand 

for tourism to Western Europe by United Kingdom residents. Mu lt ip li cative form of thi s 

model is most! y used in I inea r form by logari th m ic transfo rmat ion (Stonge & Red man. 

1982; Song & Witt, 2003; Croes & Vanegas, 20(5). Other uses nex iblc dynami c 

econometri c model (Syri opulos, 1995) and Box and Cox 1964 transfo rmati on or var iables 

(F ij i and Mak, 198 1). 
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Ghimire (200 I) highli ghts the broad nature, scale and economi c worth of reg ional touri sm 

in three most important regions that is A sia, Afri ca and Lat in A meri ca. T he obj ecti ve is 

w hether regional touri sm deve lopment represents any new and poss ible forecast fo r 

regional economic improvement, spec iall y co mpared to intern at ional touri sm centered on 

attracting v isitors from industri ali zed co untri es. 

In their study Song and Wong (2003) have used a time vary ing parameter approach to 

check the behav ioral change of touri sts in selecting destinations and observed that touri sm 

is largely determin ed by economic factors. 

Rosse llo et.al (2005) used the diffusion model along w ith traditional touri sm demand 

model to fi nd the touri sm demand spec ificat ion and noticed that trad iti onal model IS 

superi or to diffusion mode l. The deficiencies observed in empirica l studi es and an absence 

of more structured theori es have led to unexpected resu I ts in the elasti c i ty ' S va I ues. The 

stud y observed that the evo lut ion of a spec ific destinat ion's touri sm demand can not be 

exp lai ned by inco me and prices vari ab les alone. 

The importance of touri sm demand for an econom ) is ev ident from the survey of: 

theoretica l and empirical studies revievved in thi s chapter . A long w ith its relat ionship w ith 

the soc ioeconom ic indicators fo r instance, lag of touri sts arri va ls, income, pri ces, exchan ge 

rate, crim e rate, populat ion, number of terrori st attacks .and dumm y vari abl es have been 

assessed in literature of both developed and deve lopin g countri es. However such studi es 

are not f requentl y undertaken for Paki stan. Tourislll is used as maj or too l for fo reign 
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exchange earn ings. Therefore, we need to anal yze the cleterm i nanls 0 f tou ri sm demand i Jl 

case of Pakistan. 

2.7 Empirical Review: 

In thi s subsection, we have tabu lated different empirica l studies on the determinants of 

touri sm demand . In the Table 2. 1 empirica l studies arc orga ni zed in such a wa y that th e 

case studies of deve loped countri es are li sted first and those of deve lopin g countri es after 

that. The vari abl es used in di ffe rent studies, their sign and signifi cance. 
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Table 2.1: EMPIRICAL REVIEWS 

A: DEVELOPED COUNTRIES 
-~ 

Author(s) Data type, Countries Tourism Explanatol)' Estimation E mpirical findings 

time origin- demand variables technique 
period destination 

Anastasopul os Annual USA-IO Expend iture Income, pri ce, OLS • The income was found to be 1110St 
(1989) time seri es tourist exchange rate, significant variables of intern ational 

1973-1987 generating and lagged travel to and for USA. 
countries exchange rate • Income elasticity for inbound 

touri sm on average hi gher than 
outbound traveling fo r USA . 

• I nternational travelers appear to be 
sensitive to currency fl uctuat ion . 

Uysa l and Quarterl y USA- Expenditures Lagged Artific ial • ANNs model is usefu l in ident ify ing 
Roubi time series Canada dependent, neutral the patterns which is not revea led 
( 1999) 1980-1 994 In come, prices. netvvo rks by mu ltiple regress ion. 

Exchange rate. ANNs. 
dUl11my variab les Multip li er 

regress Ion 
resu Its. 

Qiu and Annual Canada- arri va ls and Income, exchange OLS • 1t has examined that most of the 
Junsen (1995) time seri es USA, UK, expend iture rate, travel price, variables are signifi cant coefficient 

1975 -1990 France, the immi gration . with expected signs. 
fo rmer West crime rate, spec ial 
Germany, events, and time 
and Japan trend. 

Di visekcra Annual Australi a- Arri va ls Income, prI ces. ML • Air fare found to be major factor 
( 1995) time series Japan. transportation cost procedu re effecting touri sm demand In 
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Author(s) I Data type, Countries 
time o.-igin-

eriod destination 
1970- 1992 New 

Zealand, 
UK,US 

Kulandran and I Annual I Australi a-
Witt (2003) time seri es Japan, Nevv 

Kulendran and 
Dwyer 
(2008) 

Luzii and 
fluckiger 
(2003) 

Annual 
ti me seri es 
1980-2005 

Annua l 
time seri es 
1975-2000 

Zealand, UK 
and USA 

Australi a- 7 
As ian 
countries 
and US, UK, 
New 
Zealand. 
Japan 

Switze rl and-
Ameri ca, 
Japan , 
Europe 

I Tourism 
demand 

I Arrivals 

Arrivals 

N ight spent 

ExplanatolJ' 
variables 

and 
variable 

dumm y 

fncome, price, 
trade openness, 
exchange rate, 
dummy variable 

Income, 
transport 

price, 
cost, 

marketi ng, lagged 
of all variab les 
and du mmy 
variab le 

Estimation I Empirical findings 
technique 

Error 
correction 
model and 
structural 
time series 
model 
OLS 

Australia and than Orl glll IIlcome 
and prices. 

• Visitor fl ow remained less 
responsive to prices in short run. 

• In ECM and in STSM demand 
varies between openness and origin 
countries income. 

• While price is not much influencing 
in both models . 

• New Zealand fo und to be major 
market but also low spending 
compared to other markets. 

• As ia is growing market and more 
responsive to tourism expenditure 
than other for Austral ia. 

• A marketing expenditure allocated 
to As ia gives a good returns. 

income, pri ces, I OLS • In case of European countries 
income not appeared significantly 
for tourism demand. 

exchange rate, 
transport cost and 
dumm y variab les • Exchange rate is seemed to be 

sensitive to touri sm demand . 
• Ameri can and Japanese tourist takes 

Swiss touri sm as an lu xury good . 
More di stant place cons idered to be 
superior. 
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Author(s) 

Witt, Song 
and Louvieri s 
(2003) 

Proen<;a and 
Soukiazis 

(2005) 

Ga n 'n Mun­
oz 2006 

Katafono and 
Gounder 

Data type, I Countries 
time 
period 
Annual 
time 
serleso 
1969-1999 

or-igin­
destination 

. Denmark­
Germany, 
Netherlands, 
Norway, 
Sweden, 
UK, and US 

Tourism 
demand 

Number 
night spent 

Explanatory 
va.-iables 

of I Income, prices, 
exchange rate, 
time trend , and 
dumm y variable 

Annual 
panel data 
1977-2001 

Portugal ­
Spain, 
Germany, 
France and 
UK 

Expenditure Lagged 
dependent, 
Income, 

Panel data 
199 1-2003 

Annual 
time seri es 

Spain­
Germany 

Arr iva ls 

Fiji - rest of I Arri va ls 
wo rld 

price, 
exchange rate, 
popu lat ion, 
accommodation 
capacity, public 
in vestment and 
dumm y va ri abl e 

Lagged dependent 
variabl e, Income, 
cost of li vin g, 
travel pri ce, and 
dumm y variabl es 

Income. exchange 
rate, trave l pri ce, 

Estimation 
technique 

Autoregressi 
-ve 
distr ibuted 
lag model 
(ADLM), 

Convergenc­
e approach 

GMM-DlFF 

Error 
Correction 

Empirical findings 

• To check touri sm demand forecasts 
are unbiased it has seen that it is 
biased in 14 cases out of24. 

• Structural instability effect the short 
term tourism demand. 

• Findings sho\,y that per capita 
income is the most significant 
explanatory variable. 

• From the suppl y side 
accommodation capacity is most 
significant facto r. 

• The income elasticity of the demand 
for touri sm is hi gher than one which 
proved that touri sm is a lu xury 
good. 

• The dec ision of tou ri st to visit 
Portugal is not sign ificantl y 
influenced by relat ive cost of li ving 
and investment rat io of destination. 

• It has examined that most of the 
vari ables are signifi cant coefficient 
with expected signs. 

• External shocks are al so show 
impact on touri sm demand. 

• In log-run income is hi ghly elastic 
with pos iti ve signs with tradi ng 
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Author(s) Data type, Countr-ies Tourism Explanatory Estimation Empirical findings 

time origin- demand variab les technique 
per-iod destination 

(2004) 1970-2002 i mm i gration, Mo del pamers. 
cri me rate, special (ECM) • Contrast to expectati ons relative 
events, and time prices are positively related to 
trend. touri sm demand for Fij i. 

Walsh (1996) time seri es Ireland- Arri val s J ncome and price OLS • The result suggests that price and 
data from USA, UK, income factors are among the most 
'1968-1 992 France, and important explanatory variables 

Germany determine touri sm demand level to 
Irel and 

Narayan Annual Fiji - Arri va ls Income, pri ce, ARDL • Income was significant and hi ghl y 
(2004) time seri es Australi a, transport cost and elast ic determinant of tourism 

1970-2000 Nevv dum my vari able demand in Fiji. 
Zea land and • Prices were fo und to be impol1ant 
USA determinant and Bali is substitution 

destinati on fo r Fiji 's touri sts. 

• An increase ill transport cost in long 
run cause a ra il in to ur ism dema nd. 

B: DEVELOPING COUNTRIES: 
Papadopa los Annual Greece- 8 Arri va ls Income, pri ce, OLS • Promoti onal spend ing have 
and Witt ti me seri es co untri es trave l cost, signi fica nt and pos iti ve effect 
(1985) market ing 
Goh and Law Monthl y I-long Kong- Arri va ls Income, lagged of Forecasting • All the major arri vals fo r Hong 
(2002) time seri es 10 to uri st dependent mode ls Kong fo und to be non stationary 

jan 1980- generat ing va ri able and travel with seasonal unit root. 
Aug2000 countri es cost 

Green idge Quartel' ly Barbados- Arri va ls Income, pri ces, Structural • Price fou nd to be sign ifica nt wi th 
(200 I) time seri es Canada UK trend and seasonal time seri es ___ 19w elast icity. 

- --- --------- ------------ ---
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Authot"(s) 

Lee 
(1996) 

Lee, Val' and 
Blaine ( 1996) 

r----­
Kim 
Wong 
(2006) 

and 

Tan , Mccahon 
and Miller 
(2002) 

Data type, 
time 
period 
1968: 1-
1997:4 
Annual 
time seri es 
1970-1 989 

Annual 
ti me series 
1970-1989 

Countries 
origin­
destination 
USA and 
others 
South 
Korea- 7 
major tourist 
generat ing 
countries 

South 
Ko rea- 8 
ongll1 
countri es 

Tourism 
demand 

Expenditure 

Expend iture 
divided by 
populati on 
of ori gin 

Explanatory 
vat"iables 

components 

I nco me, prices, 
exchange rate, 
marketing and 
dummy variable 

Income, pnces, 
exchange rate and 
dummy variable 

M~nthTy Korea- rest Arri vals ·1' Lagged 
time series of world dependent. 
Jan 1985- variable 
Nov 2003 

Pooled 
time seri es 
and I"OSS­

sectional 

Indones ia 
and 
Ma lays ia-
USA, UK, 

Arrivals I ncome. exchange 
rate, prices, time 
trend , and dumm y 
va ri ab les. 

Estimation 
technique 

modeling 

OLS 

OLS 

Volat ili ty 
model 

OLS, LM 
test and 
FGLS 

Empirical findings 

• Tourism demand is influenced by 
income also. 

• Income elastic ity was high and 
found to be most im portant 
determinant of international tou ri sm 
demand for Korea. 

• The .' variab les relative prices, 
marketing and exchange rate were 
also significant. 

• Income, relative prices and 
exchange rate have significant 
effect on foreign tourism demand 

. expenditure of South Korea. 
• The elasticity of demand resulting 

from exchange rate is va ri es from 
cOLi ntry to country for South Korea. 

• It has found that fo rei gn touri st 
arri va ls va ry '.-vith the monthly 
seasonality in Korea. 

• News shock on monthly touri st 
arrivals is persistent. And show that 
negative shock produce more 
vo lati lity than positi ve. 

• It has examined that tou ri sm 
demand va ry due to format ion of 
touri sm development orga ni zations. 

• Income is important variab le that 
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Author(s) Data type, Countries Tout-ism Explanatory Estimation Empirical findings 
time ol"igin- demand variables technique 
period destination 

. panel data Australia, affect the deci sion of tourist to 

annual Germany, travel. 

1980-1997 Singapore • Relative price variable showed 
and Japan negative, significant and inelastic. 

Garl'n Mun- Annual Balaric arrivals and Lagged dependent OLS • It has examined that price of trave l 

oz and panel data lslands- 14 expend iture variable, Income, IS a significant determinant of 
Montero- 1991 -2003 Ortgll1 cost of living, tOLirism demand . 
Maltl'n countries travel price, and 
(2007) dummy variables. 
Chaiboonsri Quarterly Thailand- Arrivals 1 ncome, price, Multivariate • Income is significant and elastic 
(2006) time series Malaysia, exchange rate and regress Ion which is consistent with economic 

1997:1 - China, travel cost model theory and prevIous empirical 
2005:2 England , studies. 

German, • The 1 percent increase in transport 
France, cost lead to decrease In to uri st 
America and arri va ls in Thail and of less than I 
Canada. percent. 

• Exchange rate has negati ve i 111 pact 
on tourism demand and found to be 
hi ghl y elastic. 

Vanegas and Annual Aruba-US Arri va ls Lagged of OLS • Only Income showed significant 
Croes time series dependent, effect on tourism demand of 
(2000) 1975- 1995 Income. relative touri sm from US citizen to Aruba 

prices, exchange and sensitive to income. 
rate and d umm y • Prices noticed insignificant and also 
variab le inelastic to to uri sm demand. 

Ma liugina Annual Ukraine-75 Arrivals Income, distance. Grav ity • The foreign tourist arri vals 
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Author(s) 

(2006) 

Aka l 
(2004) 

Asian. Kul a 
and Ka lpan 
(2009) 

Summary 
( 1987) 

Data type, 
time 
period 
panel data 
199-2994 

Ann ua l 
time seri es 
1963-200 1 

Panel Data 
199.5-2004 

Annua l 
pooled 
1968-1 982 

Countries 
origin­
destination 
sending 
countri es 

Turkey­
intern ati onal 
touri st 

Turkey- nin e 
I11J or orl gl ns 

Kenya- UK, 
USA, Italy, 
Germany 

Tourism 
demand 

Arri va ls and 
Rece ipts 

Arriva ls 

Arri va ls 

Explanatory 
variables 

relat ive prIces, 
visa requirement, 
touris t departure 
and dummy 
vari able. 

Lagged of arr iva ls 
and lagged of 
expenditure 

Estimation 
technique 

model and 
OLS 

ARMAX 

IJagged dependent I GMM -DI FF 
va ri ab le, income, 
prI ces, 
accom mod at i on, 
publ ic in vestment 
and dum my 
vari ab les . 

Income, pri ce, Mu ltivariate 
exchange rate and regress ion 
trave l cost 

Empi rical findings 

pos iti vely depend on the wealth of 
touri sts and total number of their 
departure. 

• Main obstacle found to be the 
di stance fro l11 ori gin to Ukraine and 
visa requirement for tour ist. 

• Touri sm service found to be normal 
good due to low income elasti city. 

• It has fo und that 90 percent 
variation in touri st arri val s is due to 
prev ious touri st visits the 
desti nati on . 

• Vari at ions in touri st rece ipts are 
most ly due to tourist visit and then 
prev ious receipts. 

• Lagged dependent va riab le IS 

sign ifica nt and less elastic showing 
that wo rd of mouth has minor 
impact on Turkey' s. 

• Income factor is not very important 
to determining touri sm. 

• Pri ces have strong impact whil e 
dummy va riab les also fo und 
signi ficant 

• Mul tico linea ri ty and other 
est imation prob lem li mit the 
usefu lness of l11ul tivariable 
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Author(s) Data type, Countries Tourism Explanatory Estimation Empirical findings 
time origin- demand variables technique 
period destination 

and Sri regress ion analyzing determinants 
Lanka 

Neum yar Annual Cross Arri va ls Income, prIce, FEM and • Political violence found to be 
(2004) pooled National Political violence, GMM sensitive to touri st dest inat ions. 

1977-2000 Estimation genera l • There has fou nd negative impact of 
attract iveness of autocracy on global tou ri sm. 
destination , 
autocracy and 
travel cost 

---- -- ---- -
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2.8 Conclusion: 

Fro lll the existing li terature it has been not iced that there is a vast va ri ety of studies in case 

of touri sm demand analys is. Therefo re, there is also a "vide va ri ety of model estimation 

techniques appli ed fo r the demand fUll ction estimation o l· touri sm. It has bcen Il oticed from 

empiri ca l results that income and relat ive prices are most frequentl y used and are found to 

be an effective determinant of touri sm analysis. Most or the literature has used time seri es 

data and single equat ion models. Since, panel data esti mations in vo lvi ng dynamics are 

relatively rare in thi s empirica l literature, we intend to app ly thi s more recent techni que to 

the Pakistan country study as empirica l studies have not yet ex plored thi s alternati ve 

methodology in case of Paki stan. 
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C hapt e r 3 

REVIEW OF TOURISM SECTOR IN PAKISTAN 

Touri sm development is essenti al fo r Paki stan as the geographical position is perfectly 

appropriate for touri sm industry. Pakistan can be considered to be a stab le and touri st 

friend ly" country. Wh ile trave ling in the country, touri sts should seek advice from touri st 

offi ces'and embass ies abo ut whi ch areas are safe. Sadl y to uri sts are presentl y di scouraged 

from visiting FA TA, and Swat. 

The year 2007 was not a good year in terms of forei gn touri st arri va ls while, touri sm in the 

yea r 2006 was impress ive both in terms of fore ign to uri st arri va ls and forei gn exchan ge 

ea rnings . Pakistan hosted 898,4002 touri sts in 2006, compared to 798,300 touri sts in the 

yea r 2005, recording a strong growth of 12.5 percent and also ea rned fore ign exchange 

US$ 260. 1 in the year 2006. 

Despite image building and pro moti onal efforts Pa ki stan met setback in terms of in bo un d 

touri st arri va ls during 2007 main ly due to law and order situat ion in the country. However. 

in terms offoreign exchange earnings, it has shown upwa rd trend. Paki stan hosted 839,500 

tourists in 2007 , compared to 898 ,400 to uri sts in the yea r 2006, recordin g a decrease of 6.6 

percent. On the contrary, Paki stan ea rned all tim e hi gh foreign exchange US $ 276.1 

2 j\ [jnis try of tourism. 
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milli on in the year 2007 from fore ign touri sm, sho\,\ ing an increase of 6.2 percent over th e 

previous year earn ing of US $ 260. 1 million. 

Table: 3.1 Foreign Tourist AITiva ls to Pakistan and Tourism 
Receipts 1972-2007 

Year Tourists Growth Receipts Growth rate 
(000) nos. rate (US$ 

millions) 

1972 100.9 35.2 

1975 172.0 70 .3 87 .5 148.6 

1980 299.0 73.8 284.7 225.3 

1985 440.5 47.3 266.8 -6.3 

1990 423.8 -3.7 19 1.4 -28 .2 

1995 378.4 -10 .7 123.8 -35.2 

1998 428.8 13.3 10 1.4 - 18.0 

1999 432.2 0.79 78 .0 -23 .0 

2000 556 .7 28.8 8-+.4 8.1 
2001 499.7 - 10.2 <)0.0 6.6 
2002 498.1 -0.32 100.9 12.1 
2003 500.9 0.56 127 .4 26.2 
2004 648 29 .3 169.5 33.0 
2005 798 .3 23. 1 163.9 -3.2 
2006 898.4 12.5 123.1 36 .0 
2007 839.5 -6.5 230.7 3.4 

From the Tab le 3.1 it can be shovvn that there were ups and downs in foreign touri st 

arrivals from the beginning. The foreign touri st arriva ls increased continuall y from 429 

thousand in 1998 up to 557 thousand in 2000, whereas, it shows decreasing trend till 2003 

up to 50 1 thousand and then continuall y ri sing, li nall y, it touched the fi gure of 898 

thou sand in the year 2006 but it decreased to 840 thousand in 2007 which vvas 6.6 percent 

lesser than the previous yea r. 
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There were also irregu lar trends in touri sm rece ipts' during the last thirty yea rs (Tab le 3. 1, 

co l 3). Tourism receipts increased from US $ 35 to S $ 284 in the yea r 1972-1980 . After 

decreas ing from US $ 101 milli on in 1998 to US $ 78 milli on in 1999, the rece ipts has 

shown increasi ng trend since 2000 and reached all ti me hi gh US $ 276 .1 million in 2007 by 

recording an increase of 6.2 percent over the yea r 2006. 

Accord ing to the report of State Bank of Pakistan, there is an in crease of average spendin g 

per foreign touri st 13.6 percent from US$ 289 .5 in 2006 to US$ 328.9 in 2007 . Simil arl y. 

spending per tourist per day also increased by 13.8 percent i. e. from 11.6 US$ in 2006 to 

13.2 US$ in 2007 . 

Paki stan's export receipts grew at an annual rate 0" 12.1 percent over the last five yea rs 

(2002-03 to 2006-07), whil e ea rnings fro m touri sm increased at an annual rate of 28.0 

percent over the same period . Touri sm had mai ntained its 16th positi on in foreign 

exchange ea rning for consecuti ve three years i.e. J'ro m 2004-05 to 2006-07. However, 

intern at ional travel receipts as percentage of earnin gs from exports improved its share fro m 

1.3 percent in 2005-06 to 1.6 percent in 2006-07. Similar ly, its share in the comb ined 

receipts of merchandise and service items also improved from 1.0 percent in 2005-06 to 1.2 

percent in 2006-07. Overa ll , the share of touri sm secto r in the economy of Pakistan is very 

low, tourism rece ipts were 0.3 percent ofG .. P in 2006-07. 

The tourism development is essenti al for Paki stan. There is a great potenti al fo r ex pand ing 

the tourism sector as there lays stunning natural envi ro nment, ri ch culture and heritage and 

.1 Real receipts are ta ken by dividing GDP deflator of US. 
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also location are beauti ful \.v ith sea, mountains and fo rest. Fo reign touri st to Pakistan 

increased steadi ly fr0111 last decade therefo re, In om stud y. vve mention some im portant 

features of Paki stan are as fo ll ows: 

1. Pakistan is a coun try of four provll1 ces and covers an area of 796,096 sq. I( m. 

Popu lation of Pakistan is estimated at 156.77 milli on in 2006-07, growing at an 

annual rate of 1.8 per cent. While Paki stan is situated in South f\ sia between 23° --

35' to 37° -- 05' North latitudes and 60° - 50' to 77° - 50' East longitu des . The 

country has im portant geographica l position and is bou nded to th e West by Iran. to 

the Southeast by India, Afghani stan to the orthwest, China to the ortheasl and the 

Arabian Sea to the South . Pakistan has beauli rul locati ons including great moun ta in 

ranges of the Himalayas, the Karako ram, and the 1-1 indukush, the Arab ian Sea and the 

Thar Desert. 

2. Pakistan is a paradi se of sun , sea, mountain s, and lakes that offers the holi day maker, 

a complete change from the anxietie and rout ine of everyda y li fe. From Apri l to 

October, most parts of Paki stan have an ideal climate, prov idin g perfect condi tions 

for visitors to trave l. Pakistan has we ll defin ed seasons these are Win ter, Sprin g, 

Sum mer and Autumn. During summer in centra l and southel'l1 pa rts of the country, 

the temperature may rise to 450C. However, the northel'l1 reg ions have very pleasant 

weather with heavy rai ns du ring summer, whi le in winters there is heavy snow fa ll in 

mou ntai ns. 
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3. The main touri st attracti ons of Pakistan are; it ' s beauty, art and culture. adventure and 

sports and above all the hospita li ty of its peo pl e. Pak istan is the land of rvto njodal'O. 

and the ancient Indus Va ll ey and Gandhara Civ ili zation. It is the land where three 

great mountai n ranges the l-I i malyas, the Hind ukush and Karakoram meet. Paki sta n 

has an exceptional past, and is a land fu ll o f hi stor ic treasures covering several 

success ive civilizations. 

Table: 3.2 Touris t A rriva ls from T op E ight Countl' ies anel 
Percentage Shal'e 

Country A rrivals A n 'ivals A n 'iva ls Percenta ge 
1972-2007 2006 2007 cha nge 

(OOOs) (OOOs) (2006-2007) 

UK 3675996 27 5.1 275 .6 0. 1 
India 28336 18 70.2 48.2 - 3 1.3 
USA 1523338 126.2 12 1.9 ') ') 

- .) . .) 

Germany 435033 27.3 23 .9 - 12. 3 
Canada 349336 30 .. 8 36 .5 18.5 
Japan 3380 12 14.4 11 .0 - 23.1 
China 260029 37.1 30.4 - 18. 1 
France 253647 11.8 11 .2 -5.4 

Source: Ministl y a/Tourism, Is·Lamabad. Pakistan. 

From the Tab le 3.2 it has seen that from the beginning UK and USA remalll important 

source market for Pakistan tourism. HO'vVever, in recent yea rs, visito rs from Germ any have 

ga in prominent pos ition although their percentage sha re of to uri st arri va ls from prev ious 

yea rs decline but Germany make up the 4th largest export market for to uri sm. 

Interestingly, visitors from the Canada, a long-haul market, have ri sen in the past decade 

and are currentl y the 5th largest source market and there percentage share fro m the last year 

is ri sen up to 18.5 percent. 
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The long term trends durin g 1998-2007 show that foreign touri st arri va ls to Paki stan have 

been flu ctuating between 428.8 thousand to 839 .5 thousand. In the last 10 yea rs U.K .. 

U.S.A. , Canada, China, Japan, Germany, India, France, ether land , Norway, Iran and 

Australi a have been the major touri st source market fo r Paki stan. 

In 2007, the major touri sts generatin g country in terms of touri st ar ri va l num ber was the 

U. K. , foll owed by the USA, [ndia, Canada, China, Germany, Norway, Austra li a and 

France. The touri st arri va ls from all these co un tri es were 78 percent of overa ll tota l 

arri val s. A lthough touri sts from Indi a are comin g in large number but they preferred to 

stay with their family and fri ends and therefore, categori zed as low revenu e vis itors. 

Undoubtedl y, touri sm is an important industry for Pak ista n, be ing one of the forces dri vin g 

the country's econom ic expansion. Moreover, even lV ith the i nd ustry' s vul nerab iii ty to both 

adverse internal and extern al factors, it has been qui te fi ex ible. For instance, in spite of th e 

pol i ti ca l in stabi I ity in 90' s and several adverse external shocks (the Septem bel' I I terro ri t 

attacks in the US in 2001 and the Afghan vva r) visitor arri va ls and hence, tomi sm earn ings 

peaked in last three yea rs. 

Paki stan touri sm infrastructure, whi ch includes hotels, restaurants, transporta ti on fac ili ties, 

entertainment establi shments and insurance services. is in poor condi tion now. In feriority 

of Paki stan tomism sector is espec iall y apprec iabl e compared to infrastructure in world­

wide acknowledged European tomism-oriented countri es, such as France and Spain . Also 

the low level of development of tomi m sector in Pakistan is due to the reasons of poor 
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utili zation of ex ist ing touri sm capacities In the coun try, underdeveloped tour ism 

in frastructure, ineffect ive regul ato ry system of in bound to uri sm supp ly business activ ity 

that is hospi ta li ty and transportat ion services, and unskill ed and low qua li fi cation of the 

manpower in the touri sm sector. 

Im provements are needed in several areas to further development of tour ism in Pakistan. 

Fi rst, it is important to improve the to uri sm i nfrasLrLlcture. Poorl y mai nta i ned roads and 

limited public transportation create seri ous obstac les to safe loca l trave l. Safety standard s 

are lacki ng with respect to trave ling via motor v.ehicles. Resolving po li tica l tensions and 

civil contli ct will also greatly contri bute to reducing dest inat ion ri sks. 
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Chapter 4 

DATA, CONSTRUCTION OF VARIABLES AND 

ESTIMATION TECHNIQUES 

Thi s chapter describes data sources, measures of tour ism dema nd and its soc ioeco nomi c 

determinants in detail. Subsection 4.1 to 4.3 foc uses on the defi ni tion of vari ab les, source 

of data and descripti on of the data . Estimation lechniques are also di scussed in thi s 

chapter.In order to stud y impact of touri sm demand fo r panel data analys is, the stud y uses 

Genera li zed Method of Moment (GMM), Fixed Effects Model (FEM) and Poo led Ordinary 

Least Square (OLS) estimation techniques. 

4.1 Definition and Source of Data: 

The selection of data source is mainl y based on data ava ilability, reli ab ili ty of data sources, 

suffic iency of data and the way va ri ab les are to be measured in the mode l. The data utili zed 

are panel data over the period 1972-2007 for eight majo r fo reign touri st arri va ls co un tri es 

in Pakistan that are Canada, China, France, Germ an y, Indi a, Japan, the UK, and the USA. 

An advantage of using panel data is that these capture both time seri es and cross section 

variation in va riab les. The data are sourced fro m the publ ication "Touri sm in Pak ista n" 

year book published by Ministry of To uri sm Government of Paki tan, IMF 's In ternat ional 

Financial Statistics yearbook (2008) hencefo rth I FS. World Bank's World Development 
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Indicators (2008) henceforth WDI and Federal Bureau of Stati sti cs of Pak istan year book 

(2008). 

4.2 Dependent Variable: 

Previous studies have used either visitor arri va ls or visitor expenditure as a dependent 

variab le (Crouch, 1994ab; Crouch etaI. J 992; Di visekera, 1995; Fujj i and Ma le 198 1: 

Naude and Saayman 2004; Kim and Wong, 2006). The present stud y measures the tO lll'i sm 

demand for Pakistan using touri st arri va ls as a dependent va ri able and defin ed it as th e 

number of touri st visitors in a destinati on fro m an ori gin country. 

Lim (1997) has menti oned in hi s stud y that tOlll'i st arri va ls are the most frequent ly used 

dependent vari able. Data on tour ist arriva ls is more reli ab le and widely used Crouch 

(1994). We have taken transfo rmati on of the data by takin g natural logarithms whi ch 

means that the coeffici ents of the estimated eqLlati on can be interpreted as elasticiti es that 

indicates a percentage change in a dependent vari able given a I % change in an independent 

vari able. 

4.3 Explanatory Va riables: 

The select ion of independent va ri ables was determ ined by a review of prev ious empiri ca l 

studies (for example, Kul endran , 1996; Ku lendran and Kin g, 1997; Seddi ghi and Sheari ng, 

1997; Lim and McA leer, 2001). In a survey of 100 empiri ca l studies on touri sm demand 
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modeling, Lim (1997) fo und that inco me and Ix ice were the most commo nl y L1 sed 

expl anatory variables. Touri st arri va ls are expressed in our stud y as a functi on of certa in 

relevant expl anatory va ri ables . 

Income: 

Almost all studies use the ori gin country income as an explanatory va ri able to measure 

touri sm demand [Qiu and Zhang, 1995; Lee, et. al. 1996 ; Stronge and Redman, 1982]. 

Income is the most prominent fac tor affecting the demand for in temati onal touri m (L im , 

1997) .as it affects the ability to pay for overseas trave l. Di ffe rent studi es found that 

estimated income elast icites fo r tourism demand were typica ll y above uni ty which supports 

the view that trave l is a luxury product (Crouch 1994; Lee er a/. 1996; Martin and Witt 

1989; Qiu and Zang; 1995). 

According to economic demand theory as real income increases, more peo ple are likely to 

trave l and therefore income has a significant effect on to uri sm arri va ls (Lee era!' 1996; 

Stronge and Redman 1982). From the th eory it has been observed that income of a to uri st 

ori ginating country refl ects development leve l of a co un try and as it ri ses trave l and to uri sm 

expend iture both wi II increase. 

Economic theory suggests that changes In consLi mer In come can cause changes in the 

demand for products. An increase in rea l income prov ides consumers with greater 

spend ing power. l f the increased spend ing on a norma I product exceeds the increase in rea I 
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income, the prod uct is term ed a luxury. T hus, a lu xury is a product is once whose share in 

consumption expend iture increases as rea l income increase. Intern ational tou ri sm IS 

generall y considered to be a luxury rather than a necess ity . Th is explanatory va ri able IS 

measured as rea l per capita GDP at (constant 2000 US$) in the ori gin country . 

The relationship bet'vveen the quantity demanded for a good or servi ce and income can be 

either pos iti ve or negative, depending on the type of good or service, norm al or inferior. 

under consideration. Tourism is f requently considered a norm al good. Hence, the quantity 

of tourism serv ices is expected to increase when income in an ori gin country increases, 

holding all other factors constant, thus exhibiting a pos iti ve relat ionship (Tan e/.a/. 2002) . 

From the prev ious studies it has been also noted that income elastic ity of the demand fOl" 

tou ri sm is hi gher than one. 

Prices: 

Relati ve pri ces are one of the main determin ants or the touri sm demand and have usuall y 

been measured using the consumer pri ce index as an indicator of touri sts' costs of li v ing i .e 

the pri ces of good and services which touri st buys in a destination , due to the unava il abi lity 

of a specific touri sm pri ce index (W itt and Witt 1995) . 

D emand theory hypothesizes that the demand fOl" in ternational touri sm IS an In verse 

function of relat ive pri ces that is the lower the cost of li vi ng in the dest ination cou ntry 

relat ive to the ori gin country, the greater the touri sm demand . Thus relati ve pr ices are an 
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important determinant of touri sm demand and have been widely used in di ffe rent studies 

(Crouch, 1994ab; Lim, 1997 b; Sinclair, 1998; So ng and Li, 2008) , giving signi fica nt 

results. The vari able used is a rati o of CPI in the destinati on and ori gin . Lu zz i and 

Flucki ger (2003) has mention that when the pri ce leve l in the destinati on country is hi gher 

than expected, the intended length of stay and/or planned expendi ture may be red uced and 

touri st may choose the closest and cheapest competi ng(substitute) dest in ati on. 

from the different studi es it has been observed th aL the relati ve pri ce elasti c ity is less than 

zero [Crouch et ai. , 1992 ; Qiu and Zhang, 1995 ; \Vitt and Martin 1987 and Witt and WiLt 

1989; Kliman, 1981 ; Lee, 1996; Uysa l and Roubi , 1999]. Jf price in the destinati on country 

increases by more than in the ori gin countri es and thi s is not compensated by changes in 

exchange rate then the relati ve cost of trave l abroad clearl y ri ses. As pri ces increase fa ster 

than average in a dest ination then its currency deprec iates. 

The current stud y has taken two vari ables for pri ces. Song and WiLt (2003) has repo rted 

that two price vari ables are used to capture th e own price and substitute price effects on 

touri sm demand , whi ch is also suggested by standard demand theory. 

Kul endran and Dwyer (2008) have ca lcul ated the pr ice of to uri sm products in Australia. 

using the Australi an consumer price index (C PI ) divided by the ori gin country CPI. Thi s 

touri sm pri ce formul ati on is based on the assum ption that touri sts compare the cost of 

living in Australi a with a domesti c touri sm experi ~ n ce . 

4 1 



The vari able was siglii fica nt in many cases, but seve ral studies fo und an unexpected 

pos iti ve relat ionship and/or stati sti ca ll y in signifi cant va lues (Crouch, 1994c; Martin & 

Witt, 1987). A depreciat ion of a destinati on cou ntry's currency relat ive to an or igin 

country' s currency is translated as an increase in the ori gin country's purchasin g power, 

and ri sing touri sm demand is expected, all other lactors remaining constant (Tan er.a!. 

2002). 

Exchange ,'ate: 

Exchange rates have also often been cons idered to be a determinant of tour ism demand. 

Some researchers have considered the appropriate measure to be the exchange rate between 

the touri st ori gin and indivi dual touri st dest inati on currencies (Ma rtin and Witt, 1987: 

Crouch, 1994c; Divi sekera, 2003). The exchange rate between the ori gin and a we ighted 

average of destinations has also been used in other stud ies (Lee, 1996 ; Mo rl ey, 1998). 

Exchange rate is introduced into the touri sm demand model separately from the relat ive 

price va ri ab le and is observed to have a signifi cant cffect. Many studies have examined its 

influence on the demand for intern ati onal to uri sm (Chadee and Mieczkowski , 1987). 

Certain researchers also have argued for the inclus ion of the exchange rates as an 

independent va ri able in an internationa l touri sm demand model because fa st changes in 

exchange rates are perce ived more readil y by potenti al trave lers than changes in th e 

country' s price leve l (O 'Haga n & Harri son, \984; Wi tt & Witt, 1992). 

42 



[t has not iced that people are more aware of exchan gc rate than relati ve cost and use it as a 

proxy for destination pri ce (Wa lsh, 1996) . The inclusion of both the exchange rate and 

relat ive prices as explanatory variab les may cause structural prob lems as exchange rate is a 

measure of relat ive prices and may lead to mu lticolli nea ri ty. To add ress thi s, studies have 

used panel data model and app li ed generali zed least square technique (GLS) (Chadee and 

Mieczkowieki , 1987) . 

[t has been observed that touri sts respond to exchan ge rate when they make their decision 

to trave l, because of li mited knowledge of destinati on's pri ce level (Vanegas and Croes, 

2000). It is expected that a dec line in the exchange rate would lead to a decrease in th e 

demand fo r in ternat ional touri sm. Since exchange rate is expressed as loca l currency units 

(LeU) to bu y one US$, ori gins' exchange rate appears in the numerator of the rat io. 

Travel cost: 

The cost of trave l from an ori gin country to a destinati on coun try is another ill1poltanl 

element of price, and such cost has been modeled primaril y as trave li ng by a ir between 

ori gin and major destination citi es. In our stud y due to insuffi cient data on air fa re we use 

world price of crude oil as a measure fo r travel cost. Tan el. al. (2002) have mentioned in 

their studies that an increase in travel cost is expected to result in a dec line in intern ati onal 

trave l, ho lding other factors constant, thus exhibiting a negati ve relati onshi p. 
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Many studi es in the past have fa il ed to include travel cost in the to uri sm demand fu nct ions 

because of the diffi culty in obta ining the data and the prob lem of multi co llinearity due to 

its close relat ionship to destinat ion pri ce and/or exchange rate (Lee, 1996). Results 

regarding the impact of travel cost on to uri sm demand are very uncertain . The va ri ab le 

was fo und to be significant in some studies (Divisekcra, 1995 ; Goh and Law, 2002 ; Mo rl ey 

1999; Kliman, 198 1). 

Lagged dependent va riable: 

It has been used in thi s stud y to capture dynamic in1l uences and is used as a too l of 

proximity between ori gin and destinati on coun tri es (Fujji and Mai<., 198 1; K im and Wong, 

2006). A lagged dependent vari ab le can be justifi ed on the basis of hab it persistence. Once 

people have been on holiday to a particul ar coun try and li ked it, they tend to return to that 

destinati on next time. In general, touri sts are adverse to ri sk, preferring to spend holi days 

in places that are already fami li ar to them or if they had hea rd something pos iti ve abo ut th e 

places they plan to visit. 

The lagged dependent variab le in the touri sm demand function is included fo r two reasons: 

first, to introd uce dynamics into the demand fun ction and second, to capture persistence 

effects of to uri st behav iour (S inclair and Stabler, 1997; Va negas and eroes, 2000 ; Witt and 

Martin , 1987). 
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Other va riables : 

Demand theory also impli es that the demand for tOLll" ism is affected by other variab les and 

spec ial factors, such as po liti ca l and socioeconomi c situat ions (Lee e/.a!. 1996). 

In./i"astruc fure: Among destinat ion country's fa cili ty, transport in frastructures represent 

one of the paramount req u i rements to deve lop successfu l tou ri sll1 prod ucts (Vanegas 2006). 

For thi s reason, fac ilities are approx imated by transport infrastructures and income. The 

proxy for thi s is obtained fro m ratio of paved roads and unpaved roads and also 

destinat ion's GDP per capi ta used fo r fac ilitati on leve l in destinat ion. 

Law & order: In the destinat ion country the situal ion of law & order is im portant for 

touri sts to dec ide whether to visit a particul ar destination or not. In our stud y ex penditure 

on law & order situati on is used is used as an exp lanato ry va ri ab le to measure law & order 

situat ion. 

Crime rate: The crime rate in Pakistan is a measure o f safety fo r to uri sts. Violent offenses 

data whi ch include murder, attempted murder, kidnapp ing/abducti on, child li ft ing, and 

robbery are used as they are good indi cator of safely in a country. If touri sts have rei iable 

info rmati on about destinati on's crime stat istics th en increase in the rate woul d give 

negati ve impact on touri st ar ri va ls (Q iu and Zhang 1995). 
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Terrorist attacks. umber of terro ri st attack has been L1 sed as one of the determinant of 

touri sm demand. Terrori st acts wo rsen publi c percept ion of danger in th e worl d in general 

and at some destinati ons in parti cul ar (Sonmez and Graefe, 1998). Touri st dec ision mak in g 

of visiting any destinati on is based on in vo lvin g teiTorisl11 and/or po liti ca l instability ri sks. 

Dummy variables: Many studies have inc luded dU l11 my va ri ab les for va riety of purposes; 

they are introduced to account fo r the effect of spec ial events that might have had a 

transitory influence on demand (Crouch I 994ab; Lim. 1997 ; 'vVitt et a!' 2003). 

A vari ety of negative spec ial events (e.g. , politi cal instability, soc ial confli ct, econom ic 

recess ion) and pos iti ve spec ial events (e.g., \,vo rl d fa irs, sports tournaments) have been 

modeled through dumm y va ri ables (Crouch, 1994b; Oi fVlatteo& Oi fVlatteo , 1993; 

Rosensweig, 1986 ; Summary, 1987 ; Witt & fVla rtin , 1987) . Our study also inc ludes the 

dumm y va ri ables in touri sm demand model fo r the impact of ' one-off' events. Three 

dumm y vari ables are used to represent exchange ra te regimes, poli tica l instability and 

Afghan wa r. 

4.4 Econometric Methodology : 

Most of the studies have used single equati on model fo r estimating touri sm demand ane! 

have attempted to explain demand , measured by tomisl11 rece ipts (expendi ture) or arri va ls 

(departure), at the aggrega te cross country leve l [fVla rtin and Witt, 1987; Sheldo n, 1993; 

Qiu and Zhang, 1995 ; Lim, 1997 ; Akis, 1998; Cmes and Va nega , 2005]. Il has been 
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noti ced by Crouch ( 1994), that the methodology or a fun cti on depends on the nature of 

demand coeffi cients, estimation method, the type of data used and vvhether a sin gle or 

simultaneous equati on approach is used. 

The function al form suggested for determinin g the touri sm demand based on the 

theoretical frame work. deve loped in previous studies is as fo ll ows: 

(4. I) 

A lmost all prev ious studies using econometri c models to explain either touri st visitor or 

touri st expenditure have specified demand fun cti on in log linear fo rm. Log linea r funct ions 

possess the advantage that the deri ved coeffi cients are easy to interpret as they are 

elasti citi es. Log linear models give marginal and elas ti citi es and steady state growth path 

[Lee et al 1996; Munoz and Martin , 2007; Vanegas and Croes, 2000]. 

Based on the variable description and consistent with prev ious empirica l studies on touri sm 

demand modeling, the proposed model fo r Pak istan's main touri st so urce markets is 

presented with full specifi cati on of the demand functi on of touri sm in a log linear fo rm. 

We have used the panel data model to estimate the to uri sm demand fin cti on (Proenc;:a and 

Soukiazis, 2005; Tan ef. a!. 2002; Munoz and Marti n. 2007; As ian, 2009) . 

In TDi,=/3I+ /32 In 1~, +/33 In 1,+/34 In Rp,,+/3s ln S~+ 

/36 In ER,,+ /37 In TC II + /38 In S, + /39 In L & 0, + 

/31 0 In CRt + [311 In TA, + r lDI + r2 D2 + r3 D3 + JI" 

(4 .2) 
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Where i = 1, 2, 3, 4, 5, 6, 7, 8 (Canada, China, Fran ce, German y, Japan , India, the UK, and 

the USA respect ively) are considered as countr ies or ori gin , where I is the til11 e interval 

from 1972 to 2007. 

TD = number of to uri st arri va ls in Paki stan in yea r t l'rol11 ori ginat in g coun try i. 

Y = income of origin county is measure as a per capita GOP at constant pri ce. 

r = income of dest inat ion country measured as a per capita GOP at constant price. 

RP = relat ive prices used as a rat io of CPI in the destinat ion and coun try of ori gin . 

SP = Substitute prices measured as a rat io of CPI in destination and substitute destinat ions 

whi ch are Bangladesh and Iran. 

ER = exchange rate between destination and ori gin countries is taken. 

TC= cost of trave l between destinat ion and ori gin . 

S = ratio of paved to Llll paved roads in destinat ion. 

L&O = lavv and ord er expenditure in destination. 

CR = crime rate in dest inati on. 

TA = number of ten'ori st attacks in destination . 

QF = socioeconomic qualitative factors in destinati on, using dumm y variab les 0 \, O2 and 

D3 for exchange rate regime, Afghan war and po li tica l cri sis. 

~ = random error. 

To date, studies have used econometri c models [O' I-Iagan and Harrison, 1984; Mo rl ey, 

1998; LLi zzi and Fluckiger, 2003 ; Song and Wong, 2003 ; Oritsakis, 2004] with either 

tourist visitors or touri st expendi tures and spec ified dema nd funct ions in log li near form. 
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Some researchers have argued that the log-log for m has generall y proved to be superi or, 

but no stron g justification has been prov ided for having the double log linea r mode l. It has 

two underl ying advantages: it generates regressio n coeffi cients that directly measure 

demand elast iciti es, and the doub le log form has relat ive ly low res idual variance, compa red 

to other funct ional fo rms with the same data sets (Lee el. a.! 1996; Neum ayer, 2004; 

Munoz, 2007 ; As ian el.aI. 2009). 

To measure the to uri sm demand in case of Pak istan the stud y uses the to urist arri va ls as an 

indicato r. The tourist arri va ls va ri able is also popu la r today as a measure of total tour ist 

arrivals from origi n to destination for touri sm dem and (Song and Li , 2008). Touri st visits 

can take place for va rious reasons: holidays, business tri ps, visits to fri ends and relat ives, 

and pil grimages. The current stud y examines the tota l touri st trips fo r measurin g to uri sm 

demand. 

Syri opoulos ( 1995) has mentioned that a 'touri st pri ce index ' shoul d, idea ll y, be used in 

order to dep ict the sensitivity of touri sm dem Cl nd to changes in the prices of the 

commoditi es and services in the destinati on (for example, food , accommodation, 

entertainment, shopping) relat ive to pri ces in the ori gin country. Such as index, hovvever, is 

unava il abl e and prev ious studies used consumer price index whi ch gave sat isfacto ry 

estimation results. 

Relative pri ces of substitute destinati ons also have im pact on the demand for touri sm in a 

destinat ion. Whereas, it may be important to stud ) exchange rate effects sepa rately fro m 
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price effects; exchange rate differenti als may be of part icular importance when the to ur ist is 

planning a holiday. 

Touri sts are usuall y more aware of exchange rates than relative pri ces, owing to the wider 

publicity of information about the form er. However, although exchange rates in a 

destination may become favorabl e to the touri st, thi s could sti ll be counterbalanced by hi gh 

inflat ion changes adjusted for exchange rate effects that are expected to be more signifi cant 

for tourism demand . 

Our stud y vvill explore the social factors like law & mder situation , crime rate and terrori st 

attacks to analyze in the case of touri sm demand as these also affect the touri sm behav iour 

significantl y. 

Special events related to the politica l, soci al, economi c and cultural environment may affect 

touri sm. Dummy variables are included in the model in ord er to pi ck up the adverse impact 

of political instabi lity that was experienced in some of the destination s over the peri od. 

Coefficients B2, B3, B6, Bs, and B9 correspondin g to vari ab les InYjI, In II. In ERil. InSil and 

lnL&Oi/ are expected to be positive: ( I) hi gher' GDP per capita in ori gIn increases 

consumption of luxury services, one of which is outbo und touri sm; (2) Between destin at ion 

and origins with a increase in exchanger rate more to uri st will vis it that destination (3) 

greater number of tota l paved to unpaved roads expands number of vi sits to Paki stan; (4) 
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as government lI1creases the expenditure on law and order the ir will be an In crease In 

number of arri va ls as security ri sk decreases 

Coefficients ~3 , ~4 , ~ 5and ~7 ~I O corresponding to vari ab les InRP/, and InSP"" /nTA, and 

InCR, are expected to be negative, since both of the relative price variab le indicate that if 

the price in origin and pri ces in substitute destinati on are less than th e prices in destination , 

touri sm in destination wi II decrease. And touri sts \,vi II prefer to stay home or go for 

altern ative destination ; likewise dec line in dest ination's crime rate and terl'Or ist attacks 

would lead to an increase in the demand for international touri sm. 

YI, Y2, and Y3 are the Coefficients of dumm y vari ab les these special factors are politi ca l 

instability, terl'Ori st attacks and exchangerate reg ime. Expected sign ofY3 is ambi guous. 

4.5 Estimation Techniques: 

In this subsection we will di scuss the est imation technique4 in deta il. Panel data estimation 

techniques are used in our stud y to est imate the demand fun cti on of touri sm in Pak istan. 

The conjunction of time series and cross sectional data all ows for hi gher degrees of 

freedom in the estimation process and has the advantage to include specific coun try effects, 

gives more data information, reduces the l11ulti co linearity effects and all ows fo r dynamic 

specification. The avai lab ility of panel data all ows LI S to measure the effects of variab les 

with li ttle changes with in countri es (Mu rnoz and iVlartin , 2007). However, the est imated 

va lues of elast iciti es may diffe r depending on the se lected measures of the vari ab le. 

4 The estimation have been made by using econometric software I·YIE\VS. 
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Equati on (4.2) is est imated by using the usual panel da ta estimation method s. In thi s way, 

diffe rences in structures between the sending countries are captured in the constant term . 

The use of fixed effects est i mators however, 'vv i II a Ilow us to pi ck up short-term efFects 

since it foc uses on time seri es co mponents of the da ta (Naude & Saayman, 2004) . We 

estimate model with a fi xed effects (FE) estimator. which is a natural estimato r to use. 

given that our countri es in the sample are fi xed. 

The FE est imato r subtracts the over-time average or the equation for each country fro m the 

equation to be estimated. Because of thi s so-ca ll ed within transfo rmation, the indi vidual 

country effects are wiped out, and the coeffic ients are estimated based on the time va ri at ion 

within each cross-sect ional unit onl y. Any correlat ion of the fi xed efFects with the 

explanatory vari ab les is therefore rendered un problemat ic. In all methods of estimati ons 

(pooled OLS and FEM) the presence of first ord er seri al autocorrelat ion was detected. and 

therefore, the generali zed method of moment of estimati on 'vvas used to remove serial 

autocorrelat ion and to obtain effic ient est imators. 

4.5.1 Dynamic Estimation of the Demand F unction of Tourism in Pakistan: 

The presence of autocorrelation when est imat ing equation (4.2) can be interpreted as 

ev idence of dynam icm isspeci fication . In order Lo insert d ynam ics into the demand 

funct ion of tourism 111 Pakistan , we introd uced a lagged dependent vari ab le as an 

exp lanatory facto r to capture persistence effects of the tou ri sts behav iour. The introduction 
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of a lagged dependent vari ab le also all o'vvs for expla ining the adjustment process of the 

actua l vari ati on in the demand fo r to uri sm to its des ired leve l, through the we ll kno'vvn 

partial adjustment principle. The dynamic spec ifi cation of the demand function for touri sm 

with an auto regress ive term takes the fol lowing form : 

In TD ;, =/30 + /31 In TD"_I + /32 In Y,,+/33 I nl, +/34 In R~, +/35 In SPII" + 

/36 In ER,, + /37 In TC,,+ /3sln S, + /39 In L & 0 , + f3l o In CR, + 

/31 1 In TA, + YIDI + Y2D2 + Y3 D3 + 1/" 

(4.3) 

( 4.4) 

In eq (4.4) I/i' = J..l , + 77i + E" is the fi xed effect decompositi on of error term in whi ch p , and 

'7; are time and country/desti nat ion-spec ifi c e ffects, respecti ve ly. The error term 

component E" is assLlm ed to be seri all y uncorrel aled \,vi th zero mean and i ndependentl y 

di stributed across destinat ion , but heteroskedasli c ity across time and destin at ion IS 

allowed for. 

Estimation with either ordi nary least squares (OLS) or a fi xed effects or a fi rst-d iffe renced 

panel estimator is problematic. This is because of detecti on of autocorrelat ion, we appl y 

AR( I). Because In TD ii is a fun ction of '7i, so is In TDil _ 1. The co rrelat ion of a regressor 

with the error term renders the OLS estimato r both biased and inconsistent. The same is 

true fo r the fi xed-effects or fi rst-d i ffe renced est i mator. Although, in the process of 
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estimati on, the 11i are vviped out, biasness and inconsistency are consequences of the 

correlat ion between TDil_1 and Vii-I . 

The demand by internat ional touri sts to trave l to a pa rti cul ar country or destinat ion can be 

derived from micro-economic principles and be shown to depend positi ve ly to expenditures 

in the country of ori gin and negat ively on relat ive tourism prod uct costs (Lim , 1999). 

Let's assllme that the des ired or long-run leve l of to uri st arri va ls is spec ifi ed as foll ows: 

TDil = x" fJ +]/". Aga in , Xii is a vector of touri sill determinants and JIll is unobserved 

country spec ific effects, we sweep out 11i by tak ing first difference of log fo rm . 

TDil - TDil _1 = y(TDil_1 - TDil_2 ) + (XiI - Xil-l )fJ + c" - C" _I (4.5) 

The di ffe rence produces the correlat ion between errors term as \,ve have 

/::"TD" _I = TDil _1 - TDil _2C1nd/::,.c" = c" - c,, _I' Thi s pro bl em can be reso lve by instrumental 

variable estimation (Phakdi soth & Kim , 2007). In the model, we Illustfind vari abl e that 

are correlated with /::,.TD il_1 but uncorrelated with 6 c" , For example lagged dependent 

vari ables can be used as instrumental va ri ab les. 

This treatment leads to consistent but not effic ient esti mates, because it does not make use 

ofa l! the ava ilable moment conditions. These conditio ns may be ex pl oited in a generali zed 

method of moments (GMM) framework. GMM accounts for unobserved country-specific 

effects, all ows for the inclusion of lagged dependent va riables as regressors, and controls 
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for endogeneity of all the exp lanatory variab les. We construct a panel that consists of data 

for eight countri es over the period 1972-2007. 

Therefore, the est imation procedure used in thi s study is th e GrvIrvi proposed by Arell ano 

and Bond (1991). The dynam ic model to be esti mated wi II therefore be 

!1 ln TDi,=fJ/ 1In TDi'_1 + fJ2 !1 ln Y" + fJ3 !1 lnl, +fJ4 !1 ln RPII +fJs!1 ln SP"" + 

fJ6!1 ln ERi, +fJ 7!1 ln TCi/ + fJ8 !1 ln S, +fJ9!1 ln L & 0 , + fJ, o!1 ln CR,+ 

fJll!1lnTA, + y l !1DI + Y2 !1D2 +Y3!1D3 + Vi' 

(4.6) 

The va lue of parameter fJ
1 

indicates to what degree current touri sm purchases are 

determined by the vR lue of prev ious consumption. An advantage of using a dynamic 

model is that both short and long-run elasti citi es are obtained. A further advantage relates 

to the fact that data must be differenced in dynam ic panel data models. By differencing 

data and removing the problem of non-stati onarity, thi s method will give u confidence in 

the reported coefficients and standard errors. 

For all estimations, we take the natural log of the dependent va ri able to render its 

distribution less skewed and to mitigate problems with heteroskedasticity. Our sampl e 

consists of all co untri es fo r which data are avai lable. In the sensiti vity analys is, vve ran the 

same models for a sample consisting of developing co un tri es onl y. 

The use of instruments is required to dea l with (a) the li kely endogeneity of the explanatory 

variab les, and (b) the problem that by construction the new error term , (E il -E i ,1-1 ) is 
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correlated with the lagged dependent variab le, (TD i_ 1 - TDi_ 2 ). Under the assumptions that 

(a) the error term, £, is not seri all y co rrelated , ane! (b) the explanatory variab les, X. are 

weakly exogenous (i. e. , the explanato ry vari ables are uncorrelatee! with fut ure rea li zat ions 

of the error term); appropriately lagged va l ues of th e regresso rs can be used as i nstru ll1ents 

as specified in the fo ll owi ng moment cond i tions. 

E[TD (c C ) ] 0 for s _> 2,' t=3, ... ,T 1,1- .1' il - 1,1- 1 = , (4.7) 

E[Xi,l_", (C il - ci,l_J ] = 0 , for s ~ 2; t=3, ... ,T (4 .8) 

To reduce the potential biases and imprec ision assoc iated with the usual difference 

estimator, Arell ano and Bover ( 1995) deve lop a s) 'slem of regressions in d iffe rences and 

leve ls. A possible underl ying rationale fOl' the GfVIfVI is the remova l of endogeneity 

problem which ex ist in panel data. 
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5. 1. Introduction: 

Chapter 5 

DISCUSSION OF RESULTS 

Thi s chapter empi ri ca ll y ana lyzes th e links between intern ational touri sm demand and 

factors affect in g touri sm demand and foc uses 0 11 the relat ionship bet'vveell touri sm 

demand and its determinants. An important findin g is that a decrease in pri ce factors 

raises the touri sm demand , and thi s pattern is robu st across var ious spec ifi cati ons. In the 

later part of the chapter we also di scuss the endogeneity issue of touri sm demand. 

5.2. Results of Fixed Effect Model (FEM): 

Equation 4.2 is est imated with panel data estimati on methods and the results are reported 

in Tabl e 5. 1 and Appendi x. Appendix IJresents the OLS estimation results obtained by 

pooling the data and Tab le 5. 1 reports the results of the Fixed Effects estim ati on. The 

results obtained from pooling the data are not signifi cant and hence. th ere ex ists a 

sign ifi cant difference between the results of poo led OLS and Fixed Effects estimati on. 

Thi s has been shown by app lyin g the Wald test anci noti ced that cross country effects are 

not common and there is a need to appl y Fixed Effect est im ati on techniq ue. 
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The intercept represents the cross-section s pec il~ c effects and differs from country to 

co untry. In Fixed Effect Mode l (here after FE II) the degree of ex pl anat ion of the 

ex pl anato ry var iables is very sati sfacto ry ( R2 = 0.93). Durbin-Watson stati stics indi cates 

the presence of first order autocorrelation , whi ch has been remo ved by app lyin g AR ( I). 

In thi s stud y, we try 5 different specifi cat ions to check the robustness of our results. 

Different specification methods have been used by Vanegas and Croes (2000) , Neum ayer 

(2004), and Phakdi soth and Kim (2007). Based On these spec ificat ions and results, we 

find that most of the var iab les in our estimat ions have the expected signs and leve l of 

si gn ifi cance. 

The est imated coefficient fo r the orI gin inco lll e variabl e has the expected sign with 

signifi cant impact on touri sm dema nd for Paki stan. Most of the prev ious studies consider 

tOLiri srn as a luxury product. The inco me elasti city of demand for tou ri sm is greate r tha n 

one (see in Table 5. 1, co ls I t05) with leve l of significa nce of I % with pri ce, exchange 

rate and a ll other explanatory va ri ab les included , whi ch shows that dec isions of touri sts 

depend great I y on thei l' income bes ides other factors. The stud ies of A nastastopou los 

(1989), Katafo no and Grounder (2004) Croes and Vanegas (2005) and Chaiboonsri 

(2006) also found the same results. 

The income variable for Paki stan (destinati on) is taken as a measure of the size of th e 

economy/fac ilities provided in destinat ion. The ela ticity of to uri sm dema nd to GOP per 

cap ita of Paki stan is low and pos itive 0.470 (see tab le 5. 1, co l I) with 10% level of 

signifi cance. The results are consistent with th e theory that if GOP of a destin atio n 
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II1creases, touri sm demand also increases. There fo re, economy situat ion of Pak ista n 

matters fo r touri sts, as Income leve l in Pak ista n increases the num ber of visitors also 

increases but less proportional to increase in income. 

The relati ve price elas ti cities are found to be negati ve and low. The results are consistent 

with prev ious studies (S tran ge and Redma n, 1982: Tan et. al. 2002; Croes and Vanegs, 

2005) .. Thi s can be taken as ev idence that the relat ive cost of li v in g between host and 

sending countri es is not a very important determ in ant facto r fo r decis ion of to uri sts to 

choose Pakistan as the destinati on place. Another poss ibl e reason co ul d be th at pri ce has 

little impact on demand for touri sm in Paki stan . s ince the majo r ori gin countri es of 

Pakistan have hi gher standard of li v in g. The relat ive pri ce elast icities suggest that touri sm 

arri va ls to Pakistan are not very responsive to price changes. In fact, acco rding to th e 

estimated va lue, a I % increase in prices wo uld lead to a 0. 19% decrease in the num ber of 

arri va ls (see co lumn 5). Therefore, touri st dec isions of these ori gin countri es to trave l to 

Pakistan are more dependent on income of ori gin country (wea lth of touri sts) rather than 

relat ive prices. 

Price of subst itute destinations has signifi cant effect and with expected nega ti ve signs 

(see Tab le 5. 1, co l 2) suggesting that relati ve price In Pak ista n compared to other 

destinations affect touri st decisions signifi cantl y. Mo reover, the competiti ve destinations 

are more or less in line with Pak istan touri sm industry li ke Bangladesh and Iran therefo re, 

if prices in Paki stan increases to uri st will prefer substitute dest inati ons. 
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Nominal exchange rate appears to be signifi ca nt at level of 10% and with ex pected 

positive (see Tab le 5. 1, co l 1, 2, 3). The sign is consistent with prev ious studies (Crouch 

et. al. 1992 ; Qiu and Zhang, 1995 ; Lee e/.al. 1996 ; Chaiboon sri , 2006). om inal 

exchange rate is measured bet'vveen destinat ion and ori gin so, if the destination ' s currency 

devaluates then touri sm demand fo r destinat ion increases . Therefore, in ou r stud y 

exchange rate have a signifi cant affect on touri sm demand for Pakistan. 

In caSe of F ixed Effects est imati on, we obta in a significant coeffi cient of -0. 146 fo r travel 

cost with expected negat ive sign, in contrast to other stud ies in whi ch trave l cost does not 

shO\,v a significant impact on touri sm demand. The price of travel is also a signi fi cant 

determinant of tourism demand for Pakistan. As sho'vvn in Tab le 5. 1, an in crease in trave l 

cost wo uld discourage touri st visits to Paki stan. 

Lnfrastructure is measured as a rati o of paved to unpaved roads and has an ex pected 

positive with signifi cant level (Tabl e 5. J, co l 4) ill1 pact on touri sll1 dell1 and fo r Paki stan. 

Law & order expenditure vari ab le is fo und to be signi ficant with positi ve sign as 

expected , whi ch implies that if government increases the expenditure on law & order, 

touri sts fee l secure to visit Pak istan as their touri st destination (see Tab le 5. 1) . 

Crime rate and terrori st attack vari ables have expected negat ive si gns. Both va ri ab les are 

destination-specific vari ables and have signifi cantl ) negat ive impact on tour ism demand 
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for Paki stan . These resul ts are consistent with prev ious studies (Qi u and Zhang, 1995; 

Neum ayer, 2004; Giacomelli , 2006; Phakdi soth and l( im , 2007) 

Dummy variab les are introduced to capture the im pact of exchange rate reg ime, Afghan 

war and po li tical in stab ility on touri sm deman d fo r Paki stan. Dummy va ri ab le of 

exchange rate regi me has positi ve sign but does not have signifi cant impact on touri sm 

demand for Pakistan. However, results confirm th e negat ive expected signs of Afghan 

war and po li tica l instability. Wh il e dumm y va ri ab le of political instabi li ty is sho'vv in g 

signifi cant impact on touri sm demand for Pak istan. 
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TABLE 5.1: THE FIXED EFFECTS ESTIMATES 
(DEPENDENT VARIABLE IS LOG OF TOURISM DEMAND) 

Independent Variable (1) (2) (3) (4) (5) 

Income (origi n) . 1.1 0] *** 1.070*** 1.346*** 1.282*** 
(0 .334) (0 .1 42) (0 .082 1 ) (0.095) 

Income (destinat ion) 0.470* 0.24 1 
(0.226) (0. I 89) 

Relati ve Prices -0 . 124 -0 .001 *** -0. 11 5* -0. 193*** 
(0.062) (0. 07 1) (0 .096) (0 .069) 

Substitute pr ice (Bangladesh) -0. 179 -1.250*** 
(0.475) (0.04 1 ) 

Substitute price (Iran) -0 .158 -0 .469* 
(0.254) (0.277) 

Nominal exchange rate 0.018 * 0. 143* 
(0 .1 47) (0 .042) 

Travel cost -0. 146* * * 
(0.044) 

Infrastructure 0.0 19 0.850* 
(0.295) (0.103) 

Lavv and order expenditure 0.02 1 * 0. 02 1 0.568*** 
(0.0 17) (0.018) (0 .0 19) 

Crime .rate -0.088** 0.07 1 * -0.039** * 
(0.043) (0 .042) (0 .037) 

Terror ist attacks -0.05 1 * -0.02 1 * 
(0.0 18) (0.008) 

Dummy of exchange rate 0.025 
regIme (0.075) 

Dummy of afghan war -0 .008 -0.090** 
(0.043) (0.038) 

Dummy of pol iti ca l instabi I ity -0 .014* -0.036** 
(0.034) (0.039) 

AR(1) 0.042*** 0.735** * 0.737':'** 0.777*** 0.82 1 *** 
(0.092) (0.044) (0 .042) (0.042) (0.035) 

N um ber of countri es 8 8 8 8 8 
Adjusted R2 -squared 0.936 0.93 3 1 0.9326 0.93 16 0.775 

Durbin-Watson stat istics 1.996 2.094 2 .025 2 .1 31 1.982 

Note: Standard errors are in parentheses . 
*Signi ficant at 10%, **s ignificant at 5%, ***s igni ficant at 1% 
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As a result of these findin gs, it can be considered that the num ber of tou ri st arri va ls and , 

consequentl y, touri sm industry revenues are strongly dependent on the economi c situat ion 

of the main countri es of ori gin (Canada, China, France, Germany, India, UK and USA). In 

thi s sense, if the economi c situation of these countr ies worsens it could be lead to decrease 

in revenue income of the Paki stan (destination) to uri sm sector. Therefo re, a good strategy 

for entrep reneurs and policymakers would be to try to diversify the ri sk by attract in g 

touri sts frol11 other countri es of origins. 

5.2. Results of Generalized Method of Moments (GMM): 

Although FEM has given the signi ficant res ul ts of ma in dete rmin ants of touri sm demand 

with expected signs but the detection of autoco rrelation in the mode l, durin g the 

est imation of eq uation (4.2) is ev idence of dynamic mi ss pec ii~ cat i o n . To remove the 

problem of autocorrelat ion AR ( I) has been appli ed. Hovvever, the presence of lagged 

dependent va riable usuall y causes the probl em of endogeni ety and due to thi s prob lem, 

pooled OLS and fi xed ~ffect est imat ions are not con sidered totall y reliable. 

In order to invest igate the poss ibl e dynami cs, equat ion 4.3 is estim ated by the GM I 

technique as proposed by Are ll ano and Bond ( 199 1). The malll resul ts from GMM 

technique are summ ari zed in Tab le 5.2. It is clea r "rom co lumn 1-5 of Tab le 5.2 that the 

111 0st signi fica nt variable is the lagged dependent va ri ab le, and also that there are 

persistenceireputat ion effects that app ly over t im e in touri st dec isions vis-a-v is 

destinations. For example, when touri sts return to a particul ar destinati on it is because, 
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they had a good experi ence, that they visit that des tinati on aga in. Mu noz and Ma rtin 

(2006) in their stud y, show that habit persistence IS important for ex plaining foreign 

touri sm demand . In our stud y, the lagged depen de nt vari ab le also shovvs signifi ca nt 

impact with positive sign and it is consistent with the theory. Lagged dependent var iab le 

is highl y elastic 1.497 in co lumn 3 showin g that touri st respond trongly to previous 

touri st experi ences. Thi s result supports the findin gs of Witt and Martin ( 1987) , also. 

The income elasticity of demand fo r touri sm loses its signifi cance in G 1M and is 

signifi cant with also expected positive sign on Tabl e 5 in co lumn 5 onl y. The coefficient 

of income (o ri gin) elast ic ity has not been foun d to be lovv. Therefo re, the dynam ic 

estimation of the demand funct ion of to uri sm in Pak istan suggests that ori gin income is 

not a very important va ri ab le in choosing Pakistan as a destinat ion pl ace . These results 

support the stud y of Proenca and Souki azi (2005). 

The poss ible reason could be that touri st ar ri va ls are not dependent on economi c situat ion 

of origin and another reason could be that if tour ist's wea lth increases they wo uld not 

prefer Pakistan as their destinat ion place . Inco me of dest inat ion is used to indi cate the 

economi c status of the dest in at ion place and in case of dynami c model, results are 

inelastic and do not show a signifi cant impact. Thi s shows that as the eco nomi c situat ion 

in Pakistan improves, it will not signi fica ntl y alTect the dec ision of touri sts visit to 

Pakistan . 
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Relative prices appear to be signifi cant in co lum n :2 . 3 and 5 with negati ve signs and are 

showin g elast icity less than one. Touri sm to deve lop ing coun tri es is less sensiti ve to 

pri ce changes, because the cost of li vin g in less developed co un tt:ies is relat ive ly low 

(Phakdi soth and Kim , 2007). Substitute destinat ion pri ces (Bangladesh and Iran) have 

insigni ficant impact in case of dynamic model vv ith negative sign in case of Bangladesh 

as substitute destination whi ch is accord in g to the theory. While has positive sign when 

consider Iran as a substitute destinati on. 

The coeffic ient of nom inal exchange rate is signi ficant with negat ive sign. Travel cost 

whi ch is measured by world crude oil price is show ing signifi cant im pact with negat ive 

sign. The results of travel cost show that increase in the crude o il price decreases the 

to uri st arri va ls to Pakistan. 

In frastru cture va ri ab le is fo und to be hi ghl y signifi cant and elasti c in dynami c panel data 

model and shows that for an increase in touri sm de mand there is need to improve the 

infrastructure of a destination parti cul arl y in Pak istan. Law and order expend itu re 

va ri able found to have a pos iti ve sign and with low value but does not show a signifi cant 

impact on to uri sm demand fo r Pak istan in case of dynamic panel data mode l. 

Crime rate vari abl e indi cates a negative and signi licant impact on in tern ati onal touri sm 

demand fo r Pakistan. Due to increase in crime rate. in the world, the touri st behav iour in 

general has changed. Crime rate is fo und to have an unfavo rab le impact on to uri sm 

demand . 
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TABLE 5.2: THE GMM ESTIMATES 
(DEPENDENT VARIABLE IS LOG OF TOURISM DEMAND) 

Independent Variable ( I) (2) (3) (4) (5) 

Income (orig i n) -0.057*** 0.052 0.035 0. 12 1*** 
(0 .1028) (0 .097) (0. 105) (0 .054) 

Income (desti nation) 0.097 0.1 48 
(0929) (0.608) 

Relat ive Prices - 0.336 -0.78 6* -2 .009* ** -0.558*** 
(0.306) (0.339) (0.38 1) (0 .226) 

Substitute price (Bangladesh) -0.689 -3.724 
(7.901) (5.27 5) 

Substitute price (Iran) 2.955 10.832*** 
(3.285) (2.453) 

Nomina l exchange rate -0 .546*** -0 .384*** 
(0. 191 ) (0. 128) 

Travel cost -0 .027 -0.036** 
(0.567) (0.0 14) 

In frastru cture 1.629*** 0.535** 
(0 .504) (0.236) 

Law and order expenditure 0.007 0.106* -0.038 
(0.03 I) (0.053 ) (0 .077) 

Crime rate -0.68 **':' -0.035 0.024*** 
(0.029) (0 .036) (0 .044) 

Terrorist attacks 0.045*** 0.023 
(0.0 14) (0.02 1) 

Dummy of exchange rate -0. 146*** 

reg ime (0.043) 

Dummy of afghan war -0.209 *** 0.005 -0 .0 10 
(0 .049) (0 .070) (0 .01 4) 

Dummy of political -0.028 
instability (0 .027) 
lag of tourism demand 0.575*** 1. 11 9*** 1.497*** 0.567*** 1.354*** 

(0. 143) (0. 182) (0.462) (0 .120) (5.544) 

Constant 14.42 1** 6.732** * 7.23*** 7.482*** 7.298*** 
(6.257) (2.57 I ) (0 .87 I) (0.567) (0.788) 

N 284 284 284 284 2 84 
j -stati stics 0.097 0. 128 0.1057 0.132 0. 127 

27.548 36.352 30.018 37.488 36 .068 
Note: Standarcl errors are in parentheses. 
*Signifi cant at 10%, **s ignifi cant at 5%, ***signifi cant at 1%. 
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The constant term or intercept is important to note, since it is givin g positi ve sign. Thi s 

shows that in spite of security ri sks major touri st generatin g countri es have an overa ll 

positive image of Pakistan and they continue to visit Paki sta n. The dumm y var iable o f' 

exchange rate regime and Afghan wa r give signi licant impact on touri sm demand for 

Pak istan and also with expected negat ive sign for its coeffi cient. 

Since the resul ts of Tab le 5.2 shov,1 that the lagged dependent va ri able has a signifi cant 

effect on the demand of inbound touri sm for Pak istan, it suggests that the wo rd -of-mouth 

effect and consumer persistence are important featLll'es in the demand fo r Pak istan to uri sm. 

The size of the coeffic ient of price vari ab les changed and also the signifi cance level 

improves after excl ud ing dum m y vari ab les. 

The major implication of these findin gs fo r the touri sm industry demand fo r Paki stan is that 

provI sion of high quality services is cru cial for att racting nev" and repeat tOLll'i sts to 

Pakistan. Acco rdin g to these results, it can al 0 be said that touri sm to Pak istan IS 

sign i ficantl y dependent on income (o ri gin), cost of trave l and the soc ioeconom ic cond i Lions 

of the destination . The negati ve effects of the terrorist attacks have also affected touri sm 

demand in case of Pakistan. According to these results, attention must be given by the 

touri sm industry in order to maintain or improve pri ce competiti veness vis-a-v is other 

competing destinations. 
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C hapt e r 6 

CONCLUSION AND POLICY IMPLICATIONS 

In thi s chapter, we will di scuss the main findin gs of the stud y and draw po li cy implication 

on the basis of our conclusions. The rev iew of the related resea rch carri ed out in the 

present stud y suggests that li terature on touri sm.demand prov ide pos iti ve affect of income 

and negative affect of price vari abl es as well as social and politi ca l s ituati on in the country. 

On the bas is of theoreti ca l underpinnings, we derive the touri sm demand model for 

Paki stan . The main results obtained here; that income elasti city is greater than one and 

lagged dependent variable has signifi cant impact on to uri sm demand of Pakistan . 

The objective of thi s stud y vvas to anal yze the determinants of Pak istan touri sm demand 

from the eight main ori gin countri es, Canada, Chilla , France, Germany, Japa n, UK and 

USA by using the most recent data to see vvhich facto rs affect intern ati onal touri st demand 

arri va ls to Paki stan . To explain touri sts behav ior in Pak istan , panel data techniques were 

employed. Both stati c panel data regress ions, using FEIVI , and also dynamic panel data 

regress ions, using the Arellano-Bond first step G IVI IV1 -estimator, were appl ied. The model 

was used to measure the performance of touri st arriva ls from eight to uri sts generating 

countri es to Pakistan between 1972 and 2007. 

The panel data results i nd icate that the Pakistan i to uri sm market is very sensiti ve to 

changes in the income of ori gin countri es. The esti mated va lue of the income elasti city is 
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greater than one, i nd icati ng that as touri st ori gi n inco me increases , the n um ber 0 r to uri sts to 

Pakistan increases. Based on these results, the economi c status of to uri sts who visit 

Paki stan is an importa nt facto r in determining to uri sm demand for Paki stan. Thi s result is 

consistent with economic theory and thi s result vvas simil ar with the results of prev ious 

empiri ca l studies of tour ist demand (L im & McAleer, 2003 ; Kafono & Go under, 2004; 

Naraya n (2004). The income elast icity of the delil and for touri sm hi gher than one con 1~ rm s 

the usual fi nding that touri sm is a lu xury good. It is also in teresting to note that GOP per 

capita of Paki stan as a measure of the size of the economy/fac ilities provided to to urists. is 

also signifi cant and has pos iti ve impact on touri sm demand to Pakistan. These find in gs are 

cons istent with the prev ious studies. Therefore, govel"l1m ent should focu s on th e size of the 

economy. 

We find the relat ive price variab le to be signifi ca nt. shovving the expected negative signs 

with their coeffic ients fa lling between 0 and I. This suggests that to uri sm to Pakistan is 

relat ive ly inelast ic to changes in relat ive pri ce levels. The negative relationship makes 

economic sense, because as the destinat ion price level relati ve to the ori gin price leve l 

increases (a decrease in purchas ing power in the origin coun try) , the number of to uri sts to 

the destination decreases. The similar results are obtained fro m the stud y of (Tan e( aI. , 

2002; Phakdi soth and Kim, 2007). 

The substitute price elast icity is negative and also has signifi cant impact. Therefore, the 

higher prices in Pakistan may resul t in a change of dest ination rather than in a decision to 

stay home. Results obtained with rega rd to the nomina l exchange rate are not fo und to be 
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signifi cant in panel data mode l. Touri sm demand for Paki stan is also sensitive to cost of 

travel (world pri ce of crude oil ) i.e. a percentage increase in travel cost woul d res ul t in 

decrease of touri sm demand fo r Pakistan. 

The in frastructure and law and ord er vari ab les have emerged as signi ficant determ inants of 

total tourist fl ow to Paki stan with positive signs. The crime rate and terrorist attack 

variables are found to have a negati ve and signi fi cant impact on touri sm demand for 

Paki stan. The coeffi cient of dumm y va ri abl e that captures the effect of political instability 

also has a negative and signifi cant impact on touri sm demand for Pakistan , in case of static 

panel data mode l. 

The d ynam ic panel data model is somewhat differ I""l"O m the stati c panel data model. As 

dynamic methodology has the advantage 01" solving estimation probl em of 

misspec ifi cat ion. Song and Witt (2003) al so mentioned the importance of lagged 

dependent variable. Therefore, one of the mai n conclusions of the stud y is the signifi cant 

value of the lagged dependent va riable, which may be interpreted as hi gh consumer loyalty 

to the destination and/or as an important wo rd-of-mouth effect on the consumer decision in 

favo ur of the dest inat ion. Similar results have been obta ined fl"O m the stud y of (Gari n­

Munoz, 2006). 

Relative prices are signifi cant with negative sign in dynam ic panel data mode l. The resul ts 

suggest that change in prices wo uld deter the dec ision of touri sts to select Pakistan as 

destinati on. The coefficient of nominal exchange rate is significant but with negat ive sign 
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which is contrary to expectation and theory. Travel cost elasticity shovvs that increase in 

travel cost negatively affects Pak istan. 

Infrastructure vari ab le shows significant and positive impact, whil e Ct'Ime rate has a 

negative influence on touri sm dem and. The dumm y vari ables for exchange rate regim e and 

Afghan war show signifi cant negative impact on tour ist arri va ls. 

Overall , the results impl y that the improvement of the quality of services is important fo r 

attracting more internati onal touri sts to Paki stan. These shou ld be th e priority areas fo r 

policy intervention. The results from both types of models suggest that the economic 

conditions of the coun try of origin are the rn ost impo rtant factor in determining touri sm 

demand. However, in order to attract more touri sts. it is important to fac ili tate touri sts by 

improving the transport infrastructures and tabili zing the price leve l through sound 

macroeconomic policy. Our analys is also suggests that poli cy makers in touri st 

destinations should greatly emphas ize on safety and security and soc io-economi c cond ition 

of the country. 

In conclusion of thi s stud y there appears to be ev idence that a combinat ion of structural , 

institutional and econom ic factors influence the tour ism industry in Pak istan. Also. the 

political instability and increase in crime rate in Pakistan acts as a barrier to growth in 

tourist arri va ls. 
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TABLE: THE POOLED OLS ESTIMATES 
(DEPENDENT VARIABLE IS LOG OF GDP PER WORKER) 

Independent Variable (1) (2) (3) (4) (5) 

Income (origi n) 0.0 18* 0. 189*** 0.1 79*** 0. 178*** 
(0.026) (0.1 75) (0 .046) (0.048) 

Income (dest inat ion) -0 .573 1.9 18 
(0.918) (4 .384) 

Relat ive Prices -0.020 -0.3 10* 0.049 - 1.073*** 
(0. 1 11 ) (0 .4 16) (0.3 15) (0 .2 15) 

Substitute Prices (Bangladesh) -0 .279 0.920* 
(0.589) (0. 53 5) 

Substitute Prices (Iran) -0 .293 0.075 
(0.302) (0.2 19) 

Nominal exchange rate -0.000 0.206*** 0.555 *** 
(0.07 1) (0.072) (0. 117) 

Travel cost -0.157* -0.002** 
(0.090 (0.1 75 ) 

Infrast ru cture 0.6 13 0.602 
(0.69 1) (2. 123) 

Law and order index 0.039 0.002 
(0.037) (0. 106) 

Crime rate -0.025 -0.479** 
(0.039) (0. 138) 

Terrori st attacks -0.052 0.057 
(0.035 ) (0 .088) 

Dummy of exchange rate 0.156 
regIme (0. 13 1) 
Dummy of afghan war -0.030* 

(0.069) 
Dummy of political instab ility -0.077** 0.032 

(0.058) (0. 176) 
Constant 1.463 1.272*** 8.536*** 0.638 *** 9.86*** 

(5.979) (8.753) (0 .386) (0.2 11 ) (0.034) 
AR(1) 0.901 ** * 0.952*** 

(0.03 I ) (0.0 17) 
Durbin- Watson Statistics 1.724 1.976 2.046 2.00 1 2.048 

Number of countries . 8 8 8 8 8 
Adjusted R2-squared 0.936 0.963 1 0.9326 0.92 16 0.775 
Note: Stand ard errors are in parentheses. 
*S ignifi cant at 10%, **s ignifi cant at 5%, ***s ignifi ca nt at 1% 
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Wald Test 

Test Stati sti cs Va lue Degree of freedom Probabi li ty 
F-Stati sti cs 286.788 (7.234) 0.0000 
Chi -Square 2007.5 19 7 0.0000 
Null H ypothes is Summary: 
Normali ze Restr iction (=0) Va lu e Std. Error 
C( 15) - C(22) 1.432349 1. 12858 1 
C(16) - C(22) 0.072 13 1 1. 103600 
C( 17) - C(22) 0.3758 12 0.787080 
CC 18) - C(22) 0.506933 0.590929 
C(19) - C(22) 3.3 12572 1.025057 
C(20) - C(22) -0.458278 0 .38 1874 
C(2 1) - C(22) 2 .943 125 0 .74 122 1 
Restri ct ions are linear in coefficients 

Fixed Effect Model 

The country specific fi xed effect is not co mmon and they are given be low 

Fixed I 2 
..., 

4 5 -' 
effects 
Canada -11.940 -15.979 -4 .273 8.409 137 -2.477 
China -11.954 -9 .003 0.096 7.608 0.8972 
France -11.958 16.699 -4.375 8.3 19 -2 .533 1 
Germany -11.890 -15.949 -3.924 8.794 -2.076 
India -11.765 -4.028 -3.074 10.455 3.924 
Japa n -11.996 -1 7.5 02 -4.754 8.590 -2.767 
UK -1 2 .047 -1 3.849 -1 .950 10.803 -0.096 
USA -11.940 -15 .3 86 -3.354 9.8 19 -1 .459 
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Residual Con"elation Matrix 

Canada China France German y Ind ia Japan UK USA 

Canada ] .000 0.044 0.078 0.06 1 0.048 0.0 10 0.08 1 -0 .065 

China 0.044 1.000 0.118 0.850 -0.097 0.60 1 0. 55 1 0.288 

France 0.078 0.118 1.000 0.071 0.206 0.465 0.609 0.273 

Germany 0.061 0.850 0.071 1.000 0.029 0.757 0.405 0.095 

India 0.048 -0.097 0.206 0.060 1.000 0. 1940 0.074 0.055 

Japan 0.010 0.60] 0.465 0.7158 0. 195 1.000 0.570 0.1 42 

UK 0.081 0.55 1 0.60 0.4054 0.078 0.570 1.000 0.246 

USA -0.065 0.288 0.273 0.095 0.05 5 0. 142 0.246 1 1.000 
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