Terrorists not
only exact a
direct human
cost, they
can cause
innumerable
economic
problems too

Rubble of the World Trade Center following
September 11, 2001, terrorist attack, New York,
United States.
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EW technology has lowered trans-

portation costs and increased trade

and capital flows across nations.

But the same technology that has
fostered international economic growth has
also allowed terrorism to spread easily among
countries whose interests are tightly interwo-
ven. Terrorism is no longer solely a local issue.
Terrorists can strike from thousands of miles
away and cause vast destruction.

The effects of terrorism can be terrify-
ingly direct. People are kidnapped or killed.
Pipelines are sabotaged. Bombers strike mar-
kets, buses, and restaurants with devastat-
ing effect. But terrorism inflicts more than
human casualties and material losses. It can
also cause serious indirect harm to countries
and economies by increasing the costs of eco-
nomic transactions—for example, because
of enhanced security measures to ensure the
safety of employees and customers or higher
insurance premiums. Terrorist attacks in
Yemen on the USS Cole in 2000 and on the
French tanker Limburg in 2002 seriously

26 Finance & Development June 2015

damaged that country’s shipping industry.
These attacks contributed to a 300 percent
rise in insurance premiums for ships using
that route and led ships to bypass Yemen
entirely (Enders and Sandler, 2012).

In this article we explore the economic bur-
den of terrorism. It can take myriad forms,
but we focus on three: national income losses
and growth-retarding effects, dampened for-
eign direct investment, and disparate effects
on international trade.

Disrupting production

Economic researchers have found, perhaps
unsurprisingly, that rich, large, and diversi-
fied economies are better able to withstand
the effects of terrorist attacks than small,
poor, and more specialized economies.

If terrorism disrupts productive activi-
ties in one sector in a diversified economy,
resources can easily flow to another unaf-
fected sector. In addition, richer economies
have more and better resources to devote
to counterterrorism efforts, which presum-



ably reduces the number of terrorist activities with which
they must cope.

In contrast, small developing economies, which are spe-
cialized in a few sectors, may not have such resilience.
Resources such as labor or capital may either flow from an
affected sector to less productive activities within the coun-
try or move to another country entirely. Moreover, develop-
ing economies are likely to lack specialized resources—such
as surveillance equipment or a technologically advanced
police force or army—that can be employed in counterter-
rorism. This allows the terrorist threat to persist, which can
scare away potential investors. A terrorist attack against such
a nation is likely to impose larger and more lasting macro-
economic costs.

The dramatic attacks on the United States on September
11, 2001, for example, caused an estimated $80 billion in
losses. Large as they were, however, the losses were a tiny
fraction (less than 0.1 percent) of the nearly $10.6 trillion
2001 U.S. GDP. Similarly, Blomberg, Hess, and Orphanides
(2004) found rather modest effects on average in 177 nations
from transnational terrorist attacks during 1968-2000. Per
capita GDP growth was reduced by 0.048 percent on an
annual basis.

But the effects are more dire in smaller nations, such
as Colombia and Israel, and regions, such as the Basque
Country in Spain, where terrorism-related damage has been
much more significant. For example, terrorism cost the
Basque Country more than 10 percent in per capita GDP
losses from the mid-1970s to the mid-1990s, when the prob-
lem was acute (Abadie and Gardeazabal, 2003). Moreover,
terrorism affects economies differently, depending on their
stage of development. Gaibulloev and Sandler (2009) divided
a sample of 42 Asian countries into 7 developed and 35 devel-
oping economies. Their estimates suggest that terrorism did
not significantly hamper growth in the developed economies,
but they show that each additional transnational terrorist
incident (per million people) reduced an affected developing
economy’s growth rate by about 1.4 percent. These findings
further support the notion that smaller developing econo-
mies are more economically vulnerable to terrorism than
those that are richer and diversified.

Scaring off investors

Increased terrorism in a particular area tends to depress the
expected return on capital invested there, which shifts invest-
ment elsewhere. This reduces the stock of productive capital
and the flow of productivity-enhancing technology to the af-
fected nation.

For example, from the mid-1970s through 1991, terror-
ist incidents reduced net foreign direct investment in Spain
by 13.5 percent and in Greece by 11.9 percent (Enders and
Sandler, 1996). In fact, the initial loss of productive resources
as a result of terrorism may increase manyfold because poten-
tial foreign investors shift their investments to other, pre-
sumably safer, destinations. Abadie and Gardeazabal (2008)
showed that a relatively small increase in the perceived risk
of terrorism can cause an outsized reduction in a country’s

net stock of foreign direct investment and inflict significant
damage on its economy. We analyzed 78 developing econo-
mies over the period 1984-2008 (Bandyopadhyay, Sandler,
and Younas, 2014) and found that on average a relatively
small increase in a country’s domestic terrorist incidents per
100,000 persons sharply reduced net foreign direct invest-
ment. There was a similarly large reduction in net invest-
ment if the terrorist incidents originated abroad or involved
foreigners or foreign assets in the attacked country. We also
found that greater official aid flows can substantially offset
the damage to foreign direct investment—perhaps in part
because the increased aid allows recipient nations to invest in
more effective counterterrorism efforts.

Most countries that experienced above-average domestic or
transnational terrorist incidents during 1970-2011 received
less foreign direct investment or foreign aid than the average

Depressing effects of terrorism

Most countries with more than average terrorist incidents have
lower foreign direct investment (FDI) and aid.

Domestic Transnational FDI Aid

Terrorism Terrorism (percent (percent

Incidents Incidents of GDP) of GDP)
Algeria 27.17 2.93 0.76 0.60
Angola o 1.74 6.57 3.32
Argentina 10.31 5.79 1.48 0.06
Bangladesh 10.67 o 0.28 4.35
Brazil < 1.88 1.64 0.07
Cambodia & 1.79 5.41 11.49
Chile 42.38 5.67 4.03 0.19
Colombia 101.31 23.10 1.88 0.45
Ecuador * 1.38 1.17 0.73
Egypt 10.21 o 2.55 5.70
El Salvador 72.31 6.33 1.95 2.52
Ethiopia * 1.52 1.95 10.16
Guatemala 24.60 7.74 1.43 1.39
Honduras o 2.07 2.52 6.17
India 92.33 8.10 0.62 0.65
Indonesia e 1.38 0.76 1.34
Iran 8.76 2.86 0.52 0.08
Israel 24.95 2.10 1.74 3.48
Lebanon 12.69 14.52 11.58 247
Mexico o 3.26 1.79 0.06
Nicaragua 17.98 2.66 2.41 11.37
Nigeria & 2.00 2.71 0.84
Pakistan 61.17 7.10 0.79 2.81
Peru 110.57 8.79 1.92 0.91
Philippines 40.26 8.05 1.06 1.22
South Africa 32.34 . 0.76 0.32
Sri Lanka 32.36 2.90 0.88 4.96
Sudan & 1.52 2.61 4.60
Thailand 22.17 1.43 2.12 0.59
Turkey 40.55 6.50 0.72 0.37
Venezuela a 1.90 1.00 0.04
Yemen o 1.67 1.37 3.52
Average, 122 Countries 7.51 1.38 2.90 6.74

Source: Authors’ calculations.

Note: Data refer to the average number of terrorist incidents, average level of foreign direct
investment, and average amount of foreign aid per year from 1970 until 2011. An asterisk indicates
that the number of terrorist incidents was below the average of the 122 developing economies in
the total sample. Some countries are not included because of warlike conditions or unavailability of
data. In foreign direct investment, a foreign entity controls an enterprise rather than having merely a
portfolio interest. Aid includes both bilateral and multilateral assistance.
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among the 122 in the sample (see table). It
is difficult to assess causation, but the table
suggests a troubling association between
terrorism and depressed aid and foreign
direct investment, both of which are cru-
cial for developing economies.

It is generally believed that there are higher risks in trading
with a nation afflicted by terrorism, which cause an increase
in transaction costs and tend to reduce trade. For example,
after the September 11 attacks on New York City and the
Washington, D.C., area, the U.S. border was temporarily
closed, holding up truck traffic between the United States
and Canada for an extended time. Nitsch and Schumacher
(2004) analyzed a sample of 200 countries over the period
1960-93 and found that when terrorism incidents in a pair
of trading countries double in one year, trade between them

Smaller developing economies are
more economically vulnerable to
terrorism than those that are richer
and diversified.

falls by about 4 percent that same year. They also found that
when one of two trading partners suffers at least one terrorist
attack, it reduces trade between them to 91 percent of what
it would be in the absence of terrorism. Blomberg and Hess
(2006) estimated that terrorism and other internal and exter-
nal conflicts retard trade as much as a 30 percent tariff. More
specifically, they found that any trading partner that experi-
enced terrorism experienced close to a 4 percent reduction in
bilateral trade.

But Egger and Gassebner (2015) found more modest
trade effects. Terrorism had few to no short-term effects; it
was significant over the medium term, which they defined
as “more than one and a half years after an attack/incident”
Abstracting from the impact of transaction costs from terror-
ism, Bandyopadhyay and Sandler (2014b) found that terror-
ism may not necessarily reduce trade, because resources can
be reallocated. If terrorism disproportionately harmed one
productive resource (say land) relative to another (say labor),
then resources would flow to the labor-intensive sector. If
a country exported labor-intensive goods, such as textiles,
terrorism could actually lead to increased production and
exportation. In other words, although terrorism may reduce
trade in a particular product because it increases transaction
costs, its ultimate impact may be either to raise or reduce
overall trade. These apparently contradictory empirical and
theoretical findings present rich prospects for future study.

Of course terrorism has repercussions beyond human
and material destruction and the economic effects dis-
cussed in this article. Terrorism also influences immigra-
tion and immigration policy. The traditional gains and
losses from the international movement of labor may be
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magnified by national security considerations rooted in a
terrorism response.

For example, a recent study by Bandyopadhyay and Sandler
(2014a) focused on a terrorist organization based in a devel-
oping country. It showed that the immigration policy of the
developed country targeted by the terrorist group can be criti-
cal to containing transnational terrorism. Transnational terror-
ism targeted at well-protected developed countries tends to be
more skill intensive: it takes a relatively sophisticated terrorist
to plan and successfully execute such an attack. Immigration
policies that attract highly skilled people to developed coun-
tries can drain the pool of highly skilled terrorist recruits and
may cut down on transnational terrorism. W
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