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KEY POINTS
�� The increased risk and prevalence of global terrorism looms as a major threat to regional 

development. Terrorism has imposed significant increased costs on all economies.

��The maritime and aviation supply chains are complex, involving thousands of people in many 
countries, and vulnerable to terrorism and piracy. Terrorist acts could severely disrupt 
international trade.

�  World and APEC trade have grown significantly over the 1990s; between 1992 and 2001, 
world trade grew by an average 5.7 per cent per year while APEC trade grew 6.3 per cent per 
year. Thus, transport security is critical for global and regional prosperity.

��Terrorist acts have direct, immediate costs which vary according to the scope of the attack, its 
target and its location. 

� The continuing threat of terrorism imposes ongoing costs; it creates uncertainty, reduces 
confidence and increases risk perceptions and risk premiums leading to lower rates of 
investment and lower economic growth.

�� The costs of implementing counter-terrorism measures should be viewed as an investment 
that, by reducing the threat of terrorism, will reduce risk premiums and the bias against longer 
term, productivity raising activities.

� The OECD estimates measures to counter maritime terrorist attacks require an initial 
investment by ship operators of at least US$1.3†billion and ongoing annual operating costs of
US$730 million. Port security costs will be at least as large. However, the added spending is 
substantially less than the potential cost of a major terrorist attack.

�� The US Congressional Budget Office estimates the US Aviation and Transportation Security 
Act will cost the federal government around US$9.3†billion over the five years from 2002 to
2006, with the cost declining to US$53 million in the fifth year.

��New technologies introduced to strengthen transport security can increase efficiencies in trade 
and decrease trade costs through reduced theft, shorter delays and lower insurance costs.

��Regional and international economic linkages mean that terrorist events in one economy can 
impose significant costs on others.  All economies have an economic interest in cooperating to 
reduce the threat of terrorism.  Economies which fail to combat terrorism and ensure the 
safety of trade and people movement could expect to incur significant costs in terms of lost 
investment and trade opportunities.

�� Given their greater reliance on trade and capital inflows, developing APEC economies may 
incur higher costs relative to GDP from unchecked terrorism.

�� All countries benefit from a more secure trading and investment environment. Collective 
international action is the most efficient response to the terrorist threat.
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The Cost Of Terrorism
Terrorism is, in most cases, essentially a political act. It is meant to inflict 
dramatic and deadly injury on civilians and to create an atmosphere of fear, 
generally for a political or ideological (whether secular or religious) purpose.

Source: United Nations, 2002.

As September 11 showed, protecting economies against terrorism is imperative. 
A single terrorist incident could result in thousands of deaths, destroy equipment 
and infrastructure worth billions of dollars and have ongoing negative economic 
impacts over several years.

Terrorist acts cover threats or attacks against specific groups by any number of 
means. It includes the potential for terrorists to use weapons of mass destruction 
ó nuclear, chemical, and biological ó to disrupt economies and societies, for 
example by introducing pathogens into the food chain or by exploding a ëdirtyí 
bomb. It also includes cyber warfare and attacks against energy and other 
infrastructure.

This paper concentrates on the overall costs of terrorist acts in general and the 
specific costs of terrorist acts involving transport, particularly through their impact 
on trade and the movement of people.

APEC economies need to be creative in working together to find innovative  
ways, using new technologies, to both strengthen security and facilitate trade 
and passenger movements.  The challenge is to achieve transportation security 
without imposing excessive costs or unnecessarily impacting on trade and 
travel flows.
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 are likely tosuffer most from output and employment falls. Resulting 
discounting to attract travellers reduces the return on capital and undermines 
future investment.

�� Increased terrorism risks and associated uncertainty also reduce consumersí 
willingness to spend, particularly on discretionary items and major consumer 
durables, thereby reducing investment in consumer goods industries and 
depressing growth.

�� Another major concern, particularly for developing economies, is that those 
economies which markets perceive as failing to deal effectively with terrorism 
will face higher risk premiums and the cost of protecting assets will rise, 
reducing foreign direct investment (FDI) inflows.

-�One study showed that from 1975 to 1991, heightened terrorism reduced 
average annual net FDI inflows to Spain by 13.5†per cent and to Greece 
by 11.9 per cent (Enders and Sandler, 1996).

� Currencies of economies seen as carrying higher risk premiums may  
experience exchange rate volatility and sudden depreciation in response to 
terrorist events, as investors switch to reserve currencies like the US dollar; 
this could impose significant costs on such economies.

-�After 11 September, the US dollar strengthened at the expense of many 
emerging market currencies. Exchange rate depreciation may make 
exports more competitive but it also increases domestic inflation and 
raises foreign currency debt obligations, while exchange rate volatility can 
discourage foreign investment and encourage capital flight.

- The fear of depreciation and inflation also can adversely affect the 
process of financial deepening by undermining confidence in the 
domestic currency (Addison, et al., 2002).

�� Insurers are responding to the increased risk of terrorism by increasing 
premiums and reducing terrorism risk coverage; in the medium term this could 
significantly lower investment and output in affected sectors and economies. 
While insurance markets may learn to price for large terrorist risk events, the 
unpredictability and potential size of terrorist attacks will make this difficult and 
premiums for risky activities are likely to be high.

�� Another study estimates a 1 per cent increase in the costs of trade would 
reduce world welfare by about US$75†billion annually. North America, Western 
Europe and North Asia face the highest losses, while agriculture and food 
products, textiles and leather, non-metallic minerals and machinery are the 
most affected sectors (Walkenhorst and Dihel, 2002).
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Movement of People

Travel also has increased substantially over the past decade. Between 1990 and 
2002, international arrivals increased by almost 4 per cent each year; growth in 
arrivals was highest to the Middle East (8.6 per cent), the Asia Pacific (7†per cent) 
and Africa (5.6 per cent).

International travel is particularly sensitive to terrorist incidents.

Figure 1

World and APEC Trade Grows Significantly Over the Past 
Decade
World and APEC Exports, 1992ñ2002, US$ trillion

�
Notes:�* Data for 2002 are estimates.

�Includes significant re-exports. 1993 data is affected by EU intra-trade.

�Includes the intra-trade of the Baltic States and the CIS beginning with 1994.

Source: World Trade Organization, 2002.
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-�It would also have an impact on other regions.  One estimate suggests that a 
month long disruption at US West Coast ports could lower Asian export 
receipts by up to 0.4 per cent of nominal GDP.  The negative impact in Hong 
Kong, Singapore and Malaysia was estimated to be as high as 1.1 per cent of 
nominal GDP (Saywell, 2002).

The costs of piracy are relatively insignificant, estimated at US$72.7 million or 
0.0032 per cent of all trade in 1997 but increasing (Gottschalk et al., 2000). Piracy 
costs also generally are limited to the specific vessel targeted.  Around half the 
cost is incurred in South East Asia.

(ii) Ongoing Costs
The continuing threat of terrorism and piracy raises the cost of undertaking trade 
through a range of mechanisms:

���It increases insurance costs for cargoes and passengers.

-� Immediately following the attack on the VLCC Limburg, underwriters 
increased insurance premiums for vessels calling on Yemeni ports by 300 
per cent.

�� It creates the need to carry higher levels of inventory due to the potential for 
terrorism or piracy to cause bottlenecks in delivery systems, thus reducing the 
benefits of just-in-time manufacturing processes and undermining supply chain 
management. International information technology and automobile production 
chains, which have a major presence in APEC economies, are particularly 
vulnerable to supply chain disruption from security threats.

-�Recent estimates indicate that if the United States has to carry 10 per cent 
more in inventories and pay 20 per cent more for commercial insurance 
premiums as a result of the increased terrorism threat, it would cost 0.1 per 
cent and 0.3 per cent of GDP, respectively, or US$7.5 billion and US$30 
billion per year (UBS Warburg, 2001).

-�The threat of terrorist attacks is estimated to have wiped away around half 
of the logistics productivity gains realised in the United States over the past 
10 years and increased inventory holding could add US$50 to 80 billion to 
business costs in the United States in 2002 (OECD, 2003).

- Developing APEC economies, particularly those with internationally 
integrated production chains, would face relatively higher costs as trade is a 
more important share of GDP than for developed economies.
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Developing APEC economies have much to gain from strong cooperation to 
reduce terrorism in the face of relatively higher costs of trade flows. In addition, 
external financing could be affected by higher risk premiums, insurance premiums 
may be higher on cargoes and vessels (both sea and air) in the region and their 
currencies may face greater exchange rate volatility.

Complex cross border linkages and the number of players involved in world 
transport mean that actions to counter terrorist activities require all economies to 
work together. Economies that do not take counter measures could face a loss of 
investor confidence and restrictions by other trading nations.

By taking coordinated joint action to counter terrorism, APEC economies will 
increase the effectiveness and reduce the costs of their efforts to ensure the 
security of their citizens, trade and investment. Without regional and multilateral 
cooperation, individual economies are likely to face higher public and private 
spending on security and trade requirements and regulations and measures to 
combat terrorism in individual economies may need to be more stringent.
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