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THE ECONOMY AND THE WAR AGAINST TERRORISM

The events of the 11 September 2001 have changed the political and economic scene.  The initial shock has had the impact of slowing down economic activity.  As the shock abates, the global economy may recover.  How the economy recovers depends on two factors, ie. Economic management and the course of the conflict. 

This note is concerned with the post attack situation.  Much has been written in the newspapers about “war and economic recession”.  This has raised some concerns about the possible impact of any 'war' on the economy, in general, and on Coventry, in particular.  Until the nature of any forthcoming conflict is clearer, it is not possible to be precise.  The following, therefore, is a guide based on previous conflicts.

The Economic Scale of the Conflict

It is often said that the first casualty after the start of hostilities is the truth.  Much propaganda is being banded about.  If the conflict is contained in Afghanistan, the global impact could be modest, whereas, if it spreads to other countries and regions, the situation could become more serious.

It is important to retain a sense of proportion.  For example, the $40 billion laid aside by US Congress, to finance any conflict which may occur, is some 0.4% of US GDP.  This compares with the $1.3 trillion tax cut programme over the next few years.  The initial US budget provisions for conflict are not overly large but this may change as events unfold.

The United Kingdom could increasingly become a target of terrorist organisations.  The form of any action has been subject of guesswork or speculation.  It is therefore important that vigilance is maintained.  

Dislocation

Terrorism causes and thrives on economic dislocation.  The destruction of the World Trade Centre has caused a significant loss of life in the centre of the world's financial markets.  Some financial institutions have lost key personnel and it will take time to fill their empty chairs.  The damage has caused dislocation in the infrastructure of financial markets.  Terrorism can cause significant dislocation in local areas.  The odds are that Coventry will escape any significant disruption.

War causes dislocation not only at the battlefront but also in economies.  There is a danger that the war against terrorism could affect a number of countries and this could, in turn, disrupt the global economy.  These disruptions could result from higher insurance charges, higher security costs and regulations, fighting in import and export zones, etc.  This acts as a tax on economic activity.  

The dislocation dangers from terrorist attacks are:

(
post attack shock – people stop spending

(
disruption of vital supplies, particularly oil

(
undue panic, etc.  

The government has taken action very promptly in dealing with potential economic disruption following the attack on the US.  

Disaster Management

At times of conflict, disaster management plans are vital.  Many World Trade Centre businesses have been able to continue as they had disaster management plans.  Coventry City Council has such a plan but many local businesses do not and may fold if the Coventry is affected.  In respect of Coventry, "disaster" could include significantly higher oil prices or cutbacks in raw material supplies.  For example, during the Viet Nam War, copper and titanium was in short supply.

People

The natural impact of the attack has been shock and uncertainty.  While people are shocked or afraid, they tend to want to hold cash, ie. they do not spend.  In the US and, to a much lesser extent in the UK, shop sales have fallen. If confidence returns there could be a consumer boom.  Prior to the attack US consumers were tending     to save their tax rebates, indicating that the American economy was already heading for recession.  Shops may face difficult times and this might slow the take-up of empty shops.

Some people will be directly affected.  Identified terrorists and armed forces are at risk.  Fortunately, call-up for National Service does not appear to be on the agenda.  Most people are likely to be only marginally affected.  However, there is a local danger that Moslems and/or Afghanis will be targeted, by some people, for reprisal attacks.  This could affect local neighbourhood socio-economic stability, area regeneration activities and have an adverse effect on asylum seekers and community relations.

Companies

Uncertainty is not a friend of business.  The initial impact of the attack has been to depress capital values – shares, balance sheet asset prices, etc. If the situation lasts then UK house prices could fall.  These depressed values cause liquidity to tighten as will the financial markets.  Businesses already facing difficulties will face more problems after the conflict starts.  Hence the rash of profit warnings and staff cut backs in the US where the hi-tech shakeout and the general slowdown were hurting already. 

In the UK, the general economic position was stronger before the attack so companies should be less affected. Airlines have seen passenger bookings fall.  Shops have seen sales fall.  It is too early to say whether the record car sales have eased.  For Coventry, the real danger is that companies will tend to postpone investment decisions until the situation becomes clearer.  New investment, especially inward investment, creates jobs in Coventry.  Every year, the city tends to lose 1,000 jobs as a result of increased output per person.  If investment slows, or stops, there is a danger that unemployment might stop falling and even rise.

The Economy in General

To counter the tightening of financial markets, the global monetary authorities have pumped money into the financial markets and cut interest rates. They will continue to do this to limit any downturn.  Falling share prices are a result of uncertainty and the rush for money.  The Bank of England has been more restrained as inflation jumped sharply last month.  This means that the initial contractionary impact of the war should soon abate.  Industries, such as airlines and aerospace particularly, will need help.  Coventry could be affected as aerospace is an important industry and Birmingham Airport impacts on the local economy.   Freight at Coventry Airport is likely to be less affected.  For Coventry, Solihull and Warwickshire, foreign tourism is likely to fall sharply, as indicated by the postponement of the Ryder Cup at the Belfry.

If the conflict continues for some time, then key industries that can support the war effort will benefit, eg. telecommunications, software, munitions, some aerospace, etc.  These industries may receive significant orders.

Generally, given what has been written in the newspapers, the overall impact on the local and national economy is likely to be more of a nuisance factor than cause economic damage.  This assumes that any dislocation impacts are restrained.  Unemployment might not fall so quickly, or may even stabilise, in the short term but the added liquidity in the economy and lower interest rates will boost activity in the medium term, by which time economic restraint might be needed.  In the longer term, it is to be hoped that the causes of terrorism in the numerous global areas are tackled thus making the global economy that much stronger and safer.
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