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The Economic Genesis and Impact of Terrorism 
      
                                    By Siddhartha Mitra∗∗  
           
I. Introduction 

There is sufficient evidence now which indicates that the major cause of terrorism is 

economic, in particular, unemployment. This is brought out by the following illustrations: 

1) The Middle East which has been responsible for much of the recent rise in global 

terrorism has seen an increase in unemployment and stagnation or decline in  

incomes. An extreme case is Saudi Arabia. In 2001 the Wall Street Journal reported 

that the unemployment rate in Saudi Arabia was a mind boggling  14% and per 

capita income had fallen from $28,000  ( around Rs 12.6 lakhs ) in the eighties to $ 

8000 (Rs 3.6 lakhs) in 2000. The New York Times quoted the following statement by 

one Middle East expert after the September 11 tragedy: 

                   "Angry young  men, many of them unemployed have seized the public arena 

from Algeria to  South Asia and filled it with hate, intolerance and the abuse of women" 

2) The Tamil terrorists in Sri Lanka say that discrimination in employment is one of 

their major grievances.  

3) In Mizoram, the only state free of terrorism in  North-Eastern India, employment 

opportunities for Mizos are considerably higher than those for the natives of any 

other state in that region. 

Statistical studies ( in particular a recent study by the Centre for Economic Policy 

Research, U.S.A) have showed that an increase in unemployment has a significant and 
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positive effect on different kinds of crime. There is no reason why terrorism should be an 

exception. 

                    That unemployment is a social evil is universally accepted . But by spawning  

forces such as terrorism it can have a further debilitating effect on the economy and 

society.  The incidence of unemployment1 is driven by the nature of technological 

progress.  Technological progress in recent times has often been of the capital enhancing 

type i.e. capital has been substituted for labour, the average efficiency of labour has 

increased and  the cost of producing goods has declined.  This seems to be a positive 

development but it can have certain  negative ramifications: 

§ A sharp positive stimulus is given to unemployment and therefore to dissatisfaction, 

envy and consequently terrorism.  

§ Capital intensive technological progress often implies that more and more 

sophisticated methods of destruction are put in the hands of terrorists.  

In a recent report on global trends the CIA makes the following prediction: 

"Between now and 2015 terrorist tactics will become increasingly sophisticated 

and designed to achieve mass casualties".  

      In a recent path-breaking article in the Journal of Conflict Resolution two 

American professors , Todd  Sandler and Walter Enders came out with a startling 

finding: 

    " In recent years each terrorist incident is almost 17 percentage points more 

likely to result in death or injuries" 

                                                                 
1 Umemployment not only prevents people from earning their livelihood but also leads to the generation of 
destructive ideas as captured by the proverb "An idle mind is a devil's workshop". 
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          The basic import of our discussion till now is that capital intensive 

technological progress can stimulate unemployment which is a major cause of 

terrorism, as well as increase the destructive impact of terrorist attacks.  An 

increase in the incidence and destructive potential of terrorism can have  

disastrous economic consequences: 

§ There is an intensification of the climate of fear which  paralyzes 

entrepreneurial activity, particularly business travel. 

§ There is a negative effect on the demand for certain products, for instance , air 

travel and hotel services. 

§ There is a massive loss from the destruction of valuable capital assets and 

human resources, such as that effected by the September 11 attacks. 

§ A lot of government funds have to be diverted from directly productive uses to meet 

the need for increased security. This diversion is not insignificant. For example, after 

the September 11 attacks U.S. government expenses on anti-terrorist activity 

increased by 20 billion dollars, around Rs 90,000 crores.   

There is one important policy implication that emerges from this  discussion : 

Countries should think twice before blindly embracing technological progress. 

The pace and nature of technological progress are critical and not always 

positive determinants of the level of economic activity. 

     How important are the issues highlighted in the preceding discussion? This can 

be gauged from the following comment by celebrated economist, Jack Hirshleifer: 
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    "Exchange theory and conflict theory constitute two coequal branches of 

economic analysis: the former based upon two-sided advantage and contract, the 

latter upon one-sided advantage and struggle." 

 The rest of the paper is structured as follows. Section II of this paper 

presents a model which adds precision to our discussion. Section III concludes. 

II. Model 

Assumptions 

 
1) The economy is small and open 

2) There is only one good which is produced  using two factors of production – capital 

and labour. It is assumed that labour and capital act as perfect substitutes. 

3) Because the economy is small and open the price of the good is given and is denoted 

by p. 

4) The price of labour is fixed institutionally and given by w. 

5) Capital is purchased from the international market and its price is given by r. 

6) The good is produced by a monopolist. 

7) The total labour force in the economy is given by L.  

8) Unemployment leads to dissatisfaction, envy and therefore, terrorism. As a result of 

terrorism part of the monopolists output is lost. The proportion of the monopolst’s 

output that he retains is equal to the proportion of the labour force that he employs. In 

other words terrorism and the consequent loss of output is assumed to be linear in the 

unemployment rate.  
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Maximization 

Given our assumptions the production function is given by  

Thus we assume diminishing returns to both capital and labour. 

If the producer  does not take into account the fact  that  unemployment leads  to  

dissatisfaction and envy which leads to a loss of  output then he will maximize profits as 

given by 

with respect to capital and labour. Let the maximizing  values of  K and L in this 

case also have the  ̂superscript.  Thus, we have  

 

However, if the monopolist does recognize that unemployment  leads to 

dissatisfaction, envy, terrorism and therefore a portion of the output being lost then he 

will maximize 

The maximizing values of L and K in this case will be given by  K* and L* where 
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Given that the proportion of  the labour force that is employed is less than or 

equal to one it follows that the equilibrium value of K in the second case is less than or 

equal to that that in the first case. In the case of interior solutions the latter is strictly less 

than the former. Restricting ourselves to interior solutions we get the following 

proposition: 

Proposition 1:  Profit maximization when it takes into account the side effects of  

unemployment in the form of terrorism  leads the monopolist to choose a lower level of 

capital than he would have done otherwise. 

 For comparisons of the optimal amount of labour the analysis is not that simple. 

Note the fact that the optimal amount of labour is given by the equalization of marginal 

product of labour and the wage rate. The fact that unemployment leads to a loss of the 

produced output implies that there is a depressing impact on the marginal product of 

labour. But this very fact  leads to a greater benefit from additional employment of labour 

as additional employment implies lower unemployment. Thus, at first glance the amount 

of  labour that is employed in the second case might be greater or less than that  

employed in the first case.  

        Let the proportion of the labour force that is employed in the second case be given 

by α. Therefore, from (2) and (4) we have  

 

Note that because α and β  are both less than one the term on the right hand side is always 

less than one i.e 
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This leads us to our second proposition: 

Proposition 2: The amount of labour employed if one takes into account the effect of  

terrorism caused due to unemployment is always greater than the amount of labour 

employed if one does not  take into account this effect . 

Propositions 1 and 2 lead to the third proposition: 

Proposition 3: Ignorance of the terrorism enhancing effects of unemployment leads to 

capital – labour ratios which are above the optimal level.   

Now consider the case of transnational terrorism where the output lost goes out of the 

country i.e the terrorists though they are natives become agents of a foreign country. In 

this case the national income is given by 

 

Note that by the principle of optimization the actual profits realized are greater at L* than 

at L^. Further we have  

     

This leads us to proposition 4: 

Proposition 4: Ignorance of the terrorism enhancing effects of  unemployment  in the 

producer’s decisions leads to a lower national income than in the case when it is heeded. 

III.Conclusion 

     The basic conclusion of this paper is that ignoring the negative welfare effects of 

unemployment in the form of terrorism and consequent loss of output leads to the 
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adoption of  (i) level of employment of labour which is sub-optimal, (ii) levels of 

employment of capital and capital/labour ratios which are higher than optimal levels and 

(iii) a sub-optimal level of national output.  This implies that capital intensive 

technological progress might not even be good for the overall growth of  the economy. 
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