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Treasury Report: Preliminary Assessment of Recent Events in the 
US 

Executive Summary 

This report provides a preliminary assessment of recent developments in the US from a 
financial and economic perspective, including some discussion of the potential impact on the 
New Zealand economy.  The report has obviously been prepared during a time of 
considerable financial market uncertainty and as such represents a very preliminary 
assessment.  We will continue to monitor developments and report as appropriate. 
 
Past events may provide some guide to possible outcomes, but Tuesday’s events (US time) 
also differ in important regards to previous ones, adding to the uncertainty about the outlook. 
In particular, events like the Gulf War in the early 90s largely represented an “external” shock 
to the US economy with events taking place overseas and with their effects transmitted back 
to the US via such routes as higher oil prices, less willingness to travel overseas etc.  This 
week’s events have occurred within the US and will therefore likely impact more directly, both 
on activity and on sentiment and confidence.  They are also more substantive than the earlier 
World Trade Centre attack and the financial centre bombing in London.    
 
Over the short term the main issue revolves around maintaining the smooth functioning of 
global financial markets.  This has two aspects, ensuring payments and settlement systems 
are operating and on-line and providing sufficient liquidity for markets to operate efficiently.  
Payments and transactions systems continue to operate both in the US and elsewhere.  
While at the time of writing US stocks markets have been closed, many other financial 
transactions have continued to take place.  Central banks have been quick to ensure liquidity 
is readily available for market participants.  The Federal Reserve added $70.2 billion in 
temporary cash to the US banking system compared with the average daily amount of $5.3 
billion.  The Bank of Japan and the European Central Bank have also provided additional 
funds. 
 
Trading volumes in Europe since Tuesday and in the US overnight have been variable.  
Interest rate markets spreads are substantially wider than normal reflecting investor 
uncertainty and fewer market participants taking active positions. 
 
The immediate direct impact on the US economy, while non-trivial, is likely to be limited 
assuming financial markets continue to operate smoothly.  Nevertheless, previous estimates 
of modest GDP growth in the September quarter are likely to be scaled backed, perhaps 
even into negative territory.   
 
The more substantive risks and uncertainties revolve around the period beyond this.  
Unfortunately, the current shock comes at a time when the outlook for the US and world 
economy is fragile.  This increases the risks that the attacks will have negative short- to 
medium-term consequences.  Prior to this week’s events the prospects for short-term 
recovery in the US economy were already being reassessed following recent data outturns.   
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To date the US consumer has been the buffer for the economy over 2001 and the main 
uncertainties revolve around whether this will remain the case.  Consumer (and business) 
confidence fell during the Gulf crisis in the early 90s and US outbound travel was curtailed.  
The Gulf crisis also occurred at a time when the US economy was experiencing weak 
growth.  Higher oil prices, equity valuations and the US dollar (USD) are also another 
potential transmission channels.  However, the magnitude, if not the direction, of movements 
in consumer and business confidence and other variables are extremely uncertain at this 
point given the unique nature of events this week.   
 
A policy response is likely in response to the prospect of more prolonged economic 
weakness in the US.  Already financial markets are pricing in further reductions in official 
interest rates in the US and elsewhere and indeed many central banks have already 
signalled they are ready to act in this direction if the outlook justifies it.  The US may also 
provide some additional direct fiscal stimulus in an attempt to offset the short-term impact on 
demand.      
 
Overall, we expect many commentators to begin pushing out when the timing of recovery in 
the US economy is expected to occur and to emphasise increased downside risks. Equally, 
however, we expect many to emphasise that it is premature to draw strong conclusions 
about these events’ more lasting impact, particularly whether this will tip the US into 
recession. 
 
In New Zealand the payments systems through which banks in New Zealand undertake 
domestic and foreign transactions have not been disrupted and the Reserve Bank's standard 
liquidity provision facilities are available and are operating as normal. 
 
Beyond this, increased uncertainty and risks around the outlook for the US economy are 
likely to feed into the global economy and hence into the New Zealand outlook.  The extent 
of the impact will depend on whether the short-term impacts are indeed short-lived or they 
spill over and are built into lower US consumer and business confidence prolonging US 
economic weakness or leading to recession.  New Zealand financial markets have followed 
developments overseas.  Interest rates are lower and current pricing is now factoring in a 
reduction in the Official Cash Rate.         
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Treasury Report: Preliminary Assessment of Recent Events in the 
US 

Purpose of Report 

This report provides a preliminary assessment of recent developments in the US from a 
financial and economic perspective, including some discussion of the potential impact on the 
New Zealand economy.  The report has obviously been prepared during a time of 
considerable financial market uncertainty and as such represents a very preliminary 
assessment.  We will continue to monitor developments and report as appropriate. 

Analysis 

Brief Stocktake of Financial Market Developments 
 
1. International financial markets responded immediately to widespread coverage of 

unfolding events in the US on Wednesday 12 September (NZT).  US equity markets 
remained closed, but other international equity markets recorded sharp declines in the 
first sessions following the tragedy.  Both short and long-term US interest rate yields fell 
before trading was halted.  The price of gold and oil posted significant rises.  New 
Zealand financial markets also responded, with bills and bonds rallying by around 20-40 
basis points across the yield curve and the NZSE 40 recording falls in both morning and 
afternoon trading.  After initial decline in equity values, equity markets – including the 
New Zealand Stock Exchange – regained lost ground.  Currency markets also mirrored 
equity market developments, with the USD rallying after declining against major 
currencies upon breaking news about the tragedy.   

 
Systemic Issues 
 
2. Over the short term the main issue revolves around maintaining the smooth functioning 

of global financial markets.  This has two aspects, ensuring payments and settlement 
systems are operating and on-line and providing sufficient liquidity for markets to operate 
efficiently.  Payments and transactions systems continue to operate both in the US and 
elsewhere.  While US stocks markets have been closed many other financial 
transactions have continued to take place.  Central banks have been quick to ensure 
liquidity is readily available for market participants.  The Federal Reserve added $70.2 
billion in temporary cash to the US banking system compared with the average daily 
amount of $5.3 billion.  The Bank of Japan and the European Central Bank have also 
provided additional funds.  It is worth to noting that during the LTCM collapse and the 
Asian Financial Crisis the Federal Reserve has been willing to respond quickly and 
decisively. 

 
3. Trading volumes in Europe since Tuesday and in the US overnight have been variable.  

Interest rate markets spreads are substantially wider than normal reflecting investor 
uncertainty and fewer market participants taking active positions.   

 
Economic Impacts 
 
4. Even though it would seem that the immediate direct demand effects of recent events in 

the US is probably limited, there are several potential economic impacts on the US 
economy that could flow from these events.  However, it is important to note that it is too 
early to make a definitive judgement about how events are likely to develop.  In addition, 
uncertainty around probable outcomes is exacerbated by that fact that, while past events 



 
 

Preliminary Assessment of Recent Events in the US Page 4 
14 September 2001 
 

like the Gulf War provide some insights into future developments, there are a number of 
important differences, not least that these events took place on US soil.  Nevertheless, 
already modest forecasts for US GDP growth in the September quarter will likely be 
revised down, with some commentators suggesting that the US economy will record a 
fall in GDP.   

 
5. It is possible that beyond the direct impacts on September quarter activity just 

discussed, the economic impacts could be limited.  If this were to be the case, economic 
developments over coming weeks and months would likely to be characterised by: 

 
• A return to relative stability in financial markets, with the provision of liquidity by 

central banks sufficient to ensure the smooth functioning of the international banking 
system and to reassure global financial markets.  Some further easing in monetary 
policy is also likely, in order to provide support to sentiment; and 
 

• Limited spillover from the tragedy and subsequent economic and financial impacts 
into business and consumer confidence. 

 
As a result we might expect to see a continuation of the adjustment already underway in 
the US economy, and some pick-up in activity around the end of the year and into 2002.   

 
6. However, a more substantive impact on the US economy over the short- to medium-term 

is possible.  This might see a more prolonged US downturn –such as that outlined in 
Treasury Report T2001/397 Recent Developments and Prospects for the US Economy.  

 
7. One of the key transmission mechanisms for such an outcome could be via US 

households – which have been the linchpin behind US growth holding-up to date – 
reducing expenditure.  There is the risk that this may be precipitated by recent events 
having a negative impact on consumer and business confidence, as was the case 
following the commencement of the Gulf War (see charts below).  Furthermore, falling 
equity values may also augment reductions in consumption spending, as households 
experience declines in their wealth. In this direction, it is interesting to note that the 
Michigan index of consumer sentiment fell to its lowest level since March 1993 – even 
before the tragedy.  

 
Figure 1 – US Consumer Confidence 
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Figure 2 – US Business Confidence 

 
8. Under this scenario, the Federal Reserve and other central banks are likely to ease 

interest rates still further – perhaps substantially.  In this direction, financial markets are 
pricing in lower interest rates around the globe.  Some economic commentators are 
suggesting that the Federal Reserve may cut the Federal Funds Rate by 50 basis points 
at or in the lead up to its 2 October meeting.  Market pricing is also suggesting that this 
possible 50 basis point move could be followed by further cuts.  .   

 
9. If US aggregate demand were to weaken further or remain weaker for longer, then both 

commodity and oil prices are likely to soften over the medium term as a consequence of 
the flow on to weaker world demand. 

 
10. On the currency front, the impact on the US dollar (USD) is ambiguous. For example, it 

is possible that the USD may strengthen as investors direct funds into ’safe haven’ 
assets like US Treasury bonds.  Other ‘safe haven’ currencies – such as the euro, yen, 
and the Swiss franc – may also strengthen.  Conversely, a much weaker economic 
outlook for the US could see demand for USD dominated assets fall. 

 
11. Such developments would have flow on effects to the rest of the world.  One of the key 

transmission channels would be via world trade; with weaker US import growth resulting 
in weaker demand for exports worldwide.  Furthermore global trade may also reduce 
due to tighter border controls, raising transaction costs for both exporters and importers.  
World travel and tourism are also likely to suffer the most initially.  As mentioned above, 
economies would face the prospect of declining commodity prices.  Moreover, there is 
the possibility that declines in consumer and business sentiment may feed through to the 
rest of the world.  However, it also should be kept in mind that a more prolonged 
downturn would imply a more pronounced recovery looking further out.   

 
12. There is also the possibility that the events outlined above could be exacerbated by 

actions that lead to a supply shock; such as a disruption to oil supplies.  Taking this 
particular example, this would result in higher oil prices, and consequently downstream 
supply effects.   

 
Potential Implications for New Zealand 
 
13. The medium-term impact on the New Zealand economy flowing from recent US 

developments is largely dependent on how events develop in the US over the coming 
period.   
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14. Initial developments in New Zealand financial markets essentially followed those of 
global financial markets, with declines in both short- and long-term interest rate yields 
and falls in New Zealand equities.  Since then the NZSE40 has recovered somewhat.   

 
15. Implications for the NZ dollar (NZD) flowing from recent events are still ambiguous.  

Initially the NZD strengthened, but like other currencies later weakened.  Looking 
forward, the NZD could weaken if investors switch to ‘safe’ assets like US government 
bonds, providing underlying support to the USD.  On the other hand, the prospect of a 
more prolonged US slowdown could see demand for NZD assets increase.   

 
16. Any weakening in global financial markets and the prospects for the international 

economy has the potential to impact negatively on domestic sentiment through a 
dampening in New Zealand business and consumer confidence.   

 
17. As mentioned above the prospect of further interest rate cuts in the US and other 

economies, in response to risks around world weaker growth, increases the chances of 
the Reserve Bank of New Zealand easing domestic interest rates.  The Reserve Bank 
Governor has said, “In terms of effects on the world economy, and therefore the stance 
of monetary policy, the Reserve Bank is monitoring developments.”   

 
18. Travel and tourism are likely to be adversely effected.  In particular, during the the Gulf 

War, international travel by American tourists to NZ was curtailed.  However, there may 
be some offset to this with some tourists who would otherwise have travelled to the US, 
choosing New Zealand as a destination.  In addition, the potential imposition of tighter 
border controls could see an increase in transaction costs in trade with the US.  A 
slowing in the US economy is also likely to impact negatively on New Zealand’s direct 
export trade with the US.   

 
19. Any further slowing in global growth increases the likelihood of some retracing of recent 

gains in New Zealand export prices.  This together with any rise in oil prices - reflecting 
concerns regarding oil supplies - has the potential to weaken New Zealand’s terms of 
trade going forward, thereby providing less support to the domestic economy than over 
recent times.   
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