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DO YOU REMEMBER?

If you have read the Wall Street Journal from April 14th- 18th you should be able to answer the following questions based upon important articles relating to economics. The reference at the end of the answer tells you the date and page number where you can find the article that provides the basis for the question. 
1. According to Monday’s Economic Outlook, what are five important determinants of the pace of growth in the near term? Click for answer.
2. What’s the likelihood of President Bush’s plan to repeal dividend taxes?  Click for answer.
3. What do recent movements in consumer spending suggest for the near-term economic outlook?  Click for answer.
4. In an effort to maintain investor confidence, is Brazilian Finance Minister Antonio Palocci proposing expansionary or contrationary fiscal policy? Click for answer.
5. How do environmentalists argue that it is in a company’s best interest to view global warming as a threat to their bottom line?   Click for answer.
6. What is FDA chief (and economist) Mark McClellan doing at the FDA to help lower the cost of drugs?  Click for answer.
7. In Louisiana’s state budget negotiations, what is the trade-off to not cutting health care expenditures?  Click for answer. 
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. Profits, consumer spending, housing, state and local fiscal crises, and SARS. (See “Air of Caution Hangs Over U.S. Companies Despite War Progress” April 14, page A2.)
2. Unlikely. President Bush’s $725 billion tax cut is likely to be reduced to $350 billion and not include a dividend tax repeal. (See “Republicans Agree to Reduce Bush’s Tax-Cut Plan” April 14, page A3.)
3. Consumer spending has weakened in the past few months, in real terms falling 0.4% in February following a 0.2% decline in January. For the full report go to the www.doc.gov.  (See “Consumer Outlays Show Weakness Amid War Jitters,” March 31, page A2)
4. Contractionary fiscal policy. (See “Palocci Puts a Credible Face on Brazil’s Finances Now” April 14, page A17.)
5. They argue that government will likely tighten regulations in the future that will compel companies to invest heavily in cleaner technologies. Better to do so when they have the time to research the most cost-effective methods. (See “Global Warming Threatens Health of Corporations” April 16,  A2) 
6. He is working toward accelerating the approval process so that the cost of developing new drugs will fall, and put downward pressure on retail prices. (See “FDA Chief Embarks on Novel Mission: Cut Drug Costs” April 16, page A4)
7. Cutting education expenditures. (See “Health Care or Education? Louisiana Debates Budget Outlays” April 17, page A2.)
Return to Questions 
Global Warming Is Threat
To Health of Corporations

By JEFFREY BALL 
Staff Reporter of THE WALL STREET JOURNAL
Global warming is widely seen as an environmental threat of the future, but some influential shareholders are pushing companies to address the problem now, arguing that it poses a big financial risk.

Institutional Shareholder Services Inc., an adviser to pension and mutual-fund managers, is endorsing a bid by investor activists to compel American Electric Power Co. to disclose how its status as a major emitter could cost the company big money and how much money AEP could save by cutting those emissions. The resolution targets four types of emissions, including carbon dioxide, a gas that is widely believed to cause global warming and that is produced by the burning of fossil fuels. AEP, which serves 11 states in the Midwest and the South, makes 70% of its electricity from coal and is one of the nation's biggest emitters of carbon dioxide.

1. If emissions are costing American Electric Power money, why isn’t it cutting emissions already? 
2. Emissions do have a cost to society. Demonstrate the cost graphically and show how your graph explains why American Electric Power doesn’t reduce emissions.

 ISS is endorsing a similar resolution against General Electric Co. AEP and GE oppose the resolutions, which are set for votes at the company's annual shareholder meetings, both of which are scheduled for a week from Wednesday. The AEP measure was filed by the Connecticut state pension fund and Christian Brothers Investment Services Inc., which have emerged as aggressive socially minded investor activists. Together, the two groups own a fraction of 1% of AEP shares.

This year, 14 global-warming-related resolutions are pending against U.S. companies, double the seven that came to shareholder votes last year, according to Investor Responsibility Research Center, a Washington group that does proxy research. Though none of the resolutions has passed, those that came to a vote last year received an average of 19% support, double the level of 2001, according to IRRC. This year, resolutions also are pending against companies including Exxon Mobil Corp., ChevronTexaco Corp., General Motors Corp. and Ford Motor Co.

The trend reflects a push by environmental activists to prompt companies to start viewing global warming as a threat to their bottom lines. For companies that emit large amounts of carbon dioxide, the activists argue, the big threat is the possibility of tightening government regulations that could compel the companies to invest heavily -- and quickly -- in cleaner technologies. For companies that aren't themselves contributing to global warming , the activists say, the threat is from the potential effects of global warming , such as coastal flooding from rising sea levels.

3. According to the graph you drew for Question #2, what is the efficient level of output of electricity? Explain your answer. What costs do shareholders say these companies face? 
In one sign that even traditional business players are growing concerned about what is coming to be known as corporate "climate risk," Swiss Re, the big reinsurer, says it is starting to ask companies applying for coverage for their directors and officers to explain what they are doing to prepare for potential government regulation of greenhouse-gas emissions. Swiss Re hasn't yet decided whether it will deny coverage to applicants it believes aren't doing enough. 
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Last year, ISS drew attention when it threw its support behind a global-warming-related resolution against Exxon Mobil. That resolution, which sought to push the oil firm to move toward renewable energy sources, won the support of 20% of shareholders. In 2001, when ISS recommended against the Exxon Mobil resolution, the measure got 9% of votes.

Why did ISS change its stance? "What we've seen is an increased attention on issues of climate change," says Cheryl Gustitus, an ISS spokeswoman. "Between 2001 and 2002, with the increased attention on it, we've taken a closer look and tightened up our view on it."

But ISS still makes its recommendations on a case-by-case basis, Ms. Gustitus says. This year, though it is recommending support for global-warming resolutions against AEP and GE, it has opposed such resolutions at Weyerhaeuser Co., the forest-products concern, and utility PG&E Corp. The measure at Weyerhaeuser failed at the company's shareholder meeting Tuesday. PG&E's shareholder meeting is scheduled for Wednesday.

At GE, spokesman Gary Sheffer says the company opposes the global-warming resolution pending against it. "We believe that both from a policy standpoint and a product standpoint we have shown leadership on this issue," he says.

4. If businesses make decisions based on the costs that face them, and do not take into account externalities, what policy proposal would you recommend so that companies will face the marginal social cost of their actions and the market will result in an efficient level of production? Will this eliminate emissions?
Many global-warming resolutions filed against companies never make it to a shareholder vote. Some are rejected by the Securities and Exchange Commission after companies protest the measures. Others are withdrawn after companies agree to negotiate.

AEP says it already has done more than many of its competitors both to report and to reduce its emissions of carbon dioxide and of air pollutants. But going further -- by closing coal-fired power plants and shifting to natural gas, say -- would be expensive and would hit shareholders hard, the company says.

5. Is AEP justified in saying that shutting down coal-fired power plants all together is not the best strategy? Why or why not? 

Write to Jeffrey Ball at jeff.ball@wsj.com
Updated April 16, 2003 1:05 a.m
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to Chapter 15 in Colander’s Economics and Microeconomics.

Refer to Chapter 30 in McConnell and Brue’s Economics and Chapter 17 in  Microeconomics.

1. Without government regulation, emissions isn’t a cost to American Electric Power.  This is why American Electric Power doesn’t have the incentive to reduce them. The cost that Institutional Shareholder Services Inc is likely referring to is the future cost of complying with future government regulation. Return to article.
2. If emissions leads to global warming and global warming is harmful to the environment, emissions do impose a cost to society. It is a cost, however, that is not faced by American Electric power. The cost of producing electricity that they face is the marginal private cost curve shown below. Given this cost, they produce Q0 and charge a price P1 for electricity. Because emissions have additional costs to society, the marginal social cost of producing electricity exceeds the marginal private cost as shown below. 
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 Return to article.
3. The efficient level of production is at Q1 where the marginal social cost of producing electricity equals the marginal social benefit (shown by the demand curve). The price of electricity would be P1. Activists would argue that the true marginal private cost of producing electricity is not the MPC shown above because companies are not taking into account the possibility of future government regulation or the effects of their emissions on future business conditions.  It is difficult to accept this argument because a competitive industry will chose their level of output according to their costs and the market price. It is possible that current managers have a short-run view of the company and are discounting the possibility of future regulation.  Return to the article
4. I would recommend that government impose an emissions tax on companies, which will shift the MPC curve up by the amount of the tax. The tax should equal the difference between the MPC and the MSC of producing electricity. If government does this, companies will produce an efficient level of electricity. This will not necessarily eliminate emissions, to the extent that government is able to measure the cost of emissions to society, it will result in an efficient level of emissions.   Return to article.
5.  It is likely that shutting down the plant is not optimal. Without an analysis of the cost and benefit of coal-fired power plants, however, it is difficult to say that with certainty. Given the curves drawn above, we have argued that there is an optimal level of emissions. What we don’t know is what are the true marginal social cost of the emissions and given those costs, would a coal plant be profitable? Following the economic decision rule (choose an action if the marginal benefit exceeds the marginal cost; do not choose an action if marginal cost exceeds marginal benefit) will result in the most efficient action.  What AEP needs to weigh is the marginal benefit of keeping the plants open against the marginal cost. What government can do is to assign the cost of emissions (the externality) to AEP so that they are facing the marginal social cost of the power plant. Return to article.
Return to Top
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