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DO YOU REMEMBER?

If you have read the Wall Street Journal from October 15th-19th 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 Outlook, did the recession in the United States most likely begin before or after the September 11th attacks? Click for answer.
2. What is the predicted affect of the September 11th attacks on the demand for oil?  Click for answer.
3. What is the government proposing to do in the market for insurance against terrorist attacks? Click for answer.
4. What are the reasons Bethlehem Steel cites for its seeking Chapter 11 shelter? Click for answer.
5. Is European consumer spending more or less resilient to the September 11th attacks than expected?  Click for answer.
6. How have recent bankruptcy filings by U.S. steelmakers created an opportunity of a firm that mines iron ore?  Click for answer.
7. How have the September 11th attacks made business for global firms more difficult?  Click for answer.
8. Does Fed Chairman Alan Greenspan believe the September 11th attack will affect long-term productivity in the United States?  Click for answer.
9. What action is the Fed expected to take when they meet on November 6th?  Click for answer.
10. What action did the European Central Bank take after its meeting last week? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. Before. (See “After Sept. 11 Attacks, A Rebound, of Sorts” October 15, page A1.)
2. Demand is expected to fall.  (See “Sharp Falloff in World-Wide Oil Demand Is Likely to Last Well Into the Next Year” October 15, page A2)
3. It is offering to help insurance companies cover future terrorist attacks because re-insurers have said they won’t renew terrorism coverage. (See “Bush Proposal To Help Insurers Has Time Limit,” October 16, page A2)
4. Cheep imports, high labor costs, and high pension and health care expenses. (See “Bethlehem  Steel Seeks Chapter 11 Shelter, Announces Plan to Speed Restructuring” October 16, A3) 
5. More resilient. (See “Europe’s Consumers Are Spending More Than Expected,” October 16, page A21)
6. Some companies that mine iron ore are in financial trouble as iron ore demand falls. This creates an opportunity for the strong firms in the market to buy up a greater share of the U.S. iron ore mines for future demand. (See “Steelmakers’ Troubles Create an Opening For an Iron-Ore Giant,” October 17, page A1)
7. It has increased the cost of moving products across borders and raised the cost of providing security for employees working abroad.  (See “In Heartland, Globalization Remains Imperative,” October 17, page A2)
8. No. (See “A Green(span) Light for Productivity?” October 18, page A1)
9. Cut the fed funds rate by a quarter to a half percentage point. (See “Greenspan Sees Risk of Further Weakness,” October 18, page A2)
10. It kept rates unchanged. (“EU Declines to Act Boldly on Economies,” October 18, page A23)
Return to Questions 
Bush Proposal to Help Insurers Pay Claims
From Terrorism Has Three-Year Time Limit

By MICHAEL SCHROEDER 
Staff Reporter of THE WALL STREET JOURNAL
WASHINGTON -- The Bush administration is offering a plan to help insurance companies cover future terrorist attacks, but the government's role would end after three years.

1.  In the United States who determines the need for insurance against terrorism? Why is such insurance needed?
Senior administration officials said the plan is aimed at striking a balance between helping insurers cover future damages and the administration's preference for a permanent market-based fix. "We believe that over time the private sector will be able to expand its coverage," an administration official said. "So we would like the government's role to be temporary, and to recede as this develops."

2.  What risk does the government run if it were to guarantee insurance against terrorism? (Hint: Define the moral hazard problem in your answer.)
Administration officials said they would begin lining up sponsors for the legislation this week, and left open the possibility of rewriting parts of the plan. But there isn't much time for negotiations. A government-backed insurance program needs to be in place before this session of Congress adjourns, officials said, which could be as early as the end of this month.

While property and casualty insurers say they have the resources to pay claims resulting from the Sept. 11 terrorist attacks, insurers are urging quick passage of the legislation because major reinsurance firms, which assume some of the risk of policies sold by primary insurers, have said they won't renew terrorism coverage after Dec. 31. About 70% of U.S. commercial policies with terrorism clauses expire on that date, according to the American Insurance Association. Without terrorism coverage, banks will hesitate to approve loans for a variety of companies from real estate and construction to retail and manufacturing.

3.  What are the conditions under which insurance companies would offer insurance against terrorism? Why are insurance companies considering dropping such coverage?
The administration thinks its program would help satisfy reinsurers' concerns.

Under the proposal, insurers would pick up an increasing share of potential terrorism damages over the three-year period. In the first year, for instance, insurers would pay 20% of the first $20 billion of claims from terrorism events in the U.S., with the government picking up 80%.

By the third year, insurers would pay all damages to as much as $20 billion and half the amount between $20 billion and $40 billion, with the government picking up the remainder. After that three-year period, the government intends to withdraw from the sector and allow private insurers to take over.

4.  What government interest is there in helping insurance companies maintain coverage? 

"This is a big step forward," said Julie Rochman, senior vice president of the insurance association. Sen. Christopher Dodd (D.,Conn.), a strong advocate for a government-sponsored reinsurance pool, said the administration's proposal "appears to be substantive, serious and constructive."

The White House last week rejected a proposal, favored by the insurance industry and some lawmakers, for a government-backed insurance pool to provide coverage for terrorism. The idea was dismissed as anticompetitive and too complex to put into place in the little time remaining in this session of Congress.

Robert Hunter, an insurance analyst at Consumer Federal of America, complained the Bush plan is a big giveaway to insurance companies. "It makes no sense at all not to charge insurance companies premiums for this protection," he said.

5.  Who are the losers and who are the winners if the government were to cover terrorism claims? Use the general rule of political economy to predict whether the bill will pass.
Write to Michael Schroeder at mike.schroeder@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 17 and 18 in Colander’s Economics and Microeconomics. 

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

1. The United States has a market economy. Although there are some goods and services provided by the government, the market determines whether insurance against terrorism exists.  Such insurance reduces uncertainty of doing businesses.  Return to article.
2. The risk is that businesses will place themselves into positions of greater risk with regard to terrorism. One example is building tall buildings that become the target of terrorism. Another example is not spending sufficient funds to guard expatriates from the harms of terrorism. The moral hazard problem is “the tendency of one party to a contract to alter her or his behavior, after the contract is signed, in ways that could be costly to the other party.” [McConnell, page 604]. This describes the behavior of firms who know that they are covered against the cost of terrorist attacks as described above. Return to article.
3. An insurance company would offer insurance against terrorism if the expected payout in claims plus cost of offering such insurance plus a normal profit equals the premiums paid. It must be that insurance companies believe they cannot charge premiums high enough to cover these costs or that the uncertainty surrounding future payouts is too high to calculate such expecations. Return to article.
4. The government may have an interest in maintaining such insurance to maintain “business as usual” in the face of terrorist threats. The government wants to limit the effect of terrorism in its effort to eliminate it. Return to article.
5. In the short run the winners are the insurance companies as well as the stockholders of that insurance. In the longer run, the winners are also the firms who will continue to be able to purchase insurance. The losers are taxpayers who will have to foot the bill. The general rule of political economy is “when small groups are helped by a government action and large groups are hurt by that same action, the small group tends to lobby far more effectively than the large group; thus, policies tend to reflect the small group’s interest. Not the interest of the large group. The small group in this case is the insurance companies who will be far more effective at lobbying than taxpayers as a whole.  I would expect the bill to pass. Return to article.
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