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The Economic Effects of 9/11.:
A Retrospective Assessment

Summary

The tragedy of September 11, 2001 was so sudden and devastating that it may
be difficult at this point in time to write dispassionately and objectively about its
effects on the U.S. economy. This retrospective review will attempt such an
undertaking. The loss of lives and property was not large enough to have had a
measurabl e effect on the productive capacity of the United States even though it had
avery significant localized effect on New Y ork City and, to alesser degree, on the
greater Washington, D.C. area. Thus, for the tragedy to affect the economy it would
have had to have affected the price of an important input, such as energy, or had an
adverse effect on aggregate demand via such mechanisms as consumer and business
confidence, afinancial panic or liquidity crisis, or aninternational run on the dollar.

It wasinitially thought that aggregate demand was serioudly affected, for while
the existing data showed that GDP growth was low in the first half of 2001, data
published in October showed that GDP had contracted during the 3 quarter. This
led to the claim that “ Theterrorist attacks pushed aweak economy over the edgeinto
an outright recession.” We now know, based on revised data, thisisnot so. At the
timethe economy wasin itsthird consecutive quarter of contraction; positive growth
resumed in the 4" quarter. Thiswould suggest that any effects from September 11
on demand were short lived. While this may be true, several events took place
before, on, and shortly after September 11 that made recovery either more rapid than
it might have been or made it possible to take place. First, the Federal Reserve had
eased credit during the first half of 2001 to stimulate aggregate demand. The
economy responds to policy changes with alag in time. Thus, the public response
may have been felt in the 4™ quarter giving the appearance that the tragedy had only
alimited effect. Second, the Federal Reserve on and immediately after September
11 took appropriate action to avert afinancia panic and liquidity shortage. Thiswas
supplemented by support from foreign central banks to shore up the dollar in world
markets and limited the contagion from spreading to other national economies.
Nevertheless, U.S. trade with other countries, especially Canada, was disrupted.
While oil prices spiked briefly, they quickly returned to their pre-September 11
levels.

Thus, it can be argued, timely action contained the short run economic effects
of September 11 on the overall economy. Over the longer run the tragedy will
adversely affect U.S. productivity growth because resources are being and will be
used to ensure the security of production, distribution, finance, and communication.

Thisreport isretrospective in nature and will not be updated.
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The Economic Effects of 9/11:
A Retrospective Assessment

On the morning of September 11, 2001, asmall group of dedicated fanatics hi-
jacked four commercial arplanes in flight, crashed three of them into buildings
symbolicin variousways of what they found offensive about the United States, and
changed the course of American history. Shortly after thisoccurred, agroup of CRS
analysts was called upon to assess the possible effects of the terrorist attacks on the
U.S. economy and the ability of the government to deal with them. Thiswas but a
small part of amuch larger CRS effort on various aspects of terrorism that became
an on-line electronic briefing book. This briefing book has been extraordinarily
successful and has been used thousands of times by congressional staff. Over time,
most of the economic entries served their purposes and were withdrawn.

While the studies of the CRS staff on the economic effects of terrorism were
very useful, they were not designed to address other important questions related to
this tragedy. For example, what did we learn from this experience that might be
useful if the United States were to experience other acts of terror? While we know
how the government respondedinthisinstance, werealternativeresponsesavail able?
If they were, what were they and why were they not used? Doesthis episode suggest
that new remedial stand-by programs should be put in place now? Or are acts of
terrorism likely to be so unigque that one-size-for-all remedial programs are unlikely
to be useful? It is to address such questions, that CRS presents this retrospective
assessment.

An Overview

Economy-Wide Implications and the Fiscal-Monetary
Response

When the terrorist attack occurred it was known that the U.S. economy was in
atransition from an unsustainable to a sustainable rate of growth. To accomplish
this, the Federal Reserve began to tighten credit in mid-1999. This tightening
continued through May 2000. Key economic indicators reflected this tightening:
industrial production reached a peak in June 2000 and slowly began to decline, the
two consumer confidence indexes peaked in May 2000 and the unemployment rate
began to rise, reaching 4.9% in August 2001 (from alow of 3.9% latein 2000). The
then available dataon GDP growth showed that it was quitelow, but positive, during
the first half of 2001. Clearly, the economy was softening and the possibility of a
recession loomed.
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However, the actual state of the economy was quite different from that depicted
by the GDP data. Asaresult, various claimswere made for the economic effects of
9/11 which were unfounded, in particular that it “pushed a weak economy over the
edge into an outright contraction.” This conclusion was based on data released in
September, October, and November which showed alargerisein the unemployment
rate, afall in consumer confidence, and a contraction in GDP for the 3™ quarter of
2001.

Asdatarevisionsfor GDPwerereleased in the summer of 2002, welearned that
GDP began contracting in the 1% quarter of 2001, a contraction that continued
through the 3" quarter and that positive growth began again in the 4™ quarter (at an
annual rate of 2.7%). This period of contraction would, of course, explain therise
inthe unemployment rate. Moreover, thefall in consumer confidence seems now to
belargely explained by such underlying factors astherisein the unemployment rate,
the increase in the rate of inflation, and the fall in stock prices.

Thustheeventsof 9/11, tragic though they were, did not “ push aweak economy
over the edge into outright contraction.” The economy was contracting when 9/11
occurred and it was poised to shift toward positive growth shortly thereafter. The
terrorist attacks did cause some severelocalized effects, especially in and around the
target areas, and that may have muted the magnitude of growth in the 4" quarter.
This fairly modest effect may have been due to assurances given by the Federal
Reserve within hours of the attack that it was still in business and that sufficient
liquidity would be available for the financial community. Over the next three days,
the Federal Reserve added some $100 billion per day inliquidity. Asaresult, it can
be argued, ahuman tragedy was not compounded by afinancial crisis.

Terrorism and National Productivity

Thelasting economic effect of 9/11 will beof adifferent nature. Largeamounts
of resources are and will be committed to making production, distribution, finance,
and communication more secure in the United States. Resources that could have
been used to enhance the productive capacity of the country will now be used for
security. Since it will take more labor and capital to produce a largely unchanged
amount of goods and services, thiswill result in aslower rate of growth in national
productivity, apricethat will be borne by every Americanin theform of aslower rate
of growth of per capitareal income.

Oil Supply and Prices

A crucia part of U.S. imports, which now amounts to about 15% of GDP, is
energy, primarily intheform of oil. Sharp and prolonged increasesinthepriceof oil,
popularly termed price shocks, can have significant negative effectsfor GDP growth
inthe short run. Theindividualsinvolved in the terrorist attacks came from an area
that is an important source of the world's oil production. It is possible that an oil
priceshock, with possible negative effectsontheU.S. economy, could havefollowed
from the attacks. In thisinstance it did not, except for a brief spike in prices that
eased within little more than aweek. Also, it is somewhat reassuring that when a
major mechanism for determining current and future petroleum prices — the New
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Y ork Mercantile Exchange — was closed for aweek, other commaodity and futures
markets filled in as did the spot market, and the oil industry was not materially
affected.

World Economies

Because of the large size of the U.S. economy, Americaisan important market
for many countries. Sharp shifts in the health of the U.S. economy can have
important short run consequences for the economies of U.S. trading partners,
especialy Canada, Mexico, and Japan. About 40% of Canada’ s output is exported
to the United States. Mexico isalso animportant trading partner of the U.S. While
trade with both countries, especially Canada, was disrupted in the short run, various
measures were put in place to minimize these disruptions. And, indeed, they may
actually expedite border crossings for an important class of trade (motor vehicles).
Thus far, it would appear that apart from an initial adverse reaction, the short run
effects of 9/11 have not been great on foreign economies. The quest for greater
security will, however, imposealonger run cost on theworld economy both in terms
of a decline in productivity growth and, possibly, greater impediments to the free
movement of goods, services, and capital. These flows have contributed
immeasurably to the integration of the world economy and its efficient functioning.

International Capital Flows and the Dollar

While international trade plays an important rolein the U.S. economy, it is not
the only role played by international forces. A characteristic of the economic
expansions of the 1980s and 1990s was the large net inflow of foreign capital to the
United States. Duringthelate 1990s, thisnet inflow furnished between one-third and
one-half of the U.S. net saving. In times of international crisis and uncertainty,
foreign capital has often sought refugein the United States. Thistime, however, the
United Statesisthe battle ground. Even though there was no panic selling of dollar-
denominated assets after 9/11, it would appear that there was a short run declinein
the net purchase of U.S. assetsby foreigners. Thiswasclearly over by mid-October.
However, this may be due to timely action of the Federal Reserve, which restored
confidence in the smooth functioning of the nation’s payments system, action
supporting the dollar in international financial markets by the Bank of Japan and the
European Central Bank, among others, and interest rate cuts by key central banksin
support of similar cuts by the Federal Reserve.

Financial Markets

While much economic analysis tends to concentrate on the determinants of
output and employment, modern market economiesdepend to animportant extent on
a well-functioning financial system and financial institutions, such as insurance
companies, commercial banks, pension funds, stock exchanges, etc. These
institutions play avital function in ensuring that resources represented by saving are
transformed into new capital goods. They were put in harm’s way by the terrorist
attacks.
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The attacks on the twin towersthreatened the heart of the U.S. financial system.
Their destruction devastated the leading dealer in U.S. Treasury securities, the loss
of whose staff accounted for amost one quarter of those killed in New Y ork City.
The debris from the collapsing towers and the genera chaos in the area brought
about the closing of the New Y ork Stock Exchange, the major stock exchangein the
United States, aswell as closing brokerage houses and banksinthe Wall Street area.
The grounding of all air planes severely hampered the clearing of checks and the
distribution of paper currency, creating great uncertainty for financial institutions.
Timely action by the Federal Reserve, the City and State of New Y ork, the Federal
Emergency Management Agency, and individualsin the financial sector resulted in
the quick return to business by the stock and commodity exchanges in the affected
area. Thisnot only ensured the timely return to normal operations by the financial
system, but was also a major boost to confidence.

Sectoral, Industry, and Geographic Effects

Asthe contraction of GDPintheU.S. during thefirst three quartersof 2001 has
adversely affected some sectors and geographic areas of the economy more than
others, so the costs of the terrorist attacks have been borne disproportionately by a
few industries, especialy airlines, tourism, and insurance; small businesses in the
target areas, and the city of New Y ork, the mgjor target area.

A. Airlines. The use of commercia airplanes as assault vehicles to wreak
havoc on the United States has no precedent in aviation history. At thetimeof 9/11,
the industry was aready in financial trouble due to the recession. 9/11 severely
compounded theindustry’ sfinancia problem. Even though the federal government
quickly responded with an aid package that gave the airlines access to up to $15
billion (consisting of $5 billion in short-term assistance and $10 billion in loan
guarantees), it is by no means certain that the industry will not have to undergo a
major reorganization typified by U.S. Airwaysfiling for Chapter 11 bankruptcy and
United suggesting that it may take a similar course of action.*

B. Insurance. Insurance was one of two industries profoundly affected by
9/11. Thelossof lifeand property gaveriseto the largest property/casualty claimin
history, estimated at $40 billion.? Whiletheindustry asawhole hasboth thereserves
and liquid assets to settle these claims, this will not be the case if terrorist attacks
become a more frequent occurrence. The risk posed by terrorism is new and the
industry haslittle or no prior experience upon which to baseinsurance rates and hold
reserves. As a result, only a few insurers are offering limited, restricted, and
expensive coverage for terrorism.®> This could have a negative effect on the ability
of firms and households to acquire the financial wherewithal with which to put in
place new buildings and equipment. Thus far, a large number of new projects in

! Edward Wong, Is Bankruptcy Good for the Airlines?, New York Times
[www.nytimes.com/2002/10/20/].

2 Insurance Information Institute, New Y ork, NY: October 21, 2002.

% Ibid. See also Jackie Spinner, “Terrorism Insurance Bill Moves Forward, Washington
Post, October 18, 2002.
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diverse geographical areas do not seem to be adversely affected. Since the
government is responsible for the safety of the country against terrorism, questions
have been raised about a possible federal role in providing compensation to
companies that are adversely affected by future terrorist attacks should they occur.

C. Agriculture and Food. In the days following the 9/11 attack, the
agriculture sector experienced some initial economic setbacks due to the halt of
commodities futures trading and losses from delayed shipments of perishable
commoditiesby air and by truck along U.S. borderswith Canadaand Mexico. These
losses proved transitory; nonetheless, the changing geopolitical devel opments that
have followed 9/11 have injected a significant amount of uncertainty into any
predictions about world markets and their effects on the U.S. farm sector’s longer
term financial health, which is highly dependent upon trade.

The anthrax attacks in October 2001 had a far more dramatic and immediate
effect, not upon the agriculture economy per se, but upon the realization that U.S.
farms and the food supply are highly vulnerable to bioterrorism. Virtually all of the
congressional actions on agricultural issuestaken after autumn 2001 —including the
2002farmact (P.L. 107-171), two emergency appropriationsacts(P.L. 107-117, P.L.
107-206), and a separate anti-bioterrorism act (P.L. 107-188) — have contained
provisions intended to protect agriculture from the threat of bioterrorism.
Neverthel ess, despiteboth |l egi sl ative and admini strati ve actions, many policymakers
maintain that 100% protection of food and agricultural enterprisesis not possible,
and that further action should address preparedness and response planning.

D. Small Business. Nearly 18,000 businesseswere dislocated, disrupted or
destroyed by 9/11. Most were in and around the World Trade Center complex.
Using existing programs, the Small Business Administration, in cooperation with
other federal, state, local, and charitable groupsworked to aleviatethedistress. As
of May, 2002, 4591 loans had been made to firms near the World Trade Center
complex and 96 loans in Virginia including those made to businesses at Reagan
National Airport. Thefedera government also provided financial assistanceto small
businessesinand around the World Trade Center complex intheform of Community
Development Block Grant funds. In addition Economic Injury Disaster Loans
became available nationwide to eligible small businesses that have suffered
substantial economicinjury dueto 9/11 or afederal actioninresponseto 9/11. These
loans provide working capital for ordinary and necessary operating expenses that
would have been incurred in the absence of adisaster. There has been considerable
criticism of the federal responseto the plight of the thousands of small businessesin
proximity of the World Trade Center. Insufficient funding, burdensome application
requirements, arbitrariness, and delays have been cited.

E. New York City. Thedestruction of the World Trade Center towers, nearby
businesses, and human lives has had a major impact on the economy of New Y ork
City. Gross City Product (GCP) was estimated to have been reduced by
approximately $27.3 billion over the last 3 months of 2001 and all of 2002. The
latest estimates put the tax |oss stemming from the reduced economic activity at just
over $2 hillion in FY 2002 and another $1 billionin FY2003. Thetax revenue loss
combined with the extraordinary expendituresfor relief and recovery after 9/11 has
severely strained the New York City budget. The federal response to this fiscal
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crisis, through aseries of | egidlative actions, has had two objectives: (1) to reimburse
the city for emergency expenditures directly related to the attacks and (2) to
reinvigorate the local economy with economic development incentives. To date,
federal aid to New York City has been delivered in three phases: $11.2 billion
appropriated in September 2001 for debris removal and direct aid to affected
individualsand businesses; just over $5 billion in economic development incentives
was approved in March 2002; and another $5.5 billion for avariety of infrastructure
projects for New Y ork City was approved in August 2002.

F. Layoffs and Unemployment Benefits. Overlaid on a labor market
already weakened by recession were 462 extended mass layoffs attributable to 9/11
that displaced nearly 130,000 employees.* Although legislation initially introduced
was directed at workers adversely affected by 9/11, the legidlation that ultimately
passed dealt with the economy-wide recession. It extended unemployment
compensation (UC) benefits 13 weeks for those who had exhausted their basic
benefits, and for UC exhausteesin “ high-unemployment states,” it provided 13 weeks
of benefits beyond the initial 13-week extension. Workers, including the self-
employed, who arenot eligiblefor regular UC benefitsmay be covered by an existing
program, namely, Disaster Unemployment Assistance. Through August 2002, nearly
3800 individualsin New Y ork and Virginia had received such benefits.

G. Public Finances of the United States: Patriot Bonds. Counter-
terrorism spending presents significant implications for the federal government.
Additional spending can be financed with higher taxes, less spending on other
programs, or additional debt. TheU.S. Treasury, in responseto the bipartisan urging
of Congress, created Patriot Bonds in December 2001 to assist in financing the war
on terrorism and to provide an avenuefor patriotic citizensto show their support for
the effort. The new Patriot Bonds were formerly identified as Series EE Savings
Bonds. The War Bonds (series E bonds) offered in the 1940s are the antecedents of
the Series EE bonds.

Economy Wide Implications and the Fiscal-
Monetary Response®

The Setting

There was widespread concern at the time of the attacks that 9/11would have
serious, negative effects on the overall economy, perhaps causing a deep recession.
As late as January 2002, this theme still dominated official pronouncements. The
President’ sbudget submission stated: “Theterrorist attacks pushed aweak economy
over the edge into an outright contraction. After September 11", the forces that had
been restraining growth since mid-2000 were augmented by temporary disruptions

4 BLS data on extended mass layoffs attributable to the terrorist attacks as shown in CRS
Report 31250, Layoffs Due to the September 11, 2001 Terrorist Attacks and the Worker
Adjustment and Retraining Notification Act (WARN), by (name redacted).

® Prepared by (name redacted) and Gail Mkinen, Government and Finance Division.
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to business travel and tourism and by the temporary shock to confidence that the
terrorist attacks engendered.”® These predictions and the theory that 9/11 caused the
recession have proved to be largely unfounded. Yet, at the time they seemed
plausible. In retrospect, they were, in part, the product of datathat failed to give a
complete picture of the economy. In fact, the picture was quite misleading.

The Existing Picture of the Economy on 9/11. During 1999 andthefirst
half of 2000, the U.S. economy was growing at between 3% and 5% per year. The
unemployment rate, 3.9% in September and October 2000, was at a 30-year low, and
substantially below estimates consistent with a fully employed economy. This
suggests that the economy was characterized by excess demand which could
potentially be inflationary. To reduce GDP growth to a more sustainable rate, the
Federal Reservebeganin mid-1999to tighten credit. Thiscontinued until May 2000.
During thisperiod, the key federal fundsinterest rate was raised to 6.5% from 5.0%.
Theindex of industrial production, available monthly, reached a peak in June 2000
and slowly began to decline. By December, it had fallen 1.4%. The pace of GDP
growth slowed noticeably during the second half of theyear (from an annualized rate
of 5% inthefirst half to 2% during the second half). Industrial production continued
to fall during 2001 and by August it was down an additional 3.5% from December.
However, the data then available showed that GDP growth during the first half of
2001 was low, but positive (the annualized rate during the first two quarters shown
by these data was, respectively, 1.3% and 0.2%). The unemployment rate was also
ontherise- reaching 4.9% by August. Clearly, the economy was softening and the
possibility of arecession loomed.

The data for September and October were startling. Industrial production fell
1.1% in September, the largest single decline since it began to fall in July 2000, and
another 0.6% in October. The unemployment rate rose to 5.0% in September (a
difference from August that was not statistically significantly) and to 5.4% in
October. At the end of October, GDP datafor the third quarter were published and
revealed that the economy contracted at an annual rate of 1.0%. Because of thetime
period in which the data are collected for the industrial production index and
unemployment, the published resultsfor October arerelevant for indicatingtheinitial
effects of 9/11." Finally, consumer confidence, measured by either the Conference
Board or the University of Michigan index, declined.®? The former fell from 114 in
August to 84.9 in November while the latter fell from 91.5 in August to 81.8 in
September (it rose dlightly in October). With these data in hand, a number of
observers blamed the terrorist attacks for the sharp fall inindustrial production, the
rise in unemployment, the decline in consumer confidence, and the contraction in

¢ Budget of the United States. Analytical Perspectives. Fiscal Year 2003, p.22.

"Theindustrial productionindex is published on or about the 15" of each month. Thus, the
data published for September were collected prior to the 11™. Similarly, the unemployment
datafor September are published on the first Friday of the month and are collected from a
household and establishment survey conducted in August.

8 Consumer confidenceisthought by some to be an important determinant of consumption
spending by households, and consumption spending is about 2/3rds of GDP. Thus,
consumer confidence is thought by these individuals to play an important role in business
cycles.
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GDP, even though it is unlikely that the GDP contraction could have been due to
9/11, given the few days remaining in the third quarter.

The Picture of the 2001 Economy in 2002. In March and July of 2002,
quite adifferent picture of the economy during this crucial period began to emerge.
On March 26, the National Bureau of Economic Research, the think tank that dates
the business cycle for the United States, declared that the economy had entered a
recession beginning in March 2001, 6 months before the attacks. On July 29, the
Commerce Department published the revisionsto the GDP accounts for 1999-2001.
Theseresultsarereproduced in Table 1. They show that GDP had begun to contract
inthefirst quarter of 2001, acontraction that was to continue through the 3" quarter
of theyear. Thus, whentheterrorist attackstook place, the U.S. economy wasinthe
third quarter of contraction andinarecession. Whatever effectsthe attacksmay have
had on the economy, they did not push “aweak economy over the edge into outright
recession.”

Table 1;: Economic Indicators

1999 2000 2001:1 2001:2 2001:3 2001:4 2002:1 2002:2

GDP Growth* 41% 38% -06% -16% -03% 2.7% 5.0% 1.1%

Unemployment 4.2% 4.0% 4.2% 4.5% 4.8% 5.6% 5.6% 5.9%
Rate

Unemployment 6.7% 57%  57% 5.2% 6.3% 7.1% 7.6% 7.6%
Rate —
New Y ork City

* For 2001:1 through 2002:2, the data are the annualized quarterly rate of change.
Source: Bureau of Economic Analysis, Bureau of Labor Statistics.

Moreover, the “crisisin consumer confidence” as an after effect of 9/11, that
supposedly pushed the economy into recession, has recently come under critical
scrutiny. Why, it is asked, if consumers were so adversely affected by the attacks,
did they respond in such numbers to the special financing incentives offered by the
automobile companiesin October 2001 that led to record motor vehicle salesfor that
month and another near record month in November? A crisis in confidence
supposedly leads consumersto refrain from purchasing durable goods. In this case,
itdidnot. Whileitistrue, asshown above, that the indexes of consumer confidence
fell, did they fall by more than can be explained by the underlying economic
variables that confidence depends upon? A recent study suggests that thisis not the
case.® Thisimpliesthat the negative effects of 9/11 onthe overall economy may have
been quite small. Even if they deepened or prolonged the recession, their effects
werenot long lived, for thedatain table 1 show that economic growth resumedinthe
4™ quarter.™

® See C. Alan Garner. Consumer Confidence After September 11. Economic Review.
Federal Reserve Bank of Kansas City. Second quarter 2002. Val. 87. No. 2. Pp. 5-26.

10 Even this number was subject to asubstantial revision. Whenit was originally published,
it showed a growth rate of 1.7%. The July 29 revisions boosted it to 2.7%, nearly 60%
(continued...)
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Notwithstanding their tragic effects on human life, the direct effects of the
attacks were too small to make a significant dent in the nation’s overall economic
output. The direct effects were also too geographically concentrated to cause a
national recession single-handedly, although a localized recession is certainly
possible for New Y ork until the rebuilding process gathers steam. Local GDP data
will not be available for some time, but one can see from the unemployment data
shown in Table 1 that unemployment in New Y ork City rose more sharply after the
attacks than in the rest of the country.

Inits 2001 third quarter GDP rel ease, the Bureau of Economic Analysis (BEA)
stressed that most of the direct effects from the attacks were embedded in the data,
so that no overall estimate could be made for the attacks' direct effect on GDP. For
example, consumption of transportation and recreation services were both negative
inthethird quarter, butitisdifficult to say how much of thisdeclinewasduedirectly
totheterrorist attacks and how much of the declinewould have occurred anyway due
to the recession. The effects on the insurance industry were one area where BEA
could single out the effects of the attacks. It adjusted down output in the domestic
insurance industry, which is measured as premiums less benefits paid, by $21.3
billion and output among foreigninsurersby $44 billion. Thelosstoforeigninsurers
is counted as adeclinein imports, however, which boosts measured GDP. Thus, the
net effect of the attacks on insurance output was to boost nominal GDP by $22.7
billion. When adjusted for inflation, however, the effects on the insurance industry
had no impact on real GDP because they were considered price adjustments rather
than changes in output. Work interruption and the loss of rental income from
destroyed capital are other areaswherethe attacks directly lowered national income,
an equivalent measure to GDP. The largest cost of the attacks, the destruction to
capital, isnot included in GDP, although it is measured in other economic statistics.
While certain aspects of the destruction are not measured in GDP, most aspects of
the reconstruction are included, boosting economic output. For example, overtime
wages of police and firefighters raised national income by $0.8 billion in the third
quarter.

That the direct effects of the attack are small relative to GDP and short-lived
does not mean that the attacks had no impact on the economy. If the attacks wereto
have alasting effect on the economy, it would have been dueto indirect effects. For
example, asharp drop in consumer confidence or adecision by businessto postpone
capital investmentsin theface of uncertainty could deepen therecession. Indeed, the
University of Michigan consumer confidenceindex fell toitslowest level since 1996
in September 2001 and has not yet returned to its August 2001 value. Another
potentially harmful indirect effect could be areluctance by foreignerstoinvestinthe
U.S. economy. By contrast, the rebuilding process could have positive indirect
economic effects. Theindirect effect of the attacksthat islikely to be permanent is
that a greater portion of our national income will likely be devoted to security
measures, both public and private (see the Productivity Section). Any estimates of
the indirect effects are purely speculative; there is ssimply no comparable historical
experience.

10(,...continued)
higher.



CRS-10

Atfirst, anaystsfeared that the direct effect on certain sectors would spill over
into theeconomy at large. A sudden catastrophic event, such astheterrorist attacks
of 9/11, could have set in motion afinancial panic. Individualsand businesses may
suddenly fear that they will not have access to currency or that the payments system
involving checksand other credit instruments, essential to the smooth functioning of
amarket economy, may not be operable. Asaresult, they are tempted to go to banks
and withdraw large amountsof currency. Bank may not have sufficient cash on hand
to honor these requests and, in extreme circumstances, cease operations. In these
circumstances, the payments system, involving checks and credit, also ceases to
function. Moreover, in the 9/11 episode, part of the crucia infrastructure that
facilitates the clearing of checks, ceased to function. This alone could have led to
extreme caution in lending. Fears of a financia crisis proved to be unfounded.
Trading in U.S. Treasury securities resumed September 13; futures and options
marketsin Chicago reopened September 14; and stock markets reopened September
17. 1t will take months to determine the total impact on the insurance industry,
however.

Theairline, tourism, and insuranceindustriesarethe sectors of theeconomy that
have been singled out as potentially suffering the most harm from theterrorist attack
in the medium term. Sectoral GDP data for 2001 are not yet available, so it is
difficult to determine how seriously these sectors have been affected. There are
employment data available, however, and these data show that only the airline
industry experienced a decline in employment that was significantly larger than the
overal decline in employment. It is important to remember that declines in the
output of these sectors would not lead to equivalent declines in overall economic
output. For example, in this caselower airline revenueswould be partially offset by
higher bus and train revenues.

Actions Undertaken

Monetary Policy. Toforestall any possibility of afinancial panic or abreak-
down in banking activity, the Federal Reserve immediately after the attacks issued
asimple 17-word statement: “The Federal Reserve System is open and operating.
The discount window is available to meet liquidity needs.” This immediately
reassured thefinancial system that ampleliquidity would beavailableonrequest. To
supplement the liquidity sought by banks through the discount window, the Federal
Reserve bought a large number of government securities through open market
operations. In addition, the backlog of uncleared checks caused “float” or Federal
Reserve credit to thefinancial systemtorise. On thethree days after the attack, the
Federal Reserve, by all three means, injected over $100 billion per day into the
financial system.™ Inaddition, the Federal Reserveenteredinto or expanded existing
agreements with the European Central Bank, the Bank of Canada, and the Bank of
England to swap dollars for foreign currency in order to support foreign financial
institutions operating in the United States. By these means an additional $90 hillion

1 See Robert T. Parry. The U.S. Economy after September 11. FRBSF Economic Letter.
Number 2001-35. December 7, 2001. For adistribution of the sources of the credit across
the discount window, open market operations, and float, see Federal Reserve Bank of
Chicago, 2001 Annual Report, pp. 14-16.
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was added to the financial system.'? These, and other timely actions, were essential
to cushioning the terrorist effects on the economy. On September 17, the day the
New Y ork Stock Exchange re-opened, the Federal Reserve lowered the key federal
funds rates by 0.5 percentage points. Inthe next 3 months, it made three additional
rate cuts, bringing the federal funds target to 1.75% on December 11, 2001. These
moves continued the easing of policy that had already reduced the federal fundsrate
from 6.5% in January 2001 to 3.5% prior to 9/11 in response to the recession. In
eval uating the success of these monetary policy initiatives, it isimportant to keepin
mind that shifts in monetary policy generally affect the economy with a lag of
between 6 and 18 months. This implies that the economy may have received a
significant boost after the attacks from policy changes made months before 9/11,
meaning that the rapid recovery after 9/11 was not solely attributable to the
economy’ s self-corrective mechanism.

Fiscal Policy. Fiscal policy operates primarily through the budget deficit: a
larger structural budget deficit increases aggregate spending in the economy in the
short run.  Following September 11, fiscal policy became more expansionary,
although much of the increase was either unintended or previously planned. Federal
expendituresrose sharply, led by the $40 billion emergency appropriation (P.L. 107-
38) to fund relief efforts, and these expenditures were deficit financed. “ Automatic
stabilizers’ in the budget were allowed to function: for example, the decline in tax
revenues associ ated with the declineinthe stock market and personal incomewas not
offset by spending cuts or tax increases. In January 2002 components of the major
tax cut of 2001, EGTRRA (P.L.107-16), were phased in as scheduled, which
increased the budget deficit by an estimated $31 billionin 2002; these phase-inswere
planned before September 11. Finally, astimulusbill was enacted on March 9, 2002
(P.L.107-47). It included an extension in unemployment benefits and accelerated
depreciation ratesfor corporateinvestment. Itisprojected to result in arevenueloss
of $51 billion in 2002.

Looking to the Future

The response to 9/11 dramatically highlights economists arguments favoring
monetary policy over fiscal policy: the differencein implementation lags. Changes
in monetary policy wereimplemented on the day of and largely compl eted within the
week following the attacks. Thefiscal response was significantly slower. Whilethe
automati c stabilizersand incidental emergency expendituresoccurredfairly quickly,
the stimulus bill was not signed into law until March 9, 2002 and turned out to be
much smaller than either party had originally intended. By thetimethebill went into
effect, the recession may have aready ended — even though the accelerated
depreciation can be claimed for the next 3 years. Although Congress can change
budget policies quickly to respond to a recession or other fiscal emergency, the
development of a significant legidative response to the problem usually requires a
substantial investment of timeand effort. Consequently, such emergency legislation
sometimes is enacted and implemented after the need for it has become much less
pressing or ceased atogether. While Presidents from time to time have requested
extraordinary budgetary powers in order to deal more quickly with fiscal

12 Federal Reserve Bank of Chicago, 2001 Annual Report, p. 16.
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emergencies, Congress by and large has resisted such requests. During the 107"
Congress, for example, Congress rejected President George W. Bush's request for
a“blank check” to fund counter-terrorism and related activities in the aftermath of
the 9/11, and instead provided emergency supplemental appropriations for this
purpose under customary procedures. September 11 also highlighted the crucial role
played by the Federal Reserve. This suggeststhat the ability of the Federal Reserve
to exercise discretion in such circumstances is of vital importance to the economy.
Some have suggested that a back-up system be put in place to allow the Federal
Reserve to act quickly even if a maority of the seven governors become
incapacitated and cannot act in atimely fashion or in ways required by law (such as
having a quorum present for the conduct of business).

It is worth noting that decision making on all levels will have to contend with
thefact that the available dataare unlikely to give an accurate picture of the economy
when an attack takes place, even if they are produced without much of alag. While
thisis unlikely to be fatal to good decision making, it is, nevertheless, likely to be
handi cap.

If events continue on their present course, future economic historians may
conclude that the terrorist attacks primarily demonstrated the U.S. economy’s
resilience. In spite of a dramatic attack at the nation’s financia center during an
economic recession, the economy quickly rebounded. In part, that is because
virtually any attack — no matter how large or dramatic — will be small relative to a
$10 trillion economy. Any effects an attack would have on the overall economy
depends on indirect effects.

The course of events following 9/11 suggests that policymakers are aready
adept at responding to crises on the macroeconomic level. In preparing for future
crises, thelesson policymakersmay takeisthat 9/11 ismore aptly viewed asahuman
tragedy than an economic tragedy.

Terrorism and National Productivity®?

The Setting

One direct result of 9/11 is that the cost of domestic security has risen. That
increased cost isin theform of increased outlays on the military, aswell asincreases
in spending for domestic law enforcement, public safety, and private security
services. Some industries, such as the airlines, are more affected than others but
there will be nationwide effects because domestic security is a public good (i.e., it
must by its nature be provided to everyone) and much of the increased cost will be
borne by taxpayers.

In light of the current international political environment, it seems likely that
many of the factors motivating the demand for increased domestic security will
persist for some time. Given that there is going to be a substantial increase in

13 Prepared by Brian Cashell, Government and Finance Division.
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spending on public safety and security what, if any, are the macroeconomic
consequences, and in particular the effects on productivity growth, likely to be?

Assessing the effects of higher costs for domestic security on the overal
economy illustrates some of the limitations of existing measures of economic
activity. The standard measure of overall economic activity is gross domestic
product (GDP). GDP measuresthe market value of goods and services produced in
the United States. It measures only the value of current production.

Although GDP may be the most comprehensive measure of our nationa
standard of living, it necessarily falls short as a measure of national well-being.
Many items are left out because they are difficult to measure, or because thereisno
market in which values are established. One example of that would be our
diminished sense of security after 9/11.

There isno simple way of measuring the level of “security” itself. Moreover,
an important goal of spending on security is the sense people have that they are safe
asthey go about their lives. Thereis not even a unit of measure that allows for an
accounting of that sense of security. The only straightforward way to measure
“security” isto add up the expenditures for labor and capital that are devoted to the
provision of security. The effort to regain whatever sense of security the nation
enjoyed prior to the attacks is likely to require a considerable increase in
expenditures.

The effect of those expenditures on GDP, and aso on measured productivity
growth, will depend on where they are spent. It seems likely that both government
and the private sector will be spending more for increased security. The effect on
most measures of economic performancewill al so depend on who spendsthe money.

The value of goods and servicesthat areincluded in GDP is based on the price
paid by the final user. Inthe case of airline security, the product being consumed is
atrip. If the cost of that trip rises because of the need for more spending by the
airlines for airport security, that raises the price of the trip without changing any of
its characteristics.™

Because of increased spending on security, the nominal value of the production
of air travel will rise. But, other things being equal, the increase is attributable to
increased production costs. Thereal value of the production of air travel would be
expected to fall as consumers respond to therise in price.

Theremay also beaonce-and-for-all dropin productivity intheairlineindustry.
Productivity isaratio of the value of production to the value of the inputs (labor and
capital) required to produce it. Because of the increased demand for security, each
trip produced by the airline industry will require more labor and capital and so
productivity will fall.

14 Therearealso coststhat are not refl ected in the economic accounts. Because of increased
security screening, passengers are standing in line longer before boarding flights, and the
value of that timeis not counted as an increased cost of flying.
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The effect on other industries will be similar. Certainly there will be other
instances where the costs of producing agiven quantity of goods or serviceswill rise
solely because of increased security requirements. That will mean anincreaseinthe
labor and capital to produce the same level of output as pre-9/11. Ineach case, that
means a one-time reduction in the level of productivity for those industries.

Firmsthat arelikely to faceincreased security costsarethosethat by their nature
may be vulnerableto attack. That would include much of the transportation system,
as well as transport for those goods that are inherently dangerous, such as fuel and
chemicals. Many utilities, such as power stations and water supply, may also be
affected by increased security requirements. All goods and services produced by
affected firms will experience a one-time price increase, and those firms will also
experience a one-time drop in productivity.

To the extent that the increased burden of security is provided by the
government, that may not be reflected in most measures of productivity which
account for the private sector. Nonetheless, it will have an effect on productivity in
that the cost of maintaining security has increased, and resources must be diverted
from other uses.

Actions Undertaken

In November 2001, President Bush signed the Aviation and Transportation
Security Act (ATSA) into law. ATSA, among other things, created the
Transportation Security Agency (TSA). ATSA also provided for federal oversight
of airport security and required that security personnel in airports be federal
employees, and strengthened the air marshal program.

In order to provide for some of the increased spending, ATSA authorized
increased airline passenger fees as well as fees to be imposed on air carriers. For
FY 2003, the Bush Administration requested $4.8 billion to fund the TSA.

Inthe case of air travel, when security services are paid for by the airlines they
are an intermediate good; that is, they are an input to the production of air travel
rather than output, and are not counted separately in GDP. As explained above,
money spent on security isacost of production and so would be reflected mainly in
the priceindex for air travel, and in overall priceindexesto the extent that air travel
contributes to total production. The same is true for security expenditures by any
firm engaged in the production of other goods and services.

In contrast, when the government pays for security services it is as a find
consumer and those expenditures are counted explicitly as part of GDP. Any
increaseinthoseexpenditureswill thusappear asboth nominal and real contributions
to GDP. That isnot to say that the net effect would necessarily lead to a permanent
increase in GDP. Any increase in spending on security by the government must
either be at the expense of other spending, higher taxes, or increased government
borrowing.

Similarly, individualsmay increasetheir demand for personal security services.
These expenditures will be reflected in total GDP, but they would be at the expense
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of purchases of other goods and services, or be paid for by reducing household
saving. Individualswill also bear apart of the cost of increased security in away that
will not be captured by conventional economic statistics. For example, if security
screening in airports takes longer than it used to, the additional time it takes for
airline passengers to complete their trips reduces the quality of the service and thus
raisesitsrea price.

Unless and until conditions change, the increase in the cost of “security” is
likely to persist. That increased cost will either be reflected in higher prices for
affected goods and services, whichwould reducereal incomes, or inincreased public
sector spending. If increasesin public sector spending are financed by higher taxes,
that reduces disposableincome. If they resultin cutsin other categories of spending,
that would reduce the incomes those outlays supported. If they are financed by
borrowing then, other thingsbeing equal, interest rateswill risethusdampening those
sectors of the economy that are sensitive to interest rate fluctuations.

In the end, the net result is likely to be a small temporary reduction in
productivity growth due to the increased labor and capital required to increase
security, and as the increase in the cost of those goods and services which require
higher security expendituresto producefilter through the economy. Theincreasein
labor and capital required to produce safe air travel islikely to be a once-and-for-all
change; thus any significant effect on productivity islikely to be short lived. Inthe
long run, other factors will determine the rate of growth of productivity in the
production of air travel. The only enduring effect will be a shift in the share of
employment and of expendituresdevoted to security. If productivity growthinthose
firms providing security services is much slower or much faster than productivity
growth in therest of the economy, the increased share of spending on security could
alter the long-run trend rate of growth of productivity, but any effect is likely to be
very small. Relativeto the size of the overall economy, any long-run costsarelikely
to be fairly small.*®

Oil Supply and Prices'®

The attacks of September 11™ might have had serious impacts on oil markets
and, consequently, upon the economy; but they did not. Thus, the redlities of post-
9/11 appear to have provided no reason for government measures to enhance the
stability of energy markets.

Effects of the Attacks

Among the immediate effects of the attack on the World Trade Center was the
closing of the New Y ork Mercantile Exchange (Nymex) and the possibility that oil

> It is also possible that there could be occasional market disruptions because of the
continuing threat of additional terrorism.

16 Prepared by (nameredacted) and Lawrence C. Kumins, Resources, Science, and Industry
Division, and (name redacted), Govement and Finance Division.
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market participants — producers, refiners, marketers, and traders — would not have
one of their bases for setting prices in their contracts and other transactions. The
Nymex isamajor oil trading market that serves as a mechanism for the important
function of price “discovery” — the determination of current and future prices. Oil
industry entitiesuse asreference points publicly visibleand instantly available prices
established in markets such as Nymex, where market and political developmentsare
reflected almost instantaneously in prices, embodying the coll ectivejudgement of the
market participants. However, other commodity and futures markets filled in for
Nymex; and, to some extent, the price discovery function shifted to the spot market.
It does not appear that the oil industry was materially affected by the closing of the
Nymex, which, in any event, resumed all operations in about one week.

While the immediate effect of the attacks on petroleum markets was to drive
prices up, market forces — reflecting little change in supply and demand — acted
quickly, and crude ail prices eased within little more than aweek. Average crude oil
prices paid by U.S. refiners actually declined for the month of September 2001 —
falling to $23.73 per barrel from $24.44 in the previous month. The remainder of
2001 saw a continuation of price drops due to weakening demand caused by lower
jet fuel consumption, and awarm winter in North America and Europe. Crude ail
prices bottomed in December at a level one-third below those existing before the
attacks. Events in 2002 — action by the Organization of Petroleum Exporting
Countries and Irag’ s supply policy prominent among them — have resulted in crude
prices re-attaining 2000 highs near $30 per barrel. Politically sensitive gasoline
pump prices followed a somewhat similar path. September 2001 retail prices for
unleaded regular averaged seven cents per gallon above August’s $1.43. But pump
pricesdropped sharply by year-end, reaching $1.13 per gallon beforerising in spring
2002. They remained stable in the $1.40 per gallon range between then and
September 2002.

For the economy as a whole, shocks to oil prices can have serious negative
effects on the growth of GDP and on inflation, as experienced in 1973-74 and 1989-
90. But, as noted above, the price spike following 9/11 was brief, and it was too
short-lived to feed through to the overall economy. By October 2001, the economy
was having more effect on the price of oil — in terms of weakening oil demand
reducing oil prices — than the price of oil was having on the economy. For the
independent effect of the attacks themselves on the economy, see the section titled
“Economy-Wide Implications.”

Lessons Learned

In a nutshell, the 9/11 events appear to have had only a transitory impact on
petroleum markets. Once fears of supply disruption faded, what oil price increases
took place dissipated very shortly, and significant declines followed during the
remainder of 2001.

Economic developments following 9/11 demonstrated that crises that do not
adversely affect the fundamentals of supply or demand in energy markets have no
lasting effect on those markets. And, inasmuch asthere was neither disruption of ail
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market fundamental s nor serious general economic effects, there waslittle scopefor
new government policy to enhance the stability of energy markets.*

World Economies?!®

The Setting

Following theterrorist attacks on 9/11, an already weak international economy
wasweakened further. Theattacksoccurred astheworld economy was experiencing
itsfirst synchronized global recessionin aquarter-century. Global growthwas1.4%
for 2001 — down considerably from 4% in 2000. (For the world, an annual growth
rate of less than 2% is considered to be a recession.) As aresult of stimulative
monetary and fiscal policies, particularly in the United States and China, the
recession turned toward a weak economic recovery. According to DRI-WEFA, an
econometric forecasting firm, the recovery is expected to generate global growth of
about 1.9% in 2002 — still technically aworld recession and lower than the growth
rate of 2.3% in 1998 during the worst of the Asian financial crisis.

The weakened international economy has been a policy concern for Congress
because of the possi ble negative effectson U.S. economic growth, increased financial
instability in certain Latin American and Asian countries, effects on international
trade and capita flows, and, in some countries, effects on political stability. The
policy issues for Congress centered on what actions should be taken to revitalize
world economic growth —particul arly in the nations cooperating in the anti-terrorism
effort, what the United States and the International Monetary Fund should do for
countriesfacing financial crises (such as Argentina, Brazil, Uruguay, and Turkey in
which financia turmoil would cause significant economic damage and political
unrest domestically and harm to U.S. financial institutions and investors), and how
to expedite imports and exports slowed by increased security procedures.

1 Discussions of the issue of safeguarding energy production and other plant sites from
physical attacks can be found among the entries in CRS's Electronic Briefing Book on
terrorism on CRS sweb site.

18 Prepared by (name redacted), Foreigi\ ffairs, Defense, and Trade Division,
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Figure 1. 9/11 and the Forecasts for Economic Growth
in Selected Countries
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Source: Blue Chip Economic Indicators, various issues.

Inthe aftermath of 9/11, economic forecasts of growth in major countriesof the
world turned considerably more pessimistic, particularly for the fourth quarter 2001.
Asthe year 2002 has progressed, however, forecasts of economic growth for 2002
have risen considerably. Asshown in Figure 1, between September and December
2001, the consensus forecasts for economic growth for 2002 in 12 representative
countries dropped dramatically (for the United States, from 2.7% to 1.0%)."° By
August 2002, however, based on actual performance during thefirst half of the year
and as the immediate effects of 9/11 were overtaken by other economic events, the
forecasted growth rates have risen, although, except for South Korea, the expected
growth rates still are below those made before 9/11.

Prior to 9/11, the lowdown in the U.S. economy already was being transmitted
to other economies through trade and investment channels, particularly through a
sharp declinein U.S. imports of high-technology componentsfrom Asian suppliers.
The aftershocks of the terrorist attacks were felt immediately in foreign equity
markets, in tourism and travel, in consumer attitudes, and in temporary capital flight
from the United States. Central banking authorities worldwide reacted by injecting
liquidity into their financial systems. Still, the downturn in business conditions
became more generalized, and the world has had to rely on China and the United
States — the only two major economies to register significant growth —to pull itself
out of the recession. By and large, however, the sharp immediate drop in stock
values, airlinetravel, and general consumer confidence wastemporary. After afew

19 Blue Chip Economic Indicators, September 10 and December 10, 2001, August 10, 2002.
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months, most began to turn upward again, but what recovery has occurred has been
fragile and difficult to sustain.

The recession, along with increased government spending for the antiterror
campaign, contributed to rising federal debt in the United States and other nations.
Combined with a weakening dollar that pushed up the exchange value of the yen,
Euro, Chinese renminbi, and other currencies, central governments intervened to
bolster the value of the dollar by purchasing more U.S. debt instruments. A side
effect of this activity is that, despite Japan’s weak economy, its holdings of U.S.
Treasury securities continue to rise ($321.0 billion by May 2002). China also has
become a major foreign holder ($80.9 billion) of U.S. debt.

September 11 also marked the end of an era. In the United States, it wiped out
thelingering euphoriafrom theroaring 1990swith its dot-com bubble, surging stock
market, and unbridled optimism and replaced it with a cloud of uncertainty, a
hei ghtened sense of fragility, and lowered expectationsof growth. Thiswasfollowed
in 2002 by major accounting scandals to push several high-flying U.S. companies
into bankruptcy. Thishad amajor effect on equity marketsin other major industrial
nations, since equity markets tend to be highly integrated and overall movementsin
stock pricestend to mimic each other. Since9/11, in particular, stock market values
in the United Kingdom, Germany, France, Canada, and Japan have tended to move
in tandem with those in the United States (as measured by the S& P 500). On each
of these markets, equity values, after initially recovering from the 9/11 shock, have
subsequently fallen, and on September 11, 2002, they generally were below the
lowest values reached in the immediate aftermath of 9/11.%

While most of the immediate economic repercussions from 9/11 proved to be
temporary, certain medium- and long-term effectsare still being played out. Perhaps
themost obvious medium-term effect isthat citizensand institutionsworldwide now
are clamoring for more security, but that security comes at aprice. Insurance costs,
in particular, have risen — in part because of 9/11 but also because of subsequent
events. Terrorism coverage has been under review worldwide. It is scarce, and
whereavailableexpensive. Germany, the United Kingdom, and other countrieshave
been considering government measures, such as establishing the government as a
reinsurer of last resort.?! Evenin countries, suchasltaly, whoseinsurance companies
did not havelarge exposureto 9/11 ($20 million for Italian insurers), insurancerates,
particularly for larger companies, have risen considerably.

In what might prove to have significant medium- and long-term effects,
increased border security slowed shipments not only of final goods but of inputsin
the supply chain of manufacturers. Some automobileassembly plantsalongtheU.S.-
Canadian border, for example, had to stop temporarily or slow operations because

% For charts showing movements of the S& P 500 relative to the FTSE 100 Index for the
United Kingdom, the XETDRA Index for Germany, the CAC 40 Index for France, The
S&P/TSX Composite Index for Canada, and the Nikkei 225 Index for Japan, see:
[http://cbs.marketwatch.com/tool s/stockresearch/global markets/intlndices.asp?siteid=mktw].

2 |nsurance Soars Up to 100 Per Cent in Wake of Terrorist Attacks. Evening
News(Edinburgh, Scotland), February 2, 2002. P. 3.
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cross-border shipments necessary for just-in-timeinventory systemswere delayed at
theborder. Duringthe 1980s, borderlesseconomieswerebeingtouted. That strategy
is being challenged as heightened security measures, both on truck and maritime
container shipments, have produced longer delays. Easing these bottlenecks while
maintaining security is requiring large capital outlays for new equipment and more
paperwork. The net effect of these additional costs of international trade could be
that businesseswill rely less on overseas production and have to adjust their just-in-
time production methods. They may have to return to maintaining larger supply
inventories which could raise costs.

For example, intensified U.S. security measures implemented in the aftermath
of the terrorist attacks were partly responsible for the 2.4% decline in Canada’'s
exportsto the United Statesin 2001 after arobust gain of 16.3%in 2000.? Although
since the immediate post-September 11 days, the waiting times have decreased for
some 6,000 freight trucks per day that cross at the Ambassador Bridgefrom Windsor,
Ontario to Detroit, the trade-offs till are evident between security concerns and the
needs of manufacturers (in particular, the 41 General Motors, Ford, and Chrysler
assembly plants located within a one-day drive of the bridge).? According to the
Organization for Economic Cooperation and Development, the increased costs of
international shipping are roughly equivalent to the reduction in tariffs onindustrial
goods of 2.5 percentage points agreed to under the Uruguay Round of Multilateral
Trade Negotiations.?

The movement toward liberalization of world trade, however, seemed resistant
to the terrorist attacks. In the World Trade Organization’s Fourth Ministerial
Conference in Doha, Qatar, on November 9-14, 2001, participants launched a new
round of global trade liberalization talks.

The changein U.S. political, security, and diplomatic relations necessitated by
the war on terrorism and Afghan campaign aso had economic repercussions. U.S.
aid policy took an abrupt turn in favor of providing assistance to Afghanistan and
front line states, such as Pakistan and the Central Asianrepublics. With antiterrorism
theoverridingaim of U.S. foreign policy, concernsover nuclear testsby Pakistanand
India suddenly became less prominent, and most sanctions were lifted to clear the
way for economic and/or military assistance to the two nations.

Actions Undertaken

Intheimmediate aftermath of the attacks, the central banks of the United States
and other nationsinjected alarge amount of liquidity into theworld financial system
to avoid payment failuresand cascading defaults. Thisliquidity later waswithdrawn

2 Canada. Department of Foreign Affairs and International Trade. Trade Update. May
2002. Third Annual Report on Canada's State of Trade. Available at: [www.dfait-
maeci .gc.caleet/state-of -trade-e.asp].

2 Shannon, Elaine. Manning the Bridge. Time, September 9, 2002. Pp. 100-104.

24 Organi zation for Economic Cooperation and Development. OECD Economic Outlook No
71, June 2002. P. 131.
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asthe system returned to normal. Other countriesal so provided somefiscal stimulus
to their economies, but most had less |leeway to do so than did the United States.

Increased security at borders has impeded international trade flows, but
governments are working to ease the bottlenecks. Canada allocated $1.2 billion to
enhance border security and improve the infrastructure that supports major border
crossings. On September 9, 2002, President Bush and Canadian Prime Minister Jean
Chrétien recognized the Free and Secure Trade Program designed to speed pre-
screened trucks across the U.S.-Canadian border and facilitate the $1.3 billion in
trade each day. The program offersincreased integrity in supply chain management
by providing expedited clearance processesto those carriers and importerswho have
enrolled in the U.S. Customs-Trade Partnership Against Terrorism or Canada's
Partners in Protection. In December 2002, the crossings in Detroit and five other
locations are to have dedicated lanes for trucks whose information isto be instantly
verified by computer.

Partly as a result of the poor world economic conditions following 9/11
combined with the need for international cooperation in the war on terrorism, the
Bush Administration has taken a somewhat more conciliatory approach toward
emergency lending by international financial institutions. After early skepticism of
so-called “bailout packages’ for countries in financial distress, the U.S. Treasury
supported a stand-by credit totaling $2.8 billion from the International Monetary
Fund for Uruguay in March, June, and August 2002 and a new $30 billion stand-by
credit packagefor Brazil in August 2002. Whilethe Bush Administration still favors
more crisis prevention, shifting more of the “burden of bailouts’ to private sector
lenders, and limits on official finance, the U.S. Treasury has stated that the United
States will support countries that follow the right economic policies (i.e. currently
Brazil and Uruguay but no further assistance to Argentina until the Argentine
authorities devel op a sustainable economic program).?

With respect to aid to Afghanistan and Pakistan, in a January 2002 conference
on Afghan reconstruction, the United States pledged $297 millioninaid, afigurethat
in FY2002 was being exceeded as the United States provided food, medicine, and
other emergency support to that country. Given Pakistan’s position as afront line
state in the Afghan campaign, the United States lifted economic sanctions on
Pakistan and cleared the way for a $1 billion financia package that included $600
million in direct aid, a proposal for $73 million for border security, debt relief, and
increased market access for $142 million in Pakistani apparel exportsto the United
States. Inthe spring of 2002, asthethreat of nuclear war between Pakistan and India
aroseaongtheLineof Control dividing Kashmir, it became apparent that the United
States continued to have a strong interest in the stability of the region and the
prevention of another conflict in Kashmir that could affect U.S. troops and divert
attention away from theantiterror campaign. Diplomatic effortsby the United States
and other nations temporarily eased tensions, but the threat of war raised security
issuesthat likely will continue to affect U.S. foreign economic policy — particularly

% Dam, Kenneth W. The Role of the United States in the Global Economy, Remarks by
Kenneth W. Dam, Deputy Secretary of the Treasury at the Center for Strategic and
International Studies, Washington, D.C., September 11, 2002.



CRS-22

sanctions policy. The United States also sent U.S. troops to the Philippines and
promised to send military equipment thereto help the Philippinesinits conflict with
the Abu Sayyaf radical Muslim insurgents.

Looking to the Future

Inthe aftermath of 9/11, it appearsthat the international economy has currently
become a one-locomotive world. Only United States— with some help from China
—hashad the size and strength to provide the economic stimulusto world economies
necessary to help pull them out of the global recession. Japan and Western Europe
remained coupledtothe U.S. businesscycle and haveremained dependent on exports
for economic recovery rather than relying upon domestic fiscal and monetary
policies. The limited recovery in their domestic sectors has been too weak and
unsteady to counter the global downturn. For U.S. policymakers, therefore, actions
to restore health to the American economy also may determine global economic
conditions. In this sense, foreign and domestic economic interests coincide.

U.S. policy options include the usual array of stimulative monetary and fiscal
policies. The United States may coordinate monetary and fiscal policieswith other
nations or use its influence to induce foreign economic policymakers to pursue
politically unpopular, but necessary, economic policies or reforms. Foreign
economic policymakers also share U.S. interests in strong domestic economies. At
times, however, national political, economic, or other considerations arise that
hamper the ability of acountry to pursue needed economic reformsor policies. This
has been the case with Japan, where vested interests have thwarted plans to rid the
banks of alarge accumulation of nonperforming loans, or with European monetary
authorities, who seem overly reluctant to lower interest rates at times because of their
fear of rekindling inflationary pressures. While other countries may respond
positively to U.S. pressures, such activity also can generate resentment among alies
for what can be seen as American interference in domestic affairs.

The effect of terrorism could be significant in raising the costs of international
trade because of heightened security measures. While businesses are adjusting,
easi ng these bottlenecks while maintaining security isrequiring large capital outlays
and more paperwork. Although certain domestic industries would applaud what
amounts to increased costs for imports, American exporters also face heightened
costs to ship their products to foreign markets. Astariffsand other barriersto trade
arebeing reduced or eliminated through multilateral trade negotiationsand free-trade
agreements, the possibility exists that non-tariff barriersimposed to assure security,
whether warranted or not, may take their place.

The weights given to competing interests of the United States al so have shifted
because of the antiterror campaign. This has altered the calculus for the use of
sanctions to achieve, nonproliferation, human rights, or pro-democracy goals.
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International Capital Flows and the Dollar®®

The Setting

The terrorist attacks on New York and Washington raised concerns that
foreignerswould curtail their purchases of U.S. financial assets, thereby weakening
the value of the dollar. Responding to these concerns, the Federal Reserve moved
aggressively on its own and in tandem with other central banks to supply liquidity
and take other actionsin order to avert a potential crisisin financial markets. These
efforts were largely successful: by year-end U.S. equity markets slowly recovered
their pre-attack values, and the exchange rate value of the dollar returned to its pre-
attack rate after fluctuating within afairly narrow range. Although dataalso indicate
that capital outflows were higher than normal for the month of September 2001,
panic selling of U.S. assets did not occur.

Background

The 9/11 attacks on New Y ork and Washington struck at the heart of the U.S.
financial center, disabling some stock and equity markets for a short time. These
attacksraised concerns about the ability of the marketsto absorb the shock and about
the prospects that foreign investors might curtail their purchases of U.S. financial
assetsand reducetheinflow of capital into the U.S. economy, thereby weakening the
value of the dollar. Although a decline in the value of the dollar would have
benefitted export-sensitiveand import-competing U.S. industries, it likely alsowould
have pushed up interest rates and had a negative impact on such interest-sensitive
industries as autos and housing.

International flows of capital have grown dramatically over the last decade.
These flows exercise a primary influence on exchange rates and global flows of
goods and services. They also allow the United States to finance its trade deficit
because foreignersarewilling to lend to the United Statesin the form of exchanging
the sale of goods, represented by U.S. imports, for such U.S. assets as stocks, bonds,
and U.S. Treasury securities.

The dollar is heavily traded in financial markets around the globe, at times
playing the role of a globa currency. Disruptions in this role have important
implicationsfor the United States and for the smooth functioning of theinternational
financial system. This prominent role means that the exchange value of the dollar
often acts as a mechanism for transmitting economic and political news and events
across national borders. While such a role helps facilitate a broad range of
international economic and financia activities, it also means that the dollar’'s
exchange value can vary greatly on a daily or weekly basis as it is buffeted by
international events. Recent dataindicatethat the daily trading of foreign currencies
totals more than $1.2 trillion, or more than the annual amount of U.S. exports of

% Prepared by (name redacted), Foreig n Affairs, Defense, and Trade Division.
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goodsand services. The dataalso indicate that 90% of the global foreign exchange
turnover isin U.S. dollars.

Inthe U.S. foreign exchange market, the value of the dollar isfollowed closely
by multinationa firms, international banks, and investors who are attempting to
offset some of theinherent risksinvolved with foreign exchangetrading. On adaily
basis, turnover in the U.S. foreign exchange market?® averages $254 billion; similar
transactions in the U.S. foreign exchange derivative markets® averages $135
billion.* Foreigners also buy and sell U.S. corporate bonds and stocks and U.S.
Treasury securities.

A comprehensive set of data on capital flows, represented by purchases and
salesof U.S. government securitiesand U.S. and foreign corporate stocks and bonds,
into and out of the United States is collected by the Treasury Department on a
monthly basis. These dataindicate that during September 2001, capital flows out of
U.S. capital markets were dlightly higher than normal. These capital flowswerein
the form of a statistically significant® decline in foreigners net purchases of U.S.
government and corporate bonds and an increase in Americans' net purchases of
foreign stocksand bonds. While 9/11 likely wasafactor in the shift of some of these
capital flows,* it isimpossible from the data alone to separate out the effects of the
attacks from other events that might have caused investors to pare back their
accumulation of some dollar-denominated securities. In addition, foreign capital
flows around the world generally fell in terms of volumein 2001.** The attacks of
September 11 added to existing concerns about the course of the economy over the
next year. Following the attacks:

e Currency traders quickly forged a voluntary “gentleman’s
agreement” not to profit from the event, which helped stabilize the
value of the dollar, measured against a broad range of currencies.

2 Central Bank Survey of Foreign Exchange and Derivatives Market Activity in April 2001;
Preliminary Global Data. Bank for International Settlement, October 2001. p. 2-4. A copy
of the report is available at: [http://www.bis.org/press/p011009.pdf]

% Defined asforeign exchange transactionsin the spot and forward exchange markets and
foreign exchange swaps.

% Defined as transactions in foreign reserve accounts, interest rate Swaps, Cross currency
interest rate swaps, and foreign exchange and interest rate options.

% The Foreign Exchange and Interest Rate Derivatives Markets Survey: Turnover in the
United Sates. The Federal Reserve Bank of New York, April, 2001. p. 1. A copy of the
report is available at: [http://www.newyorkfed.org/pihome/triennial /fx_survey.pdf]

3 These results were derived at the 95% confidence level for monthly data from January
2000 through September 2001.

% Phillips, Michael M., Michael R. Sesit, and Silvia Ascarelli, Foreign Investors, Jittery
Over Holdings, Begin Pulling Some Funds From the U.S. The Wall Sreet Journal,
September 26, 2001. p. B 14.

% Global Financial Stability Report: Market Developments and Issues, September 2002.
International Monetary Fund, Washington, DC, 2002, pp. 20-27.
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By September 14, however, the agreement had faltered as currency
speculators began driving down the value of the dollar.®

e The Federal Reserve, concerned about the prospects of a panic in
international financial markets, coordinated actions among central
bankers and financial ministers around the globe to ensure the
smooth operation of the international financial markets. These
actionsincluded aninfusion of liquidity by the Federal Reserve and
the European Central Bank and coordinated intervention in the
foreign exchange markets on at |east two occasions by the Federal
Reserve, the European Central Bank, and the Bank of Japan to
support the value of the dollar.® Federa Reserve officials also
signaled to U.S. banks that they would suspend temporarily some
U.S. bank regulations in order to provide U.S. credit markets with
needed liquidity, adding to other efforts to stem market uncertainty
concerning liquidity and settlement problems associated with the
Bank of New York.*® Two weeks after the attacks, the dollar had
declined 3% against the euro and 3.6% against theyen asforeigners
demands both for dollars and for some U.S. financial assets waned.

e The Bank of Japan intervened in foreign currency markets on five
instances between September 11 and September 27 by buying
dollars to stop therise in the value of the yen. These efforts were
undermined partially by Japanese firms that were repatriating some
U.S. holdings to shore up their cash balances to meet financial
reporting deadlines on September 30.%

e The Federa Reserve lowered key interest rates by one half a
percentage point on September 17 and on October 2: the one-point
drop in rates left the federal funds rate at 2.5 % and the bank
discount rate at 2.0%, the lowest those rates had been since 1962.
The drop in rates on September 17 was followed by other central

% Downey, Jennifer, and Grainne McCarthy, Dollar Movement Is Limited on Decision by
Traders Not to Overact to Attacks. The Wall Street Journal, September 13, 2001. p. C 2.

% |p, Gregg, G. Thomas Sims, and Paul Beckett, Fed Pumps Cash to Bank System to Help
Meet Spiking Demand. The Wall Street Journal, September 13, 2001. p. C-1.; Ip, Gregg,
and Paul Beckett, Fed Acts to Bolster Banks at Home and in Europe. The Wall Street
Journal, September 14, 2001. p. A 2.; Hardy, John, Dollar Rises on More Central Bank
Intervention. The Wall Street Journal, September 28, 2001. p. C 13; Ip, Greg, and Jim
VandeHei, Economic Front: How Policy Makers Regrouped to Defend the Financial
System. The Wall Street Journal, September 18, 2001. p. A 1; Cool Heads at the Central
Banks. Financial Times, October 1, 2001. p. 2.

% Raghavan, Anita, Susan Pulliam, and Jeff Opdgke, Team Effort: Banks and Regulators
Drew Together to Calm Markets After Attack. The Wall Street Journal, October 18, 2001.
p. Al

37 Zaun, Todd, Japan Steps in Again to Damp Yen, Ease Lot of its Exporters. The Wall
Sreet Journal, September 26, 2001. p. A 10; Hardy, John, Dollar Rises on More Central
Bank Intervention. The Wall Street Journal, September 28, 2001. p. C 13.
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banks, including the European Central Bank, the Bank of Canada,
and the Swedish central bank.*® The Swiss central bank lowered its
interest rates to stop the Swiss franc, which had been targeted by
someinvestorsfleeing from dollars, from appreciating further. The
following day, the Bank of England cut interest rates by one-quarter
of a percentage point. At the European Central Bank’ s bi-monthly
meeting on September 27, the Bank decided to keep itsinterest rates
unchanged at 3.75%. A similar action by the Bank on October 25
sparked a large sdll-off of corporate stocks in Europe and
strengthened foreign demand for dollar-denominated assets.®

Panic selling of dollar-denominated assets did not occur, as some had feared,
following 9/11 attacks. In many respects currency and financial markets remained
more steady than many had expected and regained their pre-attack levels within
weeks. By mid-October, investors had discounted the effects of the attacks and had
turned firmly toward the dollar, which recovered its pre-9/11 rates against the yen
and the euro.® While some foreigners reduced their dollar asset holdings
immediately following the attacks due to concerns about the safety and profitability
of such investments* other investors showed continued interest in dollar-
denominated assets. Issues of high quality, investment grade corporate bonds and
auctions for Treasury securities after 9/11 went smoothly with strong sales pushing
up pricesof benchmark 10-year Treasury securities.* Initially, thisdemand stemmed
from expectationsthat the Federal Reservewouldlower key benchmark interest rates
by another one-half percentage point on October 2. The price of abondisinversely
related totheinterest rate, so loweringinterest ratesrai sesthe price, making the bond
more valuable. On October 4, the Treasury Department took the unprecedented
move of holding an unscheduled auction of 10-year Treasury bonds to avert a
breakdown in one part of the financial markets that had been disrupted by the
terrorist attacks from spilling over to other markets.”®

Thelack of action by the European Central Bank in lowering key interest rates
and poor economic performance of other economies further strengthened foreign
demand for dollar-denominated assets. |n addition, the events of 9/11demonstrated
that intimesof crisis, investorsstill seemto prefer the U.S. dollar-denominated bond
market to its euro counterpart. During the three weeks following the attacks, not a

% Sesit, Michael, and Michael Williams, Europe, Canada Reduce Rates After Fed’s Cut;
Japan Sells Yen. The Wall Street Journal, September 18, 2001. p. A 14.
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single corporation sold abond in euros, while issues of corporate bondsin the U.S.
market fell only athird below its average. A report by the European Commission
states that the shift toward dollar-denominated assetsin times of crisis reflects “the
relative strength and resilience of the U.S. dollar as afinancing currency in volatile
market conditions.”*

Options and Implications for U.S. Policy

The September 11 attacks dealt a major challenge to the U.S. economy and to
policymakers around the world. Financial and foreign exchange market activities
were dightly out of the norm the first few weeks following the attacks, but actions
by the Federal Reserve and by other central banks helped head off afinancial panic
and a loss of confidence by ensuring that the financial system was supplied with
liquidity through coordinated actions. Central bank coordination in times of crises
is not uncommon, but the speed with which the coordination was reached and the
aggressiveness of the banksto stem any loss of confidenceinthefinancial systemare
unusual. Thehighlevel of coordination among central bankslikely demonstratesthe
lessonsthey |earned and the techniquesthey devel oped by addressing other financial
crises over the last two decades. It likely also demonstrates the recognition that
national economies have become highly interconnected and that a shock to one
creates spillover effects onto other economies and markets.

The highly developed and broad-based nature of the U.S. financial system
proved that it could weather one of the worst blows in decades. Not even the
aggressive actions by the Federal Reserve, however, could anticipate or forestall all
of the potential repercussions. The Federal Reserve, for instance, performsanumber
of functions that, although not readily apparent to most market participants, are
essential to the smooth operating of the system by providing for thetimely settlement
of market transactionsand for sufficient financial resources, or liquidity. Disruptions
to this process can create additional, and potentially serious, problems in other
financial markets that are not apparent at first glance. The crisis also demonstrates
that the financial markets are highly efficient at processing information, a
phenomenon which aids in spreading both good and bad news quickly. Asaresult,
the markets absorbed the impact of 9/11 quickly and likely moved on in ashort time
to assess the economic effects of other economic events and other economic news.
This means that the overall course of the U.S. economy, rather than 9/11 likely
determined the flows of capital into and out of the United States through the
remainder of 2001.

Thefiscal stimulus provided to the economy by additional federal government
spending, combined with the measurestaken by the Federal Reserveto lower interest
rates, are the most important U.S. policy factors affecting the flows of capital into
and out of the United States. The Federal Reserve moved aggressively following the
terrorist attacks to reassure investors and to demonstrate the strength of the U.S.
economic system. Congressional actions to reinforce that approach appear to have
had a similar reassuring impact on foreign investors, currency traders, and the

4 Sims, G. Thomas, In Crisis, Bond Investors, Issuers Seem to Prefer to Deal in Dollars.
The Wall Street Journal, October 23, 2001. p. C 16.
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domestic economy. Such actionsincluded the $40 billion Emergency Supplemental
Appropriations for reconstruction and defense (P.L. 107-38, September 18, 2001),
and $15 billion to aid the airline industry.

Financial Markets®

The Setting

The destruction of the World Trade Center forced a suspension of financial
activity inlower Manhattan, theworld’ sleading financial center. Despitetheterrible
human losses, and the considerable damage to physical and electronic
infrastructures, al the major financial markets were back in operation by September
17. Some—notably the government bond market and the futures markets—continued
to face capacity constraints, but by September 24, normal hours and trading volumes
had resumed.

Financial Infrastructure. The electronic infrastructure that supports the
financial markets—computer systems that execute, process, and record billions of
transactionsdaily and telecommuni cations networksthat link investors, markets, and
financial institutions—suffered severe damage, but amassiverepair effort —organized
and carried out by private telecommunications and financial firms with little
government assistance — ensured that the markets and banking system were not
paralyzed. Most affected financial firms had backup data recording systems (partly
asaresult of Y 2K initiatives). Many firms had to improvise to provide office space
and electronic connectionsfor their workers, and were generally successful in doing
so. Inthe aftermath, private firmsworked to improvetheir emergency preparedness,
but changes tended to be incremental —for example, there was no mass movement
of financial firms and ingtitutions away from lower Manhattan.

Securities Markets. The attack halted all trading in stocks and bonds.
Trading in U.S. Treasury bonds-which are important benchmarks for interest
rates—resumed on September 13, with an abbreviated trading session ending at 2
p.m. Over the next week, volume in the Treasury market was well below normal
levels: several major government bond dealers were in the World Trade Center,
including Cantor Fitzgerald, the market leader. To help aleviate capacity problems,
the Securities and Exchange Commission (SEC) on September 19 amended itsrules
to allow bond traders five business days to process trades, rather than the usual two.
On September 20, normal trading hours resumed.

The stock exchanges reopened on September 17, after the longest suspension
of trading since the Great Depression. Amid fears of a market crash, the Federal
Reserve lowered the federal funds rate from 3.5% to 3.0% on the morning of the
reopening. The SEC suspended rulesthat restrict when firms can buy back their own
shares. Despite these regulatory actions to support the market, major U.S. stock
indices plunged on that day. The Dow Jones Industrial Average fell arecord 685
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points, or 7%, whiletheNASDAQ and S& P 500 indexesrecorded similar percentage
drops. (Measured in percentage terms, however, the Dow’ sfall was far short of the
record for the worst day, which was the 23% drop on October 19, 1987.)

Stock prices continued to fall during the rest of September, but returned nearly
to pre-attack levels by mid-October. Short-term volatility is not the same as panic;
SEC Chairman Harvey Pitt observed that investors appeared to be trading on
fundamental s-the prospects for the real economy—rather than on emotion.

Commercial Banking. The commercial banking system suffered some
disruptions, but there was no nationwide interruption of the flow of credit. Inthe
immediate aftermath, the processing of checks, credit cards, and other payments
slowed to aimost a halt upon the shutdown of air traffic, which carries much of the
paperwork for these currency substitutes. Delaysin the paymentssystem caused very
large balance sheet imbalances at several major banks, but quick regulatory action
preserved confidence in the banking system. The Federal Reserve declared that it
would provide liquidity for banks, while the Federal Deposit Insurance Corporation
reaffirmed that it would insurethe safety of their deposits. These agencies, with the
Office of the Comptroller of the Currency and the Office of Thrift Supervision, asked
banks to work with customers affected by the terrorism, not only in the affected
locations, but nationwide in light of electronic and physical (mail) disruptions to
flows of payments and receipts.

Banks borrowed extensively from the Federal Reserve' s lending facility (the
discount window) to carry uncleared payments. Although prominent banksareinthe
affected areas, nearly all these banks keep assets and liabilitiesin other |ocationsand
have back-up record keeping. Some foreign banks found their U.S. activities
suspended, but do not appear to have suffered large losses. Normal operations
resumed for much of commercial banking within aweek of the attack.

Conclusion. The Asian financia crisis of 1997-98 aerted regulators to the
global danger posed by sudden drops in the value of financial assets in particular
countries or regions, and the possibility that local disruptions could trigger a
worldwide financial meltdown. Y 2K preparations addressed the possibility of a
massive failure of the financial system’s electronic infrastructure. With the World
Trade Center attack, both these threats emerged simultaneously, but the resulting
disruptionswereless severeand prolonged than most observerswould have predicted
under such unimaginable conditions. The response to the attack demonstrated that
thefinancial sector’ sability to recover from catastropheisrobust, while government
agencies — notably the Federal Reserve — used their existing tools effectively to
prevent panicinthemarkets. Inthefinancial sphere, the private and public responses
to 9/11 do not suggest that either new regulatory powers or greater government
involvement in emergency planning are needed.
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Sectoral, Industry, and Geographical Effects

The Airline Industry*

The Setting. The airline industry continues to struggle in the wake of 9/11.
Although passengers are returning, the industry is still operating at well below its
historical levels. Thisisobviously affecting theindustry’ sprofitability. US Airways
hasfiled for Chapter 11 bankruptcy and United is suggesting that it may filethisfall.
Among magjor airlines, only Southwest was profitable in 2001, and Southwest was
the only major carrier still showing a profit halfway through 2002. Industry losses
were at record levels in 2001 and these losses are continuing into 2002. Thereis,
therefore, considerable concern that theairlineindustry aswe have known it over the
last few yearsislikely to go through a period of major structural change.

In September 2001, Congress and the Bush Administration moved swiftly to
provide the airline industry with federal financial support. The Air Transportation
Saf ety and System Stabilization Act (Stabilization Act)(P.L. 107-42) signed into law
on September 22, 2001, gave the airlines access to up to $15 billion in short-term
assistance. The first $5 billion provided direct aid to pay for industry losses
associated with the results of the World Trade Center and Pentagon attacks. Access
to the remaining $10 billion in the form of guaranteed loans is subject to stringent
requirements promulgated by the Office of Management and Budget. Thus far, of
this $10 billion, $545 million in loans has been approved and another $900 million
has received tentative approval.

Current Situation. A year after the attack, significant numbers of airline
employees remain laid-off or may yet be subject to layoffs. A few airlines have
started to recall employees and increase flights, but only minimally so far. As many
as 1,000 aircraft operated prior to 9/11 remain parked in the Arizona desert and are
in storage for at least the near future. The actions of the airlines are obviously
affecting related industries. Boeing and its subcontractors have laid-off significant
numbers of employees and production of new aircraft has been reduced. Airline
service providers, such as caterersand airports, aswell asthetravel industry, also are
experiencing revenue | osses.

According to the Air Transport Association (ATA), the airlines lost
approximately $1.4 billion in revenue during the four-day shutdown of the national
aviation system in the immediate aftermath of 9/11. Since service resumed, they
have continued to lose money as significant numbersof travelersavoid flying, opting
instead to use other means of transportation or to just stay home.

Theairlineindustry wasinfinancia troublebeforetheattacks. Most Wall Street
analystswere projecting an overal financia lossfor theindustry in the range of $1-
$2 billion for 2001. Industry losses for the full year were instead over $7 billion
(wereit not for the assistance provided by the Stabilization Act the losses could have
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been in therange of $11 billion). Although the magnitude of losses has eased aswe
go further into 2002, most major airlines remain unprofitable.

The Policy Response. Thefederal government does not typically provide
any financial assistance as a result of an airline accident. The events of 9/11,
however, were extraordinary. The coordinated actions of terrorists leading to the
destruction and loss of life on four aircraft, and widespread destruction and loss of
life on the ground, had no precedent in aviation history. These actions were clearly
beyond the scope of any policy consideration ever envisioned by the United States.
As a result, new thinking about the exposure of the airline industry, and other
industries, to terrorism was required, leading to the Stabilization Act.

As mentioned earlier, the Stabilization Act provides the airline industry with
several different forms of assistance. Most important among these was immediate
access to cash assistance. The Act provided $5 billion in direct aid to the airlines,
$500 million of which was reserved for cargo airlines. The funds were made
available onthebasisof each airline’ sshare of industry traffic measured by available
seat miles prior to September 11. Payments from this program could not exceed the
direct and incremental losses suffered by an airlinesince 9/11. Asof July 2002, $4.3
billion of these funds had been distributed to eligible airlines.

The Act aso provides the aforementioned $10 billion in guaranteed loans for
theindustry. Thisprogramisdesignedto providelonger term stability to theindustry
and make it more credit worthy in private markets. The distribution of these loans
iscontrolled by an “air transportation stabilization board” (ATSB) consisting of the
Secretariesof Transportation and Treasury, the Chairman of the Federal Reserve, and
the Comptroller General (nonvoting). Application and other operating procedures
for this program were in accordance with guidance provided by the Office of
Management and Budget. The Board appears to have considerable discretion as to
how funds from this program will be distributed. All loan applications for this
program were required by June 28, 2002.

Thirteen airlines applied for the loan program. At the time of thiswriting, one
airline, AmericaWest, has received $380 millionin loan funds. An additional loan
of $900 million for US Airways has been tentatively approved, pending the airlines
finalization of a business plan compatible with ATSB conditions, and with the
bankruptcy court. The loan applications of severa airlines including Vanguard,
Frontier Flying Service (thisisnot Frontier Airlines, which also applied for aloan),
National and Spirit have been denied by the ATSB. Vanguard partially asaresult of
this decision has filed for bankruptcy and ceased operating.

Another important element of the Stabilization Act was a provision extending
war risk insurance to the industry for 180 days, which has since been extended
several times. Most airlineswere about to lose their existing private market war risk
coverage, which would have forced them to stop flying. By stepping in, the federal
government essentially provided gap insurance, with the hopes that the regular
private insurance market will become available in the months ahead.

Lessons Learned. Therewasconsensusafter 9/11 that the industry needed
immediate help in the short term and that this could best be handled by direct
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assistance. Even with legidlation in place, the issue of how this aid is being
distributed remains an issue a year later. Thisis because of a clear desire amongst
policymakersto limit aid to alevel needed to stabilize theindustry, but not to pay for
losses incurred by the industry before September 11 which could mean subsidizing
some uncompetitive companies. Further, there is concern that the industry remain
competitive after its financial stabilization. This means that any aid distribution
scheme should ensurethat asufficient number of airlinessurvivethe current turmoil.

Airline industry financial results in the first and second quarter of 2002 have
been dismal, with afew notable exceptions (Southwest, Airtran, Jet Blue). TheUS
Airways bankruptcy filing in August 2002 and United Airlines announcement that
it might file for bankruptcy this fall are seen by many industry observers as only
precursors of additional future bad news. It now appears, that the events of
September 11 changed the airlineindustry in some fundamental waysthat arenot yet
fully understood. Businesstravel, themost profitablepart of theindustry’ s customer
base, seemsto begreatly reduced. Thereare numerousexplanationsfor this. Absent
sofar, however, isamarket based solution for theindustry’ slonger term profitability
issues.

Wehavelongsincelearned that thereisafineline between providing assistance
toanindustry andinterveninginitsbusinessactivities. Theairlineindustry wasonce
highly regulated. There are concerns that too much federal intervention could be a
start down the path to new forms of government regulation. Thiswould betrueif the
government were to involve itself in industry business practices. There is a real
concern that the loans being provided by the ATSB could distort the industry by
keeping otherwise incapable competitors in the marketplace for an extended period
of time. Inthe processit is quite possible that these airlines actions, e.g. fare sales,
will have negative implications for airlines that did not receive federal loans. The
question still to be answered, therefore, is whether the federal response to 9/11 will
contribute to a healthy competitive airline industry or whether it will instead
contribute to several additional years of industry financial turmoil.

The Insurance Industry*’

The insurance industry was profoundly affected by 9/11, because of both the
cost and the unanticipated nature of the event. The industry has long been able to
cope with natural disasters: along history of such disasters provides experience for
insurance companiesin setting rates. Thus, insurance rates and the reserves held by
compani es have been based on and provisions made for such disasters. Even natural
disasters can prove to be much larger than anticipated and strain the financial
resources of insurance companies. Hurricane Andrew in 1992, for example, resulted
in some $19 billion in claims, threatened the financial solvency of severa insurance
companies, and resulted in amajor increase in insurance rates in areas affected by
hurricanes. While this sum was large, it is dwarfed by the events of 9/11. Total
insured losses for life, property, and business interruption are not yet known with
precision, but current estimates are that payoutswill be at least $40 billion and could

“" Prepared by the Banking, Insurance, Securities and Macroeconomic Policy Section.
Government and Finance Division.
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be substantially higher. Moreover, thereisno historical precedent for these attacks,
leaving theindustry vul nerabl ein setting insurance premiumsand making provisions
for reservesthat would be needed to pay off claimsin the event of any future attacks.

Terrorism and the Industry. Terrorism on the scale of 9/11 raises amajor
issuefor theinsuranceindustry. Itisnot so muchwhether insurers havethefinancial
flexibility and capital strength to pay claims arising specifically from 9/11, but
whether there exist sufficient data, cost and risk models to underwrite and price
insurance against future attacks. Beyond some scale, terrorist attacks take on the
characteristics of war, an “uninsurable” risk because of its size, scope, and
unpredictability. The current unwillingness of the industry to provide unlimited
terrorism coverage has led some observersto suggest a possible need for someform
of federal backstop. Thus far, the industry has balked at providing the same,
undifferentiated coverage as was available prior to 9/11 because of the difficulty of
spreading the risk. The traditional method of spreading risk in the industry is for
primary insurers to be underwritten by reinsurance firms, but after 9/11 major
reinsurers announced that they would no longer cover acts of terrorism in their
reinsurance contracts with primary insurers. Reinsurance is generally written on a
one-year basis, and approximately 70% of commercial reinsurance policiesin effect
on 9/11 expired December 31, 2001. Without reinsurance, or facing stiff premiums
for reinsurance, primary insurers cut back on their coverage. The unavailability of
terrorism risk insurance could impede lenders in financing commercia property
acquisitions and new construction, with potentially adverse consequences for the
economy.

What began as a bleak picture of the industry’ s financia health brightened as
2002 progressed. An increase in reinsurance rates and an increased demand for
insurance in light of 9/11 have improved near-term earnings for the industry.
Reinsurers have raised approximately $30 billion in new capital since 9/11.
Moreover, the rise in reinsurance premiums could also cause primary insurance
companies to consider aternatives for spreading risk, including such innovative
capital market aternatives — developed following Hurricane Andrew — as
“catastrophe bonds,” which allow insurance risks to be spread over a much deeper
market of bond holders. Thiscould, of course, change dramatically werethe U.S. to
experience another round of costly terrorist attacks.

Thedirepictureal so painted for commercial propertiesand industriesthat could
not acquire terrorism insurance has brightened. While some primary coverage
insurers have dropped their terrorism coverage and others have increased premiums
considerably for commercia clients, and home and auto owners, not all of the
increases are due to terrorism risks, but rather to the normal market cycle that is
related, in part, to alternative investment earnings. For the most part banks have not
stopped financing projects for clients who lack terrorism insurance, but have
increased feesin areas or for projects where the risk of terrorism is thought to have
increased. Other lenders appear not to have tightened credit for the vast majority of
projects. Nevertheless, there are areas and certain high profile projects (e.g., trophy
properties, theme parks, key infrastructure, sportsstadiums, etc.) for whichterrorism
insurance apparently cannot be acquired at any price. Aswith thefinancial health of
the industry, should the United States experience additional costly terrorist attacks,
it might be impossible to acquire insurance against terrorism.



CRS-34

Faced with reinsurance renewals in January 2002 that excluded terrorism, and
withnofederal backstop for futurelosses, primary insurerspetitioned their respective
state regulators to exclude terrorism coverage from the policies they sold. Such
exclusion would allow the insurers to separately price and sell (or decline to sell)
insuranceridersspecifically for major terrorism attacks. Themost common approach
taken by theregulatorsexcludesterrorism asacovered event only if total lossesfrom
an event exceeded $25 million, if at least 50 personswerekilled or seriously injured,
or if the event involved nuclear, biological, or chemical materials. In addition,
multiple but related incidents occurring within a72-hour period are considered to be
asingleevent for purposesof theexclusion. Most states, the major exceptions being
New York and California, approved this exclusion. In making the decision to
excludeterrorism from regular coverage, state regulators had to balance theinterests
of businesses in need of insurance simply to operate, and primary insurers whose
solvency position could be jeopardized if forced to cover losses from futureterrorist
acts.

Financial Position of the Industry. Theinsured losses of 9/11 raise two
key issuesfor theindustry: solvency and liquidity. Thereisageneral consensusthat
the industry as a whole can absorb the ultimate costs of 9/11 (i.e., that it will not
reduce the industry as a whole to insolvency) and that is will not create liquidity
problems for the vast majority of insurers.

Solvency. TheU.S. insurance system at thistimeis strongly capitalized and
can fulfill its obligations without a threat to the stability of the overall system (this
also appearsto betrue of individual firmsinthe U.S. industry at thistime). In 2000,
the property and casualty industry had $318.7 billion in surplus. Most insurance
analystswould agreethat insured | ossesfrom acatastrophewoul d have to exceed $50
billion before they would challenge a substantial number of insurer’ claims-paying
ability. Nonetheless, terrorist attacks in the future on this scale could severely
compromise the solvency of the industry, even despite rising capital in 2002.

Liquidity. Insurershad $921 billion in total assetsin 2000. Of this amount,
some$48.4 hillion (5%) washeld in cash and short-term investmentsthat companies
could quickly liquidate to pay claims, while $769 billion consisted of long-term
bonds (63%) and stocks (19%). Despite a declining stock market, the heavy
weighting toward bonds — which have been increasing in value — provides some
assurance that any need to sell longer term assets to gain further liquidity would be
possible without realizing financial losses.

Remaining Issues. Historically, insurershaveawaysexcluded certain kinds
of risk from insurance coverage, either because not enough is known about the risk
to quantify it and priceit, or becausetherisk involves such scalethat noinsurer could
presume to charge enough to afford a payout. War is considered to be the classic
case of these problems occurring together. Terrorism, beyond some point in size or
repetition, would likewisebeconsidered an“ uninsurablerisk.” Thusthere havebeen
calls for the government to assist the industry: first, to cover arisk that the private
sector cannot; and second, to assist the economy — including the insurance industry.
A question related to the possibility of federal intervention to provide a terrorism
backstop or outright disaster assistance remains: at what point isterrorism no longer
an insurable risk?
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Agriculture and Food Sector *®

The Setting. Prior to the September 11 terrorist attacks, the farm economy
was beginning to recover from severa years of low prices and depressed exports.
Likeother partsof theU.S. economy, inthe daysfollowing the attackstheagriculture
sector experienced some initial shocks, but USDA and private sector agricultural
economists predicted that the adverse impacts from the immediate problems— such
as delays and losses in shipping perishable commodities by air, the halt of
commodities futures trading — would be largely transitory. In the longer term, the
global macroeconomic situation has greater influence on the financial health of the
farm sector. Farm income is highly dependent upon the value of farm exports
(domestic demand for agricultural productsisrelatively constant) and upon the cost
of inputs(e.g., fuel andfertilizer). Changing geopolitical developmentsthat followed
9/11 did inject a significant amount of uncertainty into any predictions about the
behavior of world markets and their effects on the U.S. farm sector’s longer term
financial health.

The anthrax attacks that followed upon the heels of the 9/11 events had a far
more dramatic and immediate effect, not upon the agriculture economy per se, but
upon the realization that U.S. farms and the food supply are highly vulnerable to
bioterrorism—intentional contamination by organismsor chemicalsinjuriousto crop,
animal, or human health. Virtually all of the actionson agricultural issuestaken after
9/11 focused on this aspect of the autumn 2001 crises.

Actions Undertaken and Policy Response. Congress did not directly
addresstheissue of protecting the farm sector economy from potential losses dueto
terrorism in its deliberation of the 2002 farm bill*°, which was halted briefly when
9/11 occurred. Nonethel ess, when bill debate resumed inthe Housein October 2001,
some supporters of the bill alluded to the need to protect the economic health of the
farm sector to ensure the security —in terms of abundance — of the U.S. food supply.
TheFarm Security and Rural Investment Act of 2002 (P.L. 107-171) providesseveral
kinds of income and price support protection to producers of the magor U.S.
commodity crops(wheat, feed grains, cotton, rice, soybeans, and minor oil seeds), and
also to peanut, dairy, and sugar producers. The Act also reauthorizes and expands
USDA programs to promote agricultural exports.

Shortly after 9/11, in the aftermath of the anthrax attacks, legidators
preeminent concern becamethe vulnerability to bioterrorism of agriculture’ snatural
resource base, the U.S. food supply, and agricultural research facilitiesand plant and
animal disease collections. Section 7221 of the 2002 farm act authorizes the
appropriation of such sums as necessary for: (1) a competitive grants program to
construct and upgrade the security of facilities conducting counterterrorism research

“8 Prepared by (name redacted), Resour ces, Science, and Industry Division.

9 A farmbill isacollection of new laws and amendmentsto longstanding laws, that setsthe
overall direction of federal food and farm policy for aspecified number of years. Farmbills
typically contain not only commodity price and income support provisions, but also
provisions on agricultural trade, conservation, and domestic food assistance, among many
other things.
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at public colleges and universities; and (2) research and Extension Service activities
to improve bioterrorism prevention, preparedness, and response.

Federal food safety regulatory agenciestook action immediately to improvethe
protection of the food supply. USDA’s Animal and Plant Health Inspection Service
(APHIS) increased the inspection staff at U.S. ports of entry by 350 and added 20
veterinariansto imported and domesti ¢ disease surveillance and control programs.®
APHIS also stepped up the agency’ ssmuggling interdiction activitiesand made $1.5
million in grants available to states specifically to help them plan their response to
potential foreign animal disease outbreaks. The Department’s meat and poultry
inspection agency, the Food Saf ety and Inspection Service (FSIS) placedtheagency’s
7,600inspectorson high alert tolook for ante-mortem and post-mortemirregul arities
inmeat animalsand poultry, conducted mock exercisestoimproveresponsetimeand
communication in emergency Situations, and worked with slaughtering and
processing firms to improve the security of both the physical plant and the
workforce.®® USDA'’sin-house research agency, the Agricultural Research Service
(ARS) took stepsto increase biosecurity systems at its 104 |aboratories nationwide,
particularly the Plum Island Foreign Animal Disease Diagnostics Lab (Greenport,
NY), and the National Veterinary Services Lab in Ames, lowa. ARS and APHIS
operate these labs jointly.

The Department of Health and Human Services (DHHS) Food and Drug
Administration (FDA) began to hire 400 additional employees for inspecting
imported foods; 151 laboratory analysts, 84 compliance officers; and 38 risk
assessors to improve FDA's speed and efficiency in responding to possible
bioterrorism threats.

In January 2002, President Bushsigned abill (P.L. 107-117) that madeavailable
the second half ($20 billion) of the emergency defensefunding appropriated after the
September 11 attacks (P.L. 107-38). P.L. 107-117 provided atotal of $328 million
to USDA for antiterrorism efforts, of which $113 million went to ARS for research;
$119.1 million to APHIS for strengthening border control; $15 million to FSIS for
making the meat and poultry supply more secure; $81 million to the Office of the
Secretary for upgrading facility and operational security of USDA facilities, and
$151.1 million to FDA for a wide range of counter-terrorism activities related to
food. Subsequently, the President signed an FY 2002 emergency supplemental
appropriation (P.L. 107-206, enacted in August 2002), which contains an additional
$25 million for upgrading the APHIS/ARS animal disease lab in Ames, lowa

0 APHIS is charged with protecting U.S. agriculture against accidental introductions of
plant pests and animal diseases through inspection of craft, cargo, and passengers at U.S.
ports of entry. APHIS also is responsible for establishing quarantines, controlling the
interstate commerce of regulated articles, and directing and coordinating eradication efforts
with state and federal agenciesinside areas of quarantine.

L FSIS is responsible for ensuring the safety of meat and poultry products, provides
continuous inspection at meat and poultry slaughtering operations, makes daily visits to
processing firms to verify the performance of their plant and on-line sanitation processes,
and makesvisitsto foreign countriesto assurethat their inspection systemsare at | east equal
to ours before they are permitted to export meat and poultry to the United States.
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Separately, the recently enacted Public Health Security and Bioterrorism
Response Act of 2002 (P.L. 107-188, enacted in June 2002) provides FY 2002
authority for the supplemental appropriationsto USDA made in P.L. 107-206, and
authority for appropriation of such sumsasarenecessary in FY 2003 through FY 2006
for food safety and protection activities (among many other provisions). P.L. 107-
188 specifies that appropriations in the out-years are for the Secretary to useto: (1)
support ARS, APHIS, Forest Service, and federal-state cooperative research on
bioterrorism prevention, preparedness, and response; (2) strengthen coordinationwith
U.S. intelligence agencies; and (3) develop an early warning surveillance system for
agricultural bioterrorism. The Act also makesanumber of major changesin FDA’s
regul atory authority over food, particularly imports. (For more information on food
safety and protection, see CRS Issue Brief 10099, Food Safety and Protection | ssues
in the 107" Congress, and Issue Brief 10082, Meat and Poultry Inspection Issues.)

The House bill that currently reflects the President’s decision to create a
Department of Homeland Security (H.R. 5005) would transfer the APHIS border
inspection function and employees to the new department’s Office of Border and
Transportation Security. The bill also would put the Plum Island Foreign Animal
Disease Diagnostics Laboratory in the new department. The Senate proposal, S.
2452, differs from the House bill in that it would transfer al of APHIS s Pest and
Disease Exclusion program area (which includes other activities beside border
inspection), but not the Plum Island lab. (For more information on APHIS and
Homeland Security Department issues, see CRS Report RL31466, Homeland
Security Department: U.S Department of Agriculture Issues.) H.R. 5005 and S.
2452 do not contain any other food safety related provisions, but Homeland Security
Director Tom Ridge testified in March 2002 that the Administration is considering
reorganizing or consolidating all federal agencieshaving food safety responsibilities
(about 12 in al) in order to improve not only food safety, but food protection in the
post-9/11 era.

Looking Ahead. The main lesson learned from the events of autumn 2001
was that the financial health of the agricultural sector, the income of the Nation’s
farmers, and the safety and availability of food are dependent upon the proper
functioning of an enormous number of separate entities or factors — the crop and
livestock sectors; the transportation system; the food manufacturing industry; the
food safety regulatory agencies; and global trade, politics, and economics, just to
name a few. Disruption of any one of these by terrorism could have serious
consequences. The most frequently cited example is the foot-and-mouth disease
outbreak in England, which inflicted economic damage on the tourism industry and
agricultural trade, as well as on the entire farm sector.

Despitethe stepstaken by thefood safety and agriculture related agenciesinthe
immediate aftermath of the 2001 attacks, the prevailing opinion among those most
involved isthat much remainsto be done. Thetask of protecting thousands of open-
air, biological enterprises, like cattle feedlots, or putting inspectors at all the points
where, for example, foot-and-mouth disease organisms could be brought into the
country, is daunting, and 100% effectiveness is impossible. Therefore, many
policymakers view preparedness and response as the best place to focus
improvements and funding.
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Thisfocus, however, rekindles debates that have been going on for years, if not
decades. Some food safety analysts and policymakers have long argued that: (1) the
highly disparate inspection approaches of the two major regulatory agencies, FDA
and FSIS, should be made more consistent; (2) funding for inspection should be
allocated on thebasis of analyses of risk to human health from various pathogens; (3)
the responsibility for food safety at |east should be vested in one federa office that
can coordinate the programs of the 12 agencies that now hold pieces of this
responsibility; and (4) asingle food safety office should administer aunified budget
for all the agencies and programs involved. Going a step further, the Genera
Accounting Office (GAO) has long argued that the food safety agencies should be
consolidated and their statutes rewritten to address current problems (e.g., invisible
microscopic pathogens rather than obvious physical defectsin foods) and emerging
technologies to control them (e.g., rapid diagnostic tests, irradiation). Several
Members of Congress sharethisview. Industry representatives have argued that the
statutes should be changed before any physical consolidation is considered.

Theseargumentsessentially focus on one approach to better communication and
coordination among the many food safety related agencies. After 9/11, when both
the government and U.S. public were looking for ways to make immediate
improvementsin food protection aswell as safety, severa policymakers maintained
that poor communication, not organizational structure, was the biggest obstacle to
better coordination. They held that a shared information database and tracking
system, particularly between FDA, FSIS, APHIS, and the U.S. Customs Service,
could vastly improve the agencies abilities to track and deter problems in both
domestically produced and imported foods. Congress provided authority for the
beginnings of such a system in the recently enacted bioterrorism act (P.L. 107-188).
If the Administration proceeds with its stated intention to address food safety and
protection issues in regard to homeland security, reaching a consensus could be a
lengthy process.

Small Business®

The Setting. The9/11 attacksdislocated, disrupted or destroyed nearly 18,000
businesses—the vast mgjority being small businesses—in and around New Y ork
City’ sWorld Trade Center (WTC) complex.> Economic disruption quickly spread
to countless firms across the United States. In the aftermath of the attacks, the U.S.
Small Business Administration (SBA) continuesto help small firms by means of an
assortment of long-standing loan and managerial assistance programs.

%2 See Food Safety and Security: Fundamental Changes Needed to Ensure Safe Food. GAO
Report GOA-02-47T. October 2001.

%3 Prepared by Bruce Mulock, Government and Finance Division.

* “World Trade Center Disaster: Final Action Plan for New Y ork Business Recovery and
Economic Revitalization.” Empire State Development in cooperation with New Y ork City
Economic Development Corporation. January 30, 2002, p. 2. (Hereafter cited asthe New
York State Action Plan). [www.empire.state.ny.us/wtc/grant/ActionPlan/actionplan.pdf],
visited May 1, 2002.
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Although researchers are paying increased attention to the long-term effects of
disasters and the factors that affect the ability of a community to recover, there has
been little systematic research on recovery processes and outcomes. In particular,
“the processes and outcomes associated with the recovery of private businesses have
almost never been addressedinthedisaster recovery literature.”*> Despitethe paucity
of research and analysis concerning the effects of disasters on small businesses,
several key findings emerge:®

e Compared to large firms, small ones seem to be particularly
vulnerable to disaster impacts and losses. Small businessestend to
have inadequate cash reserves, are less able to raise capital, and
generally are unprepared to cope with disasters and their effects.

e Small firms forced to temporarily close typically face immediate
cash flow problems and, thus, need to resume quickly operationsin
order to remain viable. The longer it takes business enterprises to
recover, the larger the impact on the revenue-generating power of
local governments because local jurisdictions depend on sales and
property taxes. Prolonged businessdisruptionshavethe potential for
jeopardizing community-financed servicessuch aspublicworksand
economic development initiatives.

Actions Undertaken. Following the terrorist attacks on the World Trade
Center the SBA dispatched employees from its headquarters and regional officesto
augment its staff in New York City. Experienced SBA loan officers were made
availablein Disaster Recovery Centerslocated throughout the disaster areato assist
business owners and individuals.’

The SBA hasworked in partnership with the Federal Emergency Management
Agency (FEMA), the American Red Cross, and other federal, stateand |ocal agencies
in support of the New York City Mayor’'s Office of Emergency Management
(NY OEM) to assist theresidentsof New Y ork City who were stricken by theterrorist
attacks.

The agency offers both Physical Disaster Loans to repair or replace disaster-
damaged property and Economic Injury Disaster Loans (EIDL) to cover operating
expenses businessescould have afforded to pay if the disaster had not occurred. SBA
physical disaster assistanceisnot limited to small firms; theagency makessuchloans
to businesses of all sizes, nonprofit organizations, homeowners, and renters.

5 James M. Dahlhamer and K athleen J. Tierney, “Winnersand L osers; Predicting Business
Disaster Recovery Outcomes Following the Northridge
Earthquake.” [ http://www.udel .edu/DRC/preliminary/243.pdf], visited April 29, 2002.

% 1bid.

" Testimony of Hector Barreto, Administrator of the U.S. Small Business Administration,
before the House Small Business Committee, December 4, 2001.
[http://www.house.gov/smbiz/hearings/107th/2001/011206b/barreto.html], visited June 11,
2002.
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As of September 30, 2002, the SBA had approved 5,254 loans in connection
with the attacks on the World Trade Center, for atotal of $435 million (average size
loan: approximately $82,900). In Virginia, SBA had approved 132 loans, including
those for businesses at Ronald Reagan National Airport, for $16.6 million in
connection with the attack on the Pentagon (average size loan: approximately
$125,800).

The federal government has also provided financial assistance to small
businesses in and around the WTC in the form of Community Development Block
Grant (CDBG) funds. Aspart of the $40 billion emergency appropriation (P.L. 107-
38) passed by Congressand signed by the President in September 2001, $700 million
in special CDBG fundswere provided to the state of New Y ork for use by the Lower
Manhattan Devel opment Corporation. OnJanuary 10, 2002, the President signed the
FY 2002 Defense Appropriations bill which included an additional $2 billion in
special CDBG funds™® for New Y ork City’ s economic recovery (part of roughly $20
billion appropriated pursuant to the attacks on the WTC).*

In addition to the Physical Disaster and EIDL programs, the agency also
administers a Military Reservists EIDL program. The purpose of the MREIDL
program is to provide funds to eligible small businesses to meet the ordinary and
necessary operating expenses they could have met, but are unable to meet because
of essential employees being “called up” to active duty as military reservists.

SBA officials administratively widened access for Economic Injury Disaster
Loans effective October 22, 2001. Previously, only businesses |ocated in declared
disaster areasweredligiblefor the EIDL program. Under the new regulations, EIDL
assi stance has been made avail able nationwideto eligible small businessesthat have
suffered substantial economicinjury asadirect result of the September 11th attacks
or afederal actiontakeninresponseto theattacks. EIDLsprovideeligiblefirmswith
the working capital needed to pay ordinary and necessary operating expenses that
they would have been able to pay had the disaster not occurred. Nationwide, SBA
had approved 4,495 Expanded Economic Injury Disaster Loans for $505 million
(average size loan: approximately $112,347).%

8 CDBG funds are generally used to help build low-income housing. P.L. 107-38 allowed
HUD to waive certain requirements, or promulgate alternative requirements. U.S. Dept. of
Housing and Urban Development, “ Statutory and Regulatory WaiversGrantedto New Y ork
State for Recovery fromthe September 11, 2001 Terrorists Attacks,” Federal Register, vol.
67, no. 18, Jan. 28, 2002, p. 4164.

% Details on how the $2.7 billion in total CDBG funds are being allocated, including
funding for small businesses, is available in a letter to New York City Council Member
Helen Sears from the City of New York, Independent Budget Office
[http://www.ibo.nyc.ny.us/iboreports/ CDBGL etter.pdf], visited May 1, 2002.

& By way of comparison, in response to California’ s Northridge earthquake in 1994, SBA
made 51,688 |oans to homeowners and renters totaling $1.167 billion, and 13,328 loans to
businesses totaling $6.545 billion. And, specifically in terms of loans made in response to
terrorism, SBA made 172 loansfor $10.4 million for the Oklahoma City bombing, and nine
loans for $512,400 for the World Trade Center bombing in 1993. The latter are the only

(continued...)
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Nevertheless, despite the efforts of SBA staff and other federa officials, some
argue that small businesses—especially those directly affected by the attack on the
World Trade Center— have received little or no financial aid.**

Genera complaints about federal financial assistance for small businesses
reportedly include:

e Insufficient federal financial assistanceto fully satisfy the damages
that occurred.

e Toalargedegree, those who needed grants and | oans the most have
received the least.

e Delays by agencies have intensified the bitterness many small
businesses fed toward the government. With every additional
month they are forced to wait for help, more face the prospect of
closingdown permanently. Of thesemany mall-businessownersare
angry not only about the amount of aid they have received but aso
about what they view asthe government’ salmost Orwellian logic of
determining how the money will be distributed.

e The continual questioning of their motives by those who sit on the
other side of the desk, processing their claims and applications.

Complaints specifically in connection with the Small Business Administration
include:

e TheSBA'’srequirementfor collateral, usually ahome, hasn’t worked
well in New York City, where relatively few business people own
their homes. For those who do, they are faced with the difficult
decision of whether to put them at risk.

e The SBA requirement sti pul ating that any money abusinessreceives
from its insurance company or as a grant must be turned over
immediately the agency to pay down the loan precludes companies
assembling asurvival package from multiple sources.

e “The SBA isn't geared up, in terms of their legislative mandate or
their way of life, to support thiskind of disaster,” according to Carl
Weisbrod, president of the Alliance for Downtown New York, a
business-advocacy group.

80 (...continued)
loans made by the agency in response to terrorism prior to 9/11.

¢ For one of the most comprehensive treatments of the inadequacy of the federal response
to New Y ork City’ ssmall businesses, see: Sarah Bartlett, “ Letter From Ground Zero,” Inc.
Magazine, September 2002, p. 58-62. Note: All of thefollowing bulleteditemsareincluded
in the article.



CRS-42

Looking to the Future. Congress haslong recognized the primacy of local
and stateresponsibility for disaster recovery assistanceto businesses; thefederal role
has consistently been viewed as supplemental.®> The potential for future attacks,
however, raises questions about the possibility of the federal government needing to
assume a far greater role. Presently, the SBA is generally regarded as the federal
agency primarily responsible for helping small businessesrecover from the physical
damage and economic injury associated with terrorist attacks.

Reports indicate that, to some degree, SBA demonstrated flexibility in
responding to 9/11. The agency exercised its administrative authority to expand
eigibility for Economic Injury Disaster Loans (EIDL) to small businesses
nationwide, not just in declared disaster areas.®® Nevertheless, despite the agency’s
half century of disaster assistance experience, the nature and magnitude of the
consequencesof possiblefutureterrorist attacks—including thoseinvol ving weapons
of massdestruction (WM D)—rai se questionsabout the sufficiency of the SBA’srole
and authority.

Scenariosof devastating attacksal so |ead to the broader question of what would
constituteacomprehensivefederal response. Should the economic development role
of the federal government be limited, as has been suggested, to rebuilding
infrastructure, or should it be interpreted far more broadly? In alargely free market
economy, would alarge-scale federal rolein assisting small businesses be necessary
for the economic revival of acity or areathat had suffered devastation from weapons
of mass destruction?
t64

New York City’s Budge

The Setting. Areasstruck by disastersor terrorist actstypically experience a
decline in economic activity immediately. The drop in economic activity |eads to
reduced tax revenuefor thelocal governmentsin the affected area. However, local
government obligations persist and may actually increase, particularly in the period
immediately following the attack. The unexpected loss of revenue coupled with the
increased financial burden of responding to aterrorist act or natural disaster often
leadslocal governmentsto request assi stance from both the state government and the
federal government. Based on estimates detailed below, New Y ork City experienced
adrop in gross city product (GCP) of approximately $19.4 billionin FY2002 and a
corresponding drop in tax revenue of just over $2 billion. The scope of the federal
government’s response to such economic strains on local governments, and in
particular New Y ork City after 9/11, is the issue addressed in this section.

62 U.S. Congress, House Committee on Transportation and Infrastructure, Subcommittee
on Water Resources and Environment, Federal Cost of Disaster Assistance, hearings, 105"
Cong., 2" sess., Mar. 26, 1998 (Washington: GPO, 1998), p. 86. Prepared statement of Judy
A. England-Joseph, Director, Housing and Community Development Issues, Resources,
Community, and Economic Development Division, United States General Accounting
Office.

& A fact sheet on SBA’ sexpanded EIDL programisavailableat: [ http://www.sba.gov/news/
currentOl/economicinjuryfactsheet.html], visited May 23, 2002.

% Prepared by (name redacted), Government and Finance Division.
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Local Economic Impact. According to estimates by the New Y ork City
Comptroller, the 4-year gross city product (GCP) loss from the 9/11 attacks “. . . is
$82.8-$94.8 hillion.” Of that total loss, $27.3 billionisfor thelast 3 months of 2001
andall of 2002. Inall likelihood, thelong-run economicimpact of theterrorist attack
on New York will be determined by the size and distribution of the government
subsidies intended to encourage development in the New Y ork metropolitan area.
The provisions offered by the federal government can be divided into two broad
categories, (1) financia aid to reimburse local expenditures on emergency response
and (2) economic redevelopment assistancefor rebuilding. Thefirst would alleviate
the short-run strain on the local government budget generated by the attacks and the
second is more focused on minimizing the long-run local economic effects.

Tax Revenue Loss. According to the estimates of a variety of budget
analysts, tax revenue in New Y ork City dropped considerably after 9/11. However,
the exact amount of the revenue lossis still uncertain. Soon after the attacks, in an
October 4, 2001 press release, The New York City Comptroller, William C.
Thompson, Jr., estimated that tax revenuesin FY 2002 would be“. . . $738 million
less than currently projected,” asaresult of the attacks.® Since that announcement,
there has been some debate over how much the revenue loss is directly attributable
to theterrorist act and that whichistheresult of the coincident declinein the national
economy.

Inaletter dated April 18, 2002, the Federal Reserve Bank of New Y ork seemed
to agree with the revenue loss estimates of the Comptroller, noting that the “New
York City Comptroller’sinitial estimate of the attack-related tax revenue losses to
thecity, onthe order of $600 millioninthefiscal year ending in June[2002], appears
reasonable; a similar amount is expected to be lost in the next fiscal year [2003].”

In aletter dated May 23, 2002, the Deputy Mayor for Economic Development
and Rebuilding, Daniel Doctoroff, provided an assessment of theimmediatefinancial
needs of New Y ork City. Theletter was sent to the Federal Emergency Management
Agency (FEMA) to outline the uses for the federal funds that had been appropriated
to FEMA. In the letter, the Deputy Mayor included tax revenue loss estimates
directly related to the terrorist attacks.®” The Deputy Mayor suggested that of the
available FEMA appropriation, $451 million should be used to reimbursethe city for

% New Y ork City Comptroller, “ Trade Center Attack Could Cost City Economy More Than
$100 Billion Over 2 Years: City Will Need Additional Federal Aid To Recover,” press
release, Oct. 4, 2001. The press release is available at the following website:
[http://comptroller.nyc.gov/press/2001_rel eases/print/01-10-064.shtm].

% From the document accompanying a letter from William J. McDonough, President,
Federal Reserve Bank of New York, letter to The Honorable Carolyn B. Maloney, New
York, April 18, 2002, p. 7.

" Daniel L. Doctoroff, Deputy Mayor for Economic Development and Rebuilding, letter
responding to a FEMA request for an outline of the “City’ s priorities for the use of FEMA
funds,” May 23, 2002. In the same letter, the Deputy Mayor provided a less detailed
estimate of the change in forecast revenue before and after the attack of $3.1 billion. The
estimate does not clearly disentangle the effects of the general slowdown in the economy
and the direct effects of the attacks.
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revenuelossesin FY 2002 and $199 million for FY2003. Reimbursement for the tax
revenue losses were identified by the Deputy Mayor as “New York City’s most
immediate need.”®®

InaJduly 26, 2002 responseto acongressional request, the GAO offered that the
New Y ork City budget office estimate of $1.6 billionin lost tax revenue in FY 2002
and $1.4 billionin FY 2003 “. . . appear to reasonably approximate the impact of the
terrorist attackson tax revenues.”® Inthesameletter, the GAO a so generally agreed
with the state budget office estimate of state tax revenue losses of $1.6 billion in
FY 2002 and $4.2 billion in FY 2003. It is unclear why these estimates of the tax
revenue |oss from the respective budget offices are significantly larger than earlier
estimates.

On September 4, 2002, the New York City Comptroller released a revised
estimate of thetax revenuelossin FY 2002 that could be attributed to (1) theterrorist
attacksand (2) the economic slowdown.” Thecomptroller estimatesthat in FY 2002,
New York City lost $2.015 billion of tax revenue because of the attacks and $519
million because of the economic slowdown. For FY 2003, the comptroller estimated
that the revenuelossresulting from 9/11 would be $928 million. In both fiscal years,
the lossin personal income tax revenue represents the largest contributor to the tax
revenueloss. Theestimatesfor FY 2002 seem to rely on the assumption that the city
wasrising out of recession in thefirst quarter of FY 2002 which began July 1, 2001,
before 9/11. Thus, by that assumption, most of the decline in tax revenue after 9/11
could be attributed to the terrorist attacks, not the recession.

Actions Undertaken. Thefollowing section providesabrief overview of the
federal response to 9/11. The focusis on the New Y ork City Government because
the two other local governments affected by the events of 9/11, Arlington County,
VA and Somerset County, PA, were not as severely affected asNew Y ork City. The
federal aid to New York City has principally come in three phases with additional
assistance possible. Generally, federa expenditures have been dedicated to
reimburse the New Y ork City government for response and clean-up expenditures
and to revitalize Lower Manhattan. In some cases, the economic redevel opment
expenditures by the federal government may substitute for what the City would have
been responsible for in the absence of the federal funds.

Phase 1, September 19, 2001 (P.L. 107-38): Emergency
Appropriations. Soon after the attack, Congress passed the Emergency
Supplemental Appropriations Act for Recovery from and Response to Terrorist
Attacks on the United States which appropriated $40 billion to be used for the

% Daniel Doctoroff, Deputy Mayor for Economic Development, letter to Brad Gair of
FEMA, Table 2: Revenue Losses Caused by 9/11, May 23, 2002, p.4.

 U.S. Genera Accounting Office, “Impact of Terrorist Attacks on Tax Revenues,” GAO
letter report, GAO-02-882R, (Washington: July 26, 2002), p. 2.

" William C. Thompson, Comptroller, City of New York, “One Year Later: The Fiscal
Impact of 9/11 on New Y ork City,” September 4, 2002.
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response.” The Act was broadly worded to give the executive branch flexibility to
addresstheimmediate needs of the areas attacked, particularly New Y ork City. The
New Y ork City Independent Budget Office (I1BO) estimated that approximately $11.2
billion of the $40 billion emergency supplemental was directed to New Y ork City
response and recovery efforts.

TheFederal Emergency Management Agency (FEMA) controlled $6.35billion,
which has been and is currently being alocated to individuals and families. The
emergency appropriation a so providesaid to busi nessesthrough Housing and Urban
Development’s (HUD) Community Development Block Grant (CDBG) program.
The CDBG program’s primary purpose is economic development through reduced
rateloans for economically distressed areas. FEMA has also paid for the cleanup of
the WTC sitewith apart of the $6.3 billion. The IBO estimated that $2.7 billion has
been appropriated for the CDBG program for New Y ork City.

The IBO aso identified severa other categories of appropriations for the
remaining $2.15 hillion of the $11.2 billion that was spent in New York City.
Included in this group is federal spending on: transportation ($390 million); repair
and relocation of federal offices ($265 million); aid to individuals ($259 million);
SBA loans ($150 million), assistance to hospitals ($140 million) and local counter-
terrorism activities ($81 million). Federal spending on transportation, public health,
and local counter-terrorism activities likely substituted for, or augmented, city and
state government expenditures.

Phase 2,March 9,2002 (P.L.107-147): Economic Stimulus Package.
Economic Stimulus Package Theterrorist attack coincided with ageneral slowdown
in the national economy. Some analysts argue that the terrorist attacks, along with
apparent corporate accounting misdeeds, exacerbated and already slowing economy.
Inresponseto the apparent slowing economy, Congress crafted an economic stimulus
package, the “Job Creation and Worker Assistance Act of 2002.” The Act was
intended to havethedual purpose of boosting the national economy and hel ping New
Y ork City recover and rebuild.

The specific provisionsfor New Y ork City arelisted bel ow along with the Joint
Committee on Taxation's (JCT) estimate of the federal revenue loss:

e An expansion of the Work Opportunity Tax Credit (WOTC) for
certain employersin New Y ork City ($631 million);

e A 30% bonus depreciation for property placed in service in the
Liberty Zone ($1.6 billion);

e Expanded authority for New Y ork City to issue up to $8 hillion of
tax-exempt private-activity bondsand to advancerefund outstanding
bonds ($2.2 billion);

" For more details on the legislation, see CRS Report RL31187, Combating Terrorism:
2001 Congressional Debate on Emergency Supplemental Allocations, by (nameredacted) and
(name redacted).
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e Andother businesstax provisionsdesigned to encouragenew capital
investment in New Y ork City ($950 million).

Unlike the appropriations in Phase 1, Phase 2 focuses more on the long-term
economic recovery of lower Manhattan. Geographically targeted incentives, like
those found in Phase 2, are often criticized by economists as shifting investment and
growth from one area to another without an overall improvement in the broader
national economy. While federal expenditures and lost federal tax revenue do not
create new growth and economic vitality nationwide, they may be effective toolsto
achieve other policy goals. Asfor the New Y ork City budget, the only relief may be
higher tax revenues generated in the future from the private investment in the City
induced by the federal incentives.

Phase 3, August 2, 2002 (P.L. 107-206): Supplemental
Appropriations. This supplemental appropriationisamix of aid for individuals
and businesses that were directly affected by the attacks and to the city and region
generally for repair of infrastructure damaged by the attacks. Specifically, the four
specific appropriations are (cost, citation):

e Funds from the federal Highway Trust Fund for any project on a
Federal-aid highway related to the New Y ork City terrorist attack,
most likely reconstruction of the West Side Highway ($167 million,
116 Stat. 882);

e Capital investments grants to Amtrak from the Federal Railroad
Administration to “replace, rebuild, or enhance the public
transportation systems serving the Borough of Manhattan, New Y ork
City, New York” ($1.8 billion, 116 Stat. 883);

e Additional funds for community development through the Lower
Manhattan Devel opment Corporation for “assistance for properties
and businesses (including the restoration of utility infrastructure)
damaged by, and for economic revitalization directly related to, the
terrorist attacks . . .” ($783 million, 116 Stat. 889); and

e Additional funds for FEMA to carry out the provisions of the
Stafford Act provided that FEM A “recognize those peoplewho were
either directly employed in the Borough of Manhattan or had at |east
75 percent of their wages coming from business conducted within
the Borough of Manhattan as eligible for [rent and mortgage
payment] assistance...” ($2.7 billion, 116 Stat. 894).

Thethird phase blendsassistancefor rebuilding critical City infrastructure, such
as roads and utilities, with grants and loans to individuals and businesses. The
infrastructure spending, it is hoped, will lay the foundation for future economic
growth. Theloansand grantsto businesses and individualsare designed to lurethem
back into Lower Manhattan or if still present, to remain. Theinfrastructure spending
financed by the federal government may have been financed from state and local
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revenuesif not for the federal contribution. Given thetight New Y ork City budget,
the loans and grants may not have been offered without federal assistance.

In addition, New Y ork City has received a commitment from FEMA and the
Federal Transit Administration (FTA) to alocate $4.55 hillion for a proposed
intermodal transit hub in Lower Manhattan. The source funding for the transit hub
is uncertain, though it is likely from a mix of existing appropriated federal funds.
FEMA’s commitment to the transit hub is unusual as noted in the agency’s press
release announcing the commitment:

Typicaly, FEMA’ sPublic Assistance programreimbursesdisaster-rel ated | osses
and damages on individual projects. Recognizing the interdependence of lower
Manhattan’ s bus, subway, rail, ferry and walkways, FEMA broadly interpreted
its guidelines to alow maximum flexibility to support lower Manhattan's
transportation needs as it recovers from the attack.”

Thus, the federal response has had two general themes, (1) to reimburse New
York City for emergency expenditures directly related to the attacks and (2) to
reinvigorate the New Y ork City economy with economic development incentives.
Inthefirst case, the federal government assiststhelocal government directly. Inthe
second, thelocal government ishel pedindirectly through federal fundsthat may have
otherwise been the responsibility of the state and local governments. Also, any
additional economic development spurred by federal expenditures may generate tax
revenuesinthefuturefor New Y ork City. Therehasnot been adirect federal transfer
dedicated to reimbursing New Y ork City for lost tax revenue.

Looking to the Future. In the future, should the federal government
replicate its response to major terrorist attacks in a manner similar to the 9/11
response? In conclusion to a February, 2002 testimony, Director of the New Y ork
City Independent Budget Office (IBO) Ronnie Lowenstein stated that: “Our disaster
relief needs are being met; the need now isfor economic recovery and rebuilding.”
Inthe sametestimony, IBO Director Lowenstein described the purpose of federal aid
“...asserving two broad purposes: First, for disaster relief and assistance, including
security and antiterrorism needs, and second, for economic recovery and rebuilding.

There has not been afederal program implemented to replace lost tax revenue.
Even though many of the federal assistance programs have clearly helped New Y ork
City meet fiscal obligations through expenditure reimbursement, the revenue
component of theNew Y ork City budget has not been addressed. Inapossiblefuture
disaster on the scale of 9/11, Congress may be called upon to consider revenue

2 Federal Emergency Management Agency, Press Release No.: FEMA-1391-DR-NY -PR-
137, FEMA and FTA Announce Aid to Revamp Transportation Network for Lower
Manhattan, August 12, 2002, available at:[http://www.fema.gov/diz01/d1391n137.shtm].

3 Testimony was before the Joint Hearing of the City Council Finance, Lower Manhattan
Redevel opment, and State and Federal Legislation Committees. The City of New York
Independent Budget Office, Director Ronnie Lowenstein, February 11, 2002, p. 5, available
at the following website, [http://www.ibo.nyc.ny.us/]. This may not represent the opinion
of all thosein or about ground ground zero that were affected by 9/11. For some dissenting
views, see the section above on small business.
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replacement as alegitimate response to the unavoidable fiscal strainsdisasters place
on local budgets.

The rebuilding of Lower Manhattan with the assistance of the federal
government indirectly hel psthe city budget through reconstructing the City’ slost tax
base. However, the federa revenue for New York City economic development
incentives come at the expense of other federal spending priorities. Thus, even
though New Y ork City will likely be better off with the additional federal spending
for economic development, other federal spending will have to be reduced, taxes
increased, or more debt issued. If policy makers believe the benefit of economic
development in New York City outweighs the costs, then the second purpose of
federal aid suggested by the IBO Director isjustified.

However, some have argued that rebuilding or replacing the lost office space
that resulted from the attacks may not be justified. Two Harvard economists have
stated the opinion that

The World Trade Center was a heavily subsidized project meant to prop up a
declining region. Assuch, the pricesin New Y ork after the bombing may very
well not justify reconstruction on alarge scale.”

They also question whether aid designed to spur development in lower Manhattanis
warranted stating that government subsidies for rebuilding the site, regardless of the
level government providing the subsidies, “....are unlikely to be an efficient use of
funds.” ™

Asof thiswriting, it is not clear whether all the office space lost in the attacks
will bereplaced. Severa designsto do so becamequitecontroversial when presented
to the public. Many critics argued for a plan with less commercia space than the
World Trade Center.

Layoffs and Unemployment Benefits™

The Setting. Theeventsof 9/11 immediately affected the U.S. [abor market.
The displacement of workers posed financia difficulties for job losers with little
other income, particularly if their jobless spells were lengthy. Increased
unemployment also meant less revenue for the federal government at a time of
unexpected spending needs (e.g., dueto military action in Afghanistan), and for state
governments, some of which were grappling with tight budgets.

The repercussions from 9/11 were overlaid on alabor market weakened by the
recession that began in March 2001, with the unemployment rate already above the
3.9% low reached during the 1990s economic expansion. During thefirst 8 months

" Edward L. Glaeser and Jesse M. Shapiro, “ Cities and Welfare: The Impact of Terrorism
on Urban Form,” Journal of Urban Economics, vol. 51, no. 2, March 2002, p. 214.

> Edward L. Glaeser and Jesse M. Shapiro, “Cities and Welfare: The Impact of Terrorism
on Urban Form,” Journal of Urban Economics, vol. 51, no. 2, March 2002, p. 214.

6 Prepared by (name redacted) and (name redacted), DomesSocial Policy Division.
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of 2001, companies had announced their intention to lay off a record high of more
than one million employees. The number of workers separated from payrolls as a
result of large-scale layoffs that actually occurred also climbed markedly in the
months leading up to September.”” However, theindustriesthat most often laid off
workers due to the recession (e.g., computer and other manufacturers as well as
telecommunications and other internet-related enterprises) were not those most
adversely affected by theterrorist attacks. Similarly, theimpact of the recession and
terrorist attack were concentrated in different geographic areas.

Employersreported that between September 15, 2001 and March 30, 2002 they
called 462 extended mass |ayoffs’™ that were directly or indirectly attributable to the
attacks.” Almost 130,000 employees lost their jobs in these actions, with 9 out of
10 let go within 2 months of the attacks.®® The air transportation industry laid off
38% of these employees, and the accommodations (hotel and motel) industry, 23%.
Although employersin 33 statescalled terrorist-rel ated layoffs, themajority of events
and worker displacement occurredinjust fivestates(i.e., California, Nevada, lllinois,
New York, and Texas).

Actions Undertaken. Thefederal-state Unemployment Compensation (UC)
program has been in place since 1935 to provide a financial cushion for jobless
workers. Historically, while the UC program has been supplemented from time to
time by other programsthat provide paymentsto those out of work, the precipitating
event for congressional action related to worker displacement typically has been a
broad-based recession. This once again proved to be the case.

Immediately after 9/11, Congress introduced legislation that would have
provided additional assistance only to those workers displaced from jobsin certain
industries as a result of the terrorist attacks and subsequent security measures.®
However, the recession focused congressional attention on legislation that would
temporarily extend benefitsfor all individualswho exhausted their 26-week limit of
regular UC benefits. The Temporary Extended Unemployment Compensation

" The Challenger Employment Report and the U.S. Bureau of Labor Statistics' (BLS) series
on extended masslayoffsasshownin CRSReport 30799. Cor porate Downsizing and Other
Mass Layoffs, by (name redacted).

8 BL S defines extended mass layoffs as separation actionsinvolving at least 50 employees
and lasting longer than 30 days.

" BLS data on extended mass layoffs attributable to the terrorist attacks as shown in CRS
Report 31250. Layoffs Due to the September 11, 2001 Terrorist Attacks and the Worker
Adjustment and Retraining Notification Act (WARN), by (name redactedNote: Given the
few, if any, additional separation actions and worker displacements after March 30, 2002
that resulted from the terrorist attacks, BL S has stopped publishing data separately on this
“non-natural disaster,” which was a reason for publishing extended mass layoff data that
was added due to September 11.

8 |_eft uncounted on any systematic basis are those employees who were furloughed afew
at atime or whose hours were cutback as a result of the terrorist attacks.

8 |nformation on these proposals can be found in CRS Report 95-742, Unemployment
Benefits: Legidative Issuesin the 107th Congress, by (name redacted).
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(TEUC) program was included in the Job Creation and Worker Assistance Act of
2002 (P.L. 107-147), which was enacted on March 9, 2002.% The TEUC program
provided up to 13 weeks of federally funded extended benefitsto eligibleworkersin
all stateswho had exhausted their regular UC benefits. P.L. 107-147 also provided
13 weeks of extended benefits beyond the initial 13-week extension for UC
exhausteesin “ high-unemployment” states(i.e., those with aninsured unemployment
rate (IUR) of at least 4%).%

For persons who are not eligible for regular UC benefits, there aready exists
Disaster Unemployment Assistance (DUA), which are payments to those whose
employment or self-employment is lost or interrupted as a direct result of a major
disaster. (Unauthorized aliensarenot eligiblefor benefitsunder UC or DUA). DUA
benefits are wholly federally financed through the Federal Emergency Management
Agency (FEMA). DOL regiona offices oversee the program, and it is administered
by the same state agency that administersthe UC program. The DUA weekly benefit
amount and duration are the same as under the UC program.®*

DUA benefits have been avail able to workerswho were unemployed asadirect
result of 9/11 in New York City and Northern Virginiaa. On March 20, 2002,
Congress passed a bill (H.R. 3986, P.L. 107-154) extending the duration of DUA
benefits from 26 to 39 weeks. This 13-week extension of DUA only applied to
workers unemployed as a result of 9/11. According to the Department of Labor,
3,210¢€ligibleindividualsinNew Y ork received DUA benefitstotaling $12,554,733,
and 541 eligibleindividualsin Virginiareceived DUA benefitstotaling $294,847, as
of August 2002.

Looking to the Future. Should another terrorist attack occur that disrupts
the employer-employee relationship, the Congress might turn once again to the UC
and DUA systems. Such factors as how widespread the problem isacrossindustries
or geographic areas, how many employees are affected, and how long the
employment disruption isexpected to last could affect whether policymakers seek to
modify the two programs and whether they believe additional measures are
necessary.

8 For more information on the TEUC program, see CRS Report RL31277, Temporary
Programs to Extend Unemployment Compensation, by Jennifer Lake.

8 The TEUC trigger of 4% IUR differs from the triggers used in the permanent Extended
Benefits (EB) program under which states trigger the EB program with 5% or 6% IUR , or
6.5% total unemployment rate. Another important difference in the two programsis that
TEUC is fully federally funded, while the EB program is half state and half federally
funded.

8 Further information on the program is available in CRS Report RS21023, Disaster
Unemployment Assistance (DUA).
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Public Finances of the United States: Patriot Bonds®

The Setting. After 9/11, policymakersin the United States were confronted
with the issue of financing unanticipated expenditures for recovery and terrorism
response activities® Because of apparent similarities with past extraordinary
expenditure needs, such as the military buildup for World War 11, several proposals
emerged for asimilar financing mechanism: war bonds. Aswith war bonds issued
in the 1940s, a new version of war bonds would be one of many debt instruments
available to the U.S. Treasury that could be used to finance deficit spending.

Actions Undertaken. Inresponseto theterrorist attack, several lawmakers
introduced legidation that would have authorized the Treasury to offer an updated
version of war bonds. Before any of the proposals could become law, the Treasury
recognized bipartisan congressional interest in creating anew version of war bonds
and responded by introducing “Patriot Bonds’ based on the existing Series EE
savings bond program. On December 11, 2001, the United States Treasury began
offering Patriot Bonds [http://www.publicdebt.treas.gov/sav/savpatriotbond.htm].
These bonds are Series EE Savings Bonds with “Patriot Bond” and a profile of
Thomas Jefferson featured on the saving certificate.

Brief History of Savings Bonds. OnMarch 1, 1935, thefirst savingsbonds
(Series A) wereissued to provide asavingsinstrument for small saversand to lower
interest costs to the Treasury by expanding the potential market for Treasury
securities. It was scheduled to expire in April, 1941, but President Roosevelt and
Congress agreed that month to extend the program and rename the current Series E
bonds “Defense Savings Bonds.” After the attack on Pearl Harbor in December,
1941, Defense Savings Bonds were renamed War Bonds. The Treasury sold $54
billion in war savings bonds from May, 1941 through December, 1945, a period
when defense expenditures totaled $261 billion.

SeriesEE bondswereintroduced in January, 1980. Whilethere have been some
changes over timein their interest rate formula, the current bonds pay interest at the
time of redemption at a rate based on 90% of the average yields on Treasury
securitiesmaturing in 5 years over the preceding 6-month period. Taxes owed may
be deferred until redemption or paid asinterest accrues. Proceeds from the sale of
war bonds, Series EE bonds, or Patriot Bonds have always been included in general
revenues, and not earmarked explicitly for adesignated category of expenditures.

Policy Analysis. Some proponents of Patriot Bonds claimed that the new
bondswould allow citizensto “invest” in recovery and terrorism response activities,
and perhaps allow the Treasury to issue debt at lower interest rates than would
otherwise be possible. Proponents suggested that the goal of the new bonds would
be*“...to develop away for patriotic Americans to contribute directly to the effort

& Prepared by (name redacted), Government and Finance Division.

% For more on the financial obligation of the U.S. government for past wars see: CRS
Report RS21013, Cost of Major U.S. Wars and Recent U.S. Overseas Military Operations,
by (name redacted) and Nina Maria Serafino.
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to rebuild the broken and to retaliate against . . . international terrorism.”®” Those
who thought Patriot Bondswere unnecessary arguethat new savingsbondswoul d not
likely produce any interest savings, would not be earmarked for defense spending,
and would not add anything that is not already available.

The debt and net fiscal position of thefederal government would beroughly the
same whether the debt for additional defense spending were Patriot Bonds or
Treasury bonds. However, mainstream macroeconomics suggests that debt finance
would stimulate aggregate demand in the short run and reduce economic growth in
thelong run by “crowding-out” private investment through higher interest ratesor a
larger international trade deficit. The mainstream analysis assumes private saving
would remain unchanged. An alternative option would be to finance these
unanticipated expenditures with higher taxes. This option would have anegligible
effect on the economy because greater government spending—and thus aggregate
demand—wouldlikely largely offset thecontractionary effectsthat higher taxeswould
have on private spending.

Looking to the Future. The policy question is: “In the future, should the
federa government introduce new saving instruments to finance unexpected
increases in defense expenditures?’ If the Patriot Bond designation induced more
U.S. savings bond purchases, then some may consider the program asuccess. If the
additional Patriot savings bond purchases came from existing planned saving and
substituted for other Treasury securities, the cost of issuing federal debt may have
actually decreased dlightly after the introduction of Patriot Bonds. In addition, if
Patriot Bond purchases were financed with lower private consumption, then the
bonds reduced the cost of issuing federal debt further because the savings rate
increased. A higher savingsrate, all elseequal, exertsdownward pressure on interest
rates.

As of thiswriting, it is difficult to evaluate the impact of the Patriot Bond on
savings rates, although, the Treasury does track the monthly sales of savings bonds.
In the 3 months after the terrorist acts in September 2001, Series EE savings bonds
sales fluctuated dramatically. In October of 2001, before the Patriot Bond
designation wasintroduced, sales of Series EE bonds spiked to $973 million, almost
three times the October 2000 sales level of $334 million. In November 2001, sales
dropped to $194 million only to rise to $489 million in December 2001, the month
Patriot Bonds were first available. For the first 6 months of 2002, monthly Peatriot
Bond salesaveraged $444 million. Total salesfor January through Junein 2002 were
higher than the same period in 2000 and 2001, though less than salesin 1999.

The terrorist acts, and other macroeconomic factors, likely caused the
fluctuations as many investors were initially uncertain about how the United States
economy would respond to the attacks. However, the introduction of the Patriot
Bond designation, though perhaps providing a sense of participation in the “war
effort” for those who purchased them, did not seem to have asignificant effect onthe
net fiscal position of the U.S. In addition, the relatively small volume of savings

8 Sen. Mitch McConnell, remarks in the Senate, Congressional Record, daily edition, vol.
147, September 19, 2001, p. S9485.
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bond debt relativeto total Treasury debt (asof March 2002, savingsbondscomprised
about 3.2% of total debt outstanding) weakens any effect the Patriot Bond program
could have had on federa interest costs and borrowing.

Conclusions

It isby no means possible to put together an exhaustivelist of conclusionsfrom
the discussion above. Thosethat follow are at best selective and tentative in nature,
asthe full implications of 9/11 have yet to be drawn.

Among the magjor conclusions is that 9/11 is more appropriately viewed as a
human tragedy than as an economic calamity. Notwithstanding their dire costs in
human life, the direct effects of the attacks were too small and too geographically
concentrated to make a significant dent in the nation’ s economic output. September
11 did not trip a fragile economy into recession. The economy was already in its
third consecutive quarter of contraction even though the data showing this were not
available until alater time. Moreover, the contraction in the U.S. was coincident
with the slowdown in economic growth of the major economies, the first time this
had occurred in 25 years. Thus, many of the factors associated with the world
slowdown, such as rising unemployment and falling confidence may have been
wrongly attributed to 9/11. In the final analysis it may be difficult to separate the
effects of the terrorist attacks from the then on-going recession. Individuals may
continue to assert that various economic events were caused by 9/11 when, in fact,
they were not.

Thereis, of course, the possibility that, but for the timely and decisive action by
the Federal Reservein concert with other major central banks, the effects of 9/11 on
both the U.S. and world economieswould have been quite different. Inthiscontext
it should not be overlooked that markets have powerful mechanisms and incentives
to overcome negative shocks. Thiswas typified by the action of individualsin the
financial sector torestoretheir institutionsto anormal state of function asquickly as
possible. For many observers this has re-validated the wisdom of having a central
bank capable of exercising alarge amount of discretion.

Although the attacks were unique in American history, several existing
government programs and agencies were successfully modified in a short time to
cope with the economic ramifications. Successfully modified programs or agencies
include FEMA, unemployment programs, monetary policy, and programs to help
small businesses, although not to thetotal satisfaction of the latter. Inthe case of the
financial industry, preparationsfor Y 2K left the industry well prepared to cope with
the loss of data and infrastructure in wholly unintended ways. Undoubtedly, much
was |learned by the affected agencies that will be useful if similar tragedies wereto
occur inthefuture. Fiscal policy also responded, but far more slowly than monetary
policy initiatives. In the case of the airlines, new legisation was quickly
implemented to cope with their special problem. A fiscal response to the threat
posed to the insurance industry by terrorism remainsin debate. There also remains
alargely state issue that has federa consequences in the face of terrorism. Many
states operate under balanced budget requirements. Expenditures to remediate the



CRS-54

adverse effects of terrorism as well as the destruction of a part of a state’ s tax base
can throw state budgets into deficit and inflict additional hardships on a state's
taxpayersaslegidaturescomply with constitutional requirementsto balance budgets.
As aresult of 9/11, the budget of the state of New Y ork was pushed into deficit
forcing some difficult choices on the legislature and, arguably, constraining the
ability of the state to address the specia needs of New Y ork City. This experience
may well lead to future congressional consideration of the appropriatefederal rolein
assisting states, regions, and cities adversely affected by terrorism.

In an important sense 9/11 does mark the end of an era, for it reveals that the
United States is vulnerable to attacks on its home soil. One of the major modes of
trangportation became a vehicle for attacking symbols of America. The attackers
were able to board these planes with weapons that were not then deemed to be
contraband. But the net effect has been devastating for the passenger airlineindustry
even with the government aid that has been forthcoming. It is now doubtful that the
industry will survivein its present state.

In addition to the airline industry, 9/11 had led to the recognition that the
nation’s food supply may be vulnerable to biological attack, our cities to bio-
terrorism, and that American ports could serve as entry points for weapons of mass
destruction. This vulnerability has had several effects. First, it has led to a
reallocation of national resourcestoward the production of greater security. Thiswill
temporarily affect the growth of productivity adversely, the major factor providing
the growth of per capitaincome. Second, it has and will likely continue to change
the business structure of the United States and, to some degree, the structure of other
economiesaswell over thelonger run. How Americans spend their leisuretime has
been changed by 9/11. Thismay betemporary or longer lasting. Thischange affects
their spending and with it the structure of the industry supplying goods and services
for leisure.

Third, the vulnerability of the U.S. to terrorism rai ses new guestions about risk
—and therole of government in protecting against risk —in acapitalist economy. The
risk posed by terrorism is unlike the risk faced by a typical business firm or
household. Unlike a natural disaster, the lack of historical examples makes future
risks largely unpredictable. Therefore, businesses cannot fully plan ahead to
safeguard against its effects. Unlike a natural disaster, it isarisk addressed by the
security that government provides for its citizens. When this security fails or is
breached, it can have devastating consequences for selected business firms,
geographical areas, and elementsin the population. 9/11 had asevere effect on New
York City, the airlines industry, and especially the insurance industry. While the
latter appearsto be able to withstand the claims due to 9/11, it isdoubtful if it could
withstand severa attacks with the consequences of 9/11. Traditionally, there has
been an understanding that certain risks, such aswar, could not be handled by market
mechanisms and required government involvement. The government is now trying
to determine the point when terrorism stops being an insurable risk and begins to
look morelikewar. At present, the situation isambiguous. Privateinsurersare still
willing to insure most firms and projects against terrorism, but some “trophy”
projects that make likely targets have not been able to acquire insurance. That is
apparently because insurers do not know how to price such risks and insureds may
prefer to “self insure” rather than pay very high premiums. This effect would be
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stronger if firms should think that the federal government is implicitly willing to
compensate them in the event of a catastrophe. In this context, the terrorism
insurance bills before Congress would seek to make explicit what isnow implicit by
defining the point past which the government would provide insurance because the
private market nolonger can. Intheabsenceof suchlegidlation, large or ostentatious
projects may continue to have difficulty getting coverage, and as aresult fewer such
projectsmay bebuilt inthefuture. Conversely, legidation couldincreasethe”moral
hazard” problem presentintheterrorisminsurance market: if thefederal government
stepsinto protect agai nst calamitouslosses, moretrophy projectsthat makeattractive
targets will be built. For safety reasons, it can be argued, government may have to
assume a role in pricing such that the cost to the private owners of building these
types of properties reflects the costs to society.
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