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Insuring Against Terrorism —and Crime

Saul Levmore” & KyleLogue ™

|. Introduction

The attacks of September 11" produced staggering losses of life and property.
They also brought forth substantial private insurance payouts, as well as federal relief
for the City of New York and for the families of individuals who perished on that
day. The losses suffered in and after the attacks, and the structure of the relief effort,
have raised questions about the availability of insurance against terrorism, the role of
government in providing for, subsidizing, or ensuring the presence of such insurance,
and the interaction between relief and the incentives for future precaution taking. In
response to such losses, and in anticipation of others, one might imagine a range of
government responses — from nonintervention, to subsidized private insurance, to
after-the-fact government payments of afixed or uncertain kind, and so forth.

It is our claim that the particular mix of responses the government has chosen
with respect to 9/11, including the September 11" Victims Compensation Fund and
the Terrorism Risk Insurance Act of 2002, will significantly affect private
expectations about the government’s response to future terrorist attacks. These
expectations will then have consequences for future private actions, ranging from the
types of insurance policies that will be written, to the variety of real estate
development that will take place (especially in the country’s largest cities), and to the
level of charitable contributions that will be made following any future terrorist
attack. The causal arrow can aso point in the opposite direction. Future political
actors may look to private responses to terrorism risk in deciding on the character or
degree of a government response.

One aim of this Article is to explore the relationships between promised or
expected government actions (or inactions) and private decisions regarding terrorism
risk. These issues lead to some novel ideas about the role of government in insuring
against terrorism -- and then against crime more generally. In Part I we begin with
some background on the response of the private insurance market and the federal
government to the losses resulting from September 11™.  Part 111 looks at the positive
question of how government and private actors should be expected to respond to the
losses of 9/11 and to the prospect of future such losses. It explores the interactions
among government relief and charitable responses to 9/11 as well as the existence or

" Dean & William B. Graham Professor of Law, University of Chicago Law School.

" Professor of Law, University of Michigan Law School. We are grateful for comments received
from colleagues at faculty workshops at the University of Michigan and University of Chicago,
and from Dean Bachus, John Duffy, Tim Mygatt, and Bryan Ray. Portions of the research for this
project were generously funded by the Cook and Elkes Funds at the University of Michigan Law
School and by the many friends of the University of Chicago Law School.
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absence of private insurance, and draws contrasts between terrorism disasters and
natural disasters, as well as between 9/11 and prior terror attacks. Part 11l aso
analyzes the circumstances in which episodic relief of the 9/11 variety will lead to (or
be replaced by) more permanent, routinized relief, as is available in some other
countries.

Part IV takes up the normative question of the optimal mix of government
and private relief (including insurance) for terrorismrelated losses. It provides a
skeptical view of government intervention in property insurance markets, quite
generally, and of the particular federal terrorism reinsurance regime that Congress
recently adopted. But Part V then broadens the inquiry by asking whether the
case for government-sponsored insurance against crime — which is to say a much
broader set of crimes than terrorism alone — is at least as sound as that for
terrorismrelated risks. Part VI concludes. Throughout, we refer to “insurance”
and government “relief” because specific programs and reactions have been in the
form of insurance market interventions and relief programs. But we often use
these expressions to refer to government payments, subsidies, and liability rules
more generaly. It is the larger questions we are after, and those concern the
government’s role in preventing losses and in compensating victims following
certain events.

[1. Insurance, Rdlief, and the Events of 9/11

The terrorist attacks of September 11th produced an enormous set of losses,
some insured through private markets and some not. Insured loss estimates range
from 30 to 100 billion dollars, and include property, liability, workers' compensation,
and life insurance claims.*  Much of the damage done on 9/11 to private property and
private economic interests was insured through policies sold by insurance companies,
though substantial damage was inflicted on the New York City subway system and
other infrastructure elements in lower Manhattan that were likely underinsured.? To
this we add the staggering loss of nearly 3,000 lives, some completely uninsured and
many underinsured by any plausible standards of measurement. The total loss dwarfs
that of any other single day disaster or insurable event in U.S. history, at least since

1 see, eg., Tillinghast-Towers Perrin, September 11, 2001: Implications for the Insurance

Industry, available at http://www.tillinghast.com/tillinghast/publications/reports (restricted page,
last visited Jan. 23, 2003); Robert P. Hartwig, The Long Shadow of September 11: Terrorism and
Its Impacts on Insurance and Reinsurance Markets, Insurance Information Institute, at
http://server.iii.org/yy_obj_data/binary/687221 1 O/septll.pdf (last visited April 17, 2003). The
largest source of variation in the estimates of insured losses appears to be the widely varying
assessments of the amount of tort liability that will ultimately arise out of the events of 9/11.

Tillinghast, supra at 4 (showing estimates of liability insurance coverage of between $5 and $20
billion). See also Edward Wyatt et al., After 9/11, Parcels of Money, and Dismay, N.Y. TIMES,
December 30, 2002, at Al (detailing the alocation $21.3 billion dollar of federal aid to various
programs).

2 Seeinfra notes8 & 9.
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the major battles of the great wars and the Galveston hurricane of 1900 in which
6,000 people perished; it rivals the losses experienced in the Kobe, Japan earthquake
of 1995.°

When thinking &out these issues, it makes sense to separate the loss of
property from that of life and limb, both because the present mix of private and
public insurance, and of relief quite generally, is different for property than it is
for persons and because there ae design implications based on differences in
moral hazard problems. There is aso a distinction between private and public
property. We consider these important differences below.

A. Lossesto Property

The bulk of private property losses suffered in the 9/11 attacks is expected to
be covered by private insurers. Some claims remain in dispute, of course, but by and
large the assets that were lost, including buildings, aircraft, and office contents, were
insured under conventional insurance policies that dd not (following conventional
practice) exclude losses from terrorism.* The federal government will provide some
relief for losses of uninsured private property, but this relief will primarily take the
form of subsidized loans and will, in any event, be small in comparison with the role
of private insurance.”

The picture is likely to be quite different with respect to bssesto public
property. The largest such losses associated with 9/11 in New Y ork City appear to be
the damage to the subway system in lower Manhattan.® The Metropolitan

3 Galveston County Daily News, The 1900 Storm, available at http://www.1900storm.com/ (last
visited Jan. 23, 2003); Richard L. Holman, New Estimates of Quake Damage, WALL STREET
JOURNAL, Feb. 6, 1995, available at 1995 WL 2109467 (estimating damage at approximately
$100 billion); See generally Tilllinghast-Towers Perrin, supra note 1, at 4.

*This conclusion assumes that the “war risk” exclusion will either not be invoked by insurersor, if
invoked, will be found by courts not to apply to the 9/11 attacks. Seeinfra note __.

® In general, after a “major disaster” has been declared by the President (which comes only after
state and local governments have responded and the Governor of the affected state has requested a
declaration from the President), individuals and businesses who have suffered uninsured property
losses or temporary job losses as a result of the disaster become eligible for loans from the Small
Business Administration (SBA) and, in some cases, modest grants administered by the Federal
Emergency Management Agency (FEMA). When homes have been damaged, |oans can be issued
for up to $200,000 and loans to replace damaged persona property can go up to $40,000.
Businesses can get loans up to $1.5 million to repair or replace damaged property. The loans may
carry subsidized rates of interest, but they must be repaid. Individuals or families who do not
qualify for these loans, who are typically the very low income or individuals with no collateral,
can get up to $14,800 from FEMA in the form of a one-time grant. See generally Federa
Emergency Management Agency, The Disaster Process and Disaster Aid Programs, available at
www.fema.gov/library/dproc.shtm; see also Christopher M. Lewis & Kevin C. Murdock,
Alternative Means of Redistributing Catastrophic Risk in a National Risk-Management System, in
THE FINANCING OF CATASTROPHE RISK, at 68-69 (Kenneth A. Froot ed., 1999).

SAccording to a report of the New York City Metropolitan Transportation Authority, the most
substantial damage was to the subway tunnel running underneath the World Trade Center Towers
— the Interborough Rapid Transit lines numbers 1 and 9, which will need to be completely rebuilt
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Transportation Authority claims that those losses will be covered mostly by private
insurance policies, with only relatively small amounts coming from FEMA, and its
state equivalent, to fill in the gaps.” However, we suspect that, when al of the
insurance claims have been finally settled, and taking into account all of the damages
to public facilities (not just the subways), the amounts to be covered by government
relief dollars will amount to a sizeable fraction of the total losses.® Indeed, the sheer
magnitude of the federal dollars that have aready been earmarked for the
reconstruction and overhauling of lower Manhattan strongly suggest that the federal
government will end up bearing a substantial portion o the losses.®

— and the related stations and infrastructure, as well as damage to the N/R line Cortlandt Street
Station. The total property damage to the transit system is estimated at $855 million. See
Metropolitan Transportation Authority, 2002 Combined Continuing Disclosure Filings,
Appendix A, at A-7, available at http://www.mta.nyc.ny.us/mta/pdf/2002app-a-v2.pdf.

" Metropolitan Transportation Authority, 2001 Annual Report, at 13, 14, 18; Comprehensive
Annual Financial Report for the Year Ended December 31, 2001 and 2000, at 3. Both are
available online at http://www.mta.nyc.ny.us/mta/pdf/annual report2001.pdf.

8 This suspicion is based on available evidence. While the total property losses to the subway
system are estimated to be $855 million, the MTA apparently has submitted only $685 million in
insurance claims for 9/11 related property losses. Apparently, the difference there may be
attributable to the actual subway cars that were destroyed and that were not insured. Another
suggestive (though certainly not dispositive) piece of evidence is that the MTA, on its 2000-2001
financial statements, did not include any amount for expected insurance recovery because the
“Authority is pursuing the resolution of various contingencies with the insurance providers.”
MTA, Comprehensive Annual Financial Report, supra note __, at 39. What this means, of course,
is that the insurers may interpret the relevant insurance policies somewhat differently than the
MTA does. In addition, however, one would expect a general tendency for municipalities to
underinsure given the prospect of FEMA (or DOT) relief.

° A total of $21 billion federal dollars has been allocated for the New Y ork recovery effort. See
Press Release, Office of Management and Budget, Updated Summary of Government
Expenditures Directly Related to September 11th Attacks (Sept. 10, 2002) available at
http: //mww.whitehouse.gov/omb/pubpress/2002-61.pdf. Of that amount, $5.5 billion is designated
for reconstructing, replacing, overhauling, and upgrading the infrastructure damages by the
attacks. Press Release, Office of Management and Budget, Supplemental Appropriations Request
Provides Resources for the War on Terrorism, Homeland Security and Economic Recovery (Mar.
21, 2002). (Supplemental Appropriations Request Provides Resources for the War on Terrorism,
Homeland Security and Economic Recovery). Of that amount, $4.55 billion will apparently go to
transportation related infrastructure expenditures: $2.75 billion coming from FEMA and another
$1.8 hillion coming from the DOT. The money will be jointly administered by FEMA and the
U.S. Department of Transportation’s Federal Transit Administration. FEMA-1391-DR-NY-PR-
137 (news release Aug. 12, 2002); see generally Money for Just Some of a Transit Wish List,
NYT, Aug.13, 2002 (by Edward Wyatt); Old or New? Debate Rages Over Transit Downtown,
NYT, Oct. 13, 2002 (by Charles V. Bagli and Randy Kennedy). Although much of this money
may be used to “upgrade” the subway system in lower Manhattan, such an improvement over New
York’s prior transportation situation has to be viewed as partial and incomplete compensation for
the economic losses the city has incurred that are never covered by private insurance —such asthe
huge loss of tax revenues due to the drop in tourism and business flight out of the city. Moreover,
the rest of that $5.5 billion is designated for “restoration and reconstruction” of certain highways
and local roads “damaged by the September 11" terrorist attacks’ and for to “rebuild utility
infrastructure destroyed as a result of the September 11th terrorist attacks’ and to assist Lower
Manhattan Development Corporation’s efforts to “rebuild Lower Manhattan.” OMB, Press
Release, Mar. 21, 2002. The rest of the $21 billion includes the costs of rescue and recovery

Published by University of Michigan Law School Scholarship Repository, 2003
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Apart from the physical damage to property, many New Y ork businesses also
experienced substantial economic losses in the aftermath of 9/11. Focusing only on
the businesses in and around the World Trade Center site, the lost profits during the
period of recovery and reconstruction were in the billions of dollars. And while
private insurance payouts for “business interruption” coverage will be more
significant than any other such set in insurance-industry history, amounting perhaps
to 30 percent of all private insurance payouts related to the 9/11 losses, and the
federal government has provided some grants and loans for these business losses,
huge economic losses that can be directly attributed to the attacks will surely go
uncompensated. > To be sure, some of these losses are private rather than social
losses because some of these losses are offset by gains to other businesses located far
from Ground Zero. The distinction may matter when it comes to encouraging
governments to take precautions, and structuring optimal insurance policies, but it
seems safe to proceed with the idea that there were substantial social losses
associated with the interruption and destruction of business.

In sum, we might think of the 9/11 physical property losses as having been
effectively insured (whether through private insurance or government relief), but
regard other (property-related) economic losses as having been only partially
insured. This summary, and much of the discussion below intentionally bends the
idea of insurance to include government relief. Insurance and relief are obviously
not the same; one may be expected by contract while the other depends on politics
and circumstances. But inasmuch as governments can subsidize insurance or
offer insurance without requiring premiums, and because private parties can come
to expect relief in some circumstances, it can be useful to fold insurance and relief
into one package.

B. Lossesto Life

As for loss of life, it is amost certain that a large number of those killed on
9/11 were uninsured or underinsured. Although there is no publicly available data on
this issue, the likelihood that many of the victims had only small life insurance
policies, if any, is overwhelming. For one thing, underinvestment in life insurance is

immediately following the attacks and the massive cleanup costs in the ensuing months, as well as
the anticipated amounts of FEMA and SBA grants and loans. This $21 billion is separate from the
$5 billion alocated to the Victim Compensation Fund, the $8 billion allocated to airline subsidies,
the $35 billion for Homeland Security, and the $30 billion for the “war on terrorism.” OMB,
Press Release, Sep. 10, 2002.

10 See Diane Levick and Matthew Lubanko, What Price, Terror?; for Insurers, Stalled-Business
Claims Complicate Picture, HARTFORD COURANT, Nov. 25, 2001, at D1 (estimates business
interruption claims in the range of $15-25 billion, compared to the total estimate of all 9/11 claims
of $40-72 billion); Christian Murray, Adjusting to Disaster Strains ClaimsTeam; Despite
heartbreak, some payouts must end, NEWSDAY (NEw YORK, N.Y), November 6, 2001, at A42
(industry had received 16.6 billion dollars of business interruption claimsto date).
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a pervasive problem.™ Moreover, the main motivation for the large amount of
charitable giving as well as the Victims' Compensation Fund, discussed below, was
the realization that many of the victims were un- or underinsured.*® Still, many of the
deceased did have some life insurance or were covered by pension benefits payable
upon death (or both).

In addition, immediately following 9/11 there was an unprecedented amount
of charitable giving for the purpose of compensating the families of deceased
victims.® The other primary source of compensation for the families of victims is the
September 11" Victims' Compensation Fund, enacted by Congress shortly after the
disaster.® Under this unprecedented program, the families of individuals who
auffered physical injury or death in the 9/11 attacks can apply for fairly generous
benefits.™® If they elect to do so, however, the payouts they receive from the Fund
must, under the collateral offset provision of the statute, be reduced dollar for dollar
by the amount of life insurance or other death benefits to which they are entitled —
though not by the amount of charitable gifts received. ** As is customary, however,
none of these life insurance policies or pension-policy death benefits that were in
effect contained clauses requiring the reduction of death benefits in the event of third
party or other insurance payments. The presence of private insurance therefore
reduced or eliminated the payments from the Fund that might have been made to the
families d some victims, and in turn may have increased the pool of funds (and thus
the payments) available to the families of other victims.

Another unusual aspect of the Fund is the requirement that claimants forego
tort litigation with respect to their losses, at least insofar as the most obvious potential

11 see Kyle D. Logue, The Current Life Insurance Crisis: How the Law Should Respond, 32
CUMBERLAND L. ReEv. 1 (2001).

12 Of course, the definition of full or adequate coverageis highly subjective.

13 American Red Cross, September 11, 2001: Unprecedented Events, Unprecedented Response, at
http://www.redcross.org/press/disaster/ds_pr/pdfs/arcwhitepaper.pdf, 6  (September  2002)
(reporting that the American Red Cross's Liberty Fund had by 9/11/2002 received roughly $1
billion in donations, approximately $800 million of which was to be distributed by the end of
2002). Interestingly, according to one news report, the bulk of those funds were designated for the
families of firefighters, police officers, and other rescue workers who perished. Thus, according to
this story, the average charitable award to the families of slain or severely injured firefighters and
rescue workers is just over (and the amount to families of police officers just under) $1 million.
By contrast, the average charitable payout to the families of other victims is around $146,000.
Martin Kasindorf, Big Gaps Found in 9/11 Benefits, USA TODAY, Aug. 19, 2002, at 1A. These
amounts do not include any amounts received from insurance policies, pension payments, or
amounts from the Victims' Compensation Fund.

14 U.S. Air Transportation and Safety and System Stabilization Act, Pub. L. No. 107-42, 115 Stat.
230 (2001) (Title IV).

15 See http://www.usdoj.gov/victimcompensation/payments.html  (updated regularly) (reporting
median award as of December 17 of $1,252,818). Note also the tax relief provided by Pub. L. No.
107-134 (Victims of Terrorism Tax Relief Act), which curiously extends the tax benefits to those
injured in both the Oklahoma City bombing and the anthrax attack, but not the victims of the 1993
World Trade Center Bombing.

16 See 7 C.F.R. Part 104 (September 11" Victim Compensation Fund of 2001, fina rule), at
11233-4.
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domestic defendants are concerned. Thus, a family cannot accept a payment from the
Fund and then seek to recover from an airline, an employer, an owner or builder of a
collapsed building, engineers who designed the buildings, and so forth.*” Suits
against construction firms or designers of buildings are of course still possible if
brought by claimants who do not collect from the Fund, or if brought by the City of
New York or by businesses or property owners affected by the attack. And suits
against foreign organizations and tortfeasors are of course possible, and much in the
news. '

To summarize, the families of individuals who lost their lives in the 9/11
attack may receive paymentsfrom one or more (but not all) of the following sources:
the Victims' Compensation Fund (assuming they waive their tort rights and, once
again, subject to reductions corresponding to amounts recovered under existing life
insurance benefits), from third-party tort defendants whom they conceivably sue
successfully (either because they choose not to collect from the Fund or because they
pursue foreign tortfeasors relentlessly), from charities, and from life insurers (under
contracts that conventionally contain no collateral offset provisions).

C. The Effects on the Insurance Industry and the Federal Response

Despite the vast magnitude of the insured life and property losses, there
seems to be little doubt that most life insurers and property insurers will be able to
meet their financial obligations arising out of the events of 9/11. As for the life
insurance market, te number of insured deaths was not so great as to threaten
instability among insurers. Nor does the probability of death from terrorism,
followed by a reduction in recovery for those with life insurance, seem significant
enough to discourage the future purchase of life insurance. To the contrary, athough
there are no hard data on this, we suspect that the events of 9/11 encouraged a short-
term run on trusts and estate lawyers services and perhaps a temporary surge in the
market for life insurance as well.

The poperty insurance market is apparently more easily ruffled. A few of
the less well-capitalized reinsurers may yet become insolvent as a result of 9/11-
related poperty losses (much as some firms collapsed following Hurricane Andrew
and the Northridge Earthquake),*® but the overall solvency of the property-casualty
insurance industry is not in doubt.  The upheaval, or the uncertainty, is with respect
to the availability of terrorism coverage in the future and, in turn, the possibility that
there will be less building, or less building in some locations and of certain types of
properties, not simply because insurance premiums rise accurately in response to

17 1d. at 11235.

18 See Henry Weinstein, $15 trillion 9/11 lawsuit adds Saudi royals as defendants, CHI. TRIB.,
Nov. 23, 2002, at 10 ($15 trillion dollar lawsuit now includes 186 defendants).

19 Ruth Gastel, Catastrophes: Insurance | ssues, INSURANCE |SSUES UPDATE, August 2002,
available at Lexis (“ Eleven property-casualty insurers became insolvent due to Hurricane Andrew
(10in Floridaand one in Louisiana) and others were financially impaired”).

20 5ee Tillinghast-Towers Perrin Report supra note X.
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newly understood threats but rather because markets do not adjust smoothly to the
post-9/11 world.

Immediately following 9/11, a number of commentators and industry officials
expressed concerns about an impending “crisis” in terrorism insurance. It was widely
reported that international reinsurers were planning to insert broad terrorism
exclusions in their new policies and that these exclusions would apply as old policies
came up for renewal. Primary insurers would in turn seek permission from state
regulators to insert similar exclusions in their policies. The ultimate effect, or so the
argument goes, would be to cause disruptions in the mortgage lending and
commercial real estate markets. Based on these concerns, Congress enacted the
Terrorism Risk Insurance Act of 2002, which, as we will see, is similar to the British
system for dealing with terrorism risks.”> Under this new regime, the federal
government will provide reinsurance for 90 percent of all property-casualty losses
attributable to “acts of terrorism” (as determined by the Secretary of Treasury), but
only to the extent those losses in the aggregate fall between $10 billion (rising to $15
billion over three years) and $100 billion. This program radically aters the
public/private mix of insurance and compensation for terrorismrelated property risks.
In effect, it makes the federal government the terrorism reinsurer of last resort. As
for whether this type and degree of federal intervention was called for, and what the
relevant justifications might be, see Part 1V below.

I11. Terrorism Insurance, Charitable Giving, and Episodic Government Relief

We turn now to the question of what sort of compensation, insurance, and
charitable developments should be expected in the event of another major loss from
terrorism, given recent events. The question may seem little more than a thought
experiment, though there are safe and interesting predictions to be made. Our analysis
includes a comparison of terrorismrelated disasters with natural disasters and
incorporates the interactions among private insurance, public relief, and charitable
giving in the two contexts. One of our predictions is that, as with natural disasters,
public and charitable relief will more likely be forthcoming if there is (or is perceived
to be) less than full private insurance. In this Part we also explore the question why
9/11 brought such unprecedented amounts of relief — especialy in the form of the
Victim’'s Compensation Fund — and whether futures attacks should be expected to do
the same. Along the same lines, we consider the unpleasant possibility that, what
began as a series of terrorist attacks, might expand into a long-term war and the
resulting political pressure that would arise to shift from a system of episodic relief to
a more systematized and permanent compensation regime for terrorism and war
losses.

A. Private and Public Insurance Response to Another Attack

21 seeinfra discussion part I11.C.2.

Published by University of Michigan Law School Scholarship Repository, 2003
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There is every reason to think that in the event of another attack on U.S. soil,
and especially one aimed at a civilian target, significant government-provided
compensation will again be forthcoming, even though the attacks experienced before
9/11 did not produce such aid. One reason for this prediction is the Victims
Compensation Fund itself and the precedent it now represents. It is imaginable that
the political and emotional underpinnings of this fund would fail to reappear if terror-
related losses became common. Indeed, it is something of conventional wisdom to
say that the 9/11 attacks were an historic event of the worst kind, and that the
reactions to it should also be understood as singular. But the case seems to be
stronger for the idea that the Fund would serve as a kind of precedent for future
attacks, much as the substantial federal appropriation that followed the Alaskan
earthquake of 1964 is thought to have been the first of what then became a series of
relief plans. Legislators who sought disaster relief for their home states in the twenty
or so years following that earthquake, readily pointed to the Alaskan example, where
there was relief after asignificant but not an unprecedented quake. But it is the
pattern of relief rather than the legislative history that is impressive.”

And this pattern of relief should come as no surprise. Natural catastrophes
attract media attention and political interest, especially so because their victims are
concentrated rather than dispersed. This attention attracts charitable interest as well
as governmental funds, although the extent to which the victims will be seen as
sympathetic to mainstream voters and hence politicians in other parts of the country
depends importantly on the extent of uninsured rather than insured losses. We would
expect a similar dynamic to play out, to an even greater degree, if there were to be
another terrorist attack or a series of attacks. Terrorism, after al, draws in the entire
nation in a way that natural disasters do not. This is because an attack from abroad,
including a pronouncement or history of animus toward the country as a whole, is
seen as one aimed at the integrity or confidence of al citizens. Thus, just as Pearl
Harbor was considered an attack on the entire nation and not just an attack on the
state of Hawaii, so too aterrorist attack on U.S. soil would be considered an attack on
the U.S. people and our government. It is true of course that seems much less likely
than for an enemy assault; after al, hurricanes do not hit Florida because it is a part
of the United States, whereas terrorists struck New York and Washington precisely
for what they signified about our nation.

Indeed, part of what may have motivated the Victims Compensation Fund
was the feeling that those |osses were no different from losses caused by the attack of
a foreign sovereign, thus putting them in the category of losses appropriately
addressed by the federal government.?® Political parties, economists, and citizens

22 See DOUGLAS C. DACY & HOWARD KUNREUTHER, THE ECONOMICS OF NATURAL DISASTERS
IMPLICATIONS FOR FEDERAL PoLICY 54-57 (1969).

2 The Israeli example is instructive here. When the Israeli Parliament first adopted its terrorism
compensation regime, discussed more fully below, the primary rationale was the notion that any
losses experienced by individuals or particular families as aresult of the terrorist war on the I sraeli
government and people as a whole should be spread across all of citizens. See Hillel Sommer,
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may disagree as to the proper scope of the federal government, but national defenseis
on everyone's list of governmental functions, and it is only one additional step to the
idea that the federal government ought to be responsible or generous where losses are
incurred because of afailure of this federal function. We do not mean to imply that a
government function need always be encouraged by compensation in the event of
failure or even disappointment, because governments are often motivated by political
checks and other means. But compensation is surely more easily explained or
defended where losses are incurred because of government failure, or at least where it
is the government rather than a private party that might best have prevented loss. The
leap from protection to compensation may be primarily an emotional reaction rather
than a logical progression, but it helps to explain the comfort with federal relief
following 9/11. Indeed, it isjust this sort of reaction to the 9/11 attacks, together with
the inspiring example of the rescue workers running into the burning towers (and
perhaps the suppression of stories about the misdeeds of a very few rescue workers),
that may explain the extraordinary level of charitable giving both in terms of money
and volunteer efforts, including blood donations.?* In fact, the only comparable
periodsin U.S. history would be during times of war, when American citizensrallied
together to defend against a foreign enemy.

The other major factor that would suggest substantial government relief for
the victims of terrorism disasters is the link between uninsured losses and public
sympathy. We have seen that sympathy is more intense, and hence the political
determination to provide relief funds greater, when there are many uninsured victims,
for it is these citizens who come to the attention of the public through media
coverage, personal relationships, and other means. Thus, the less private insurance is
in existence for given disasters the more likely and the more significant will be
government relief on those occasions when it is provided.”® There is, therefore, a
sense in which private insurance is a “better buy” (from the insured’s point of view)
for small-scale disasters than for it is for the truly catastrophic disasters, because only
the latter are likely to generate public relief. Thus, paying for private insurance for

Providing Compensation for Harm Caused by Terrorism: Lessons Learned in the Israeli
Experience In. L. J. page 6, available at ? Of course, whereas viewing the attack on 9/11 as an
“act of war” against the U.S. government and its people may have increased the willingness of
Congress to enact a generous compensation regime, such an interpretation of events would tend to
undermine the argument for private insurance coverage for those losses, since most insurance
policies contain “war risk” exclusions. Interestingly, amost immediately following the 9/11
attack, several of the largest property-casualty insurers publicly stated their intention not to invoke
the war-risk exclusion. This may have been a patriotic gesture. Or it may have represented a
savvy legal judgment that, under prevailing case law, the war-risk exclusion would not likely
aPpIy inthe 9/11 case anyway. See Pan Am v. Aetna 505 F.2d 989 (2d Cir. 1974).

2} see Red Cross Report, supra note 13.

% Notably, the attack on Pearl Harbor did not give rise to the enactment of a 9/11-like
compensation fund for the victims of that attack. One reason for this might be that there were
relatively few civilian deaths and relatively little damage to non-government property.

% sSee Saul Levmore, Coalitions and Quakes: Disaster Relief and Its Prevention, 3 U. GHI.
ROUNDTABLE 1, 18-9 (1996).
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small-scale disasters is worth the price, because no government relief will be
forthcoming; whereas insurance large-scale disasters may be worth relatively little, as
government coverage would have been provided in any event.?” This phenomenon is
what causes government relief programs to produce a particular type of
counterintuitive behavior or even mora hazard: the decision not to buy private
insurance, or to underinsure, is a phenomenon that is linked to (or caused by) a
number of existing federal disaster programs. The decision rises to a level of true
moral hazard where the expectation of relief changes real behavior in a manner that
raised the probability of loss.

For example, the Farm Service Agency and the Small Business
Administration offer low interest loans to eligible individuals, farmers, and
businesses to repair or replace damaged property and personal belongings not
covered by insurance® In addition, the Federal Emergency Management Agency
will provide small grants to cover certain uninsured expenses and serious needs, such
as disaster-caused medical or funeral expenses.”® All of these programs are
conditioned on an absence of insurance coverage. The overall picture comes with
something of a cynical gloss, relief requires a sizeable group of sympathetic
beneficiaries — who, ideally, are aso politically coordinated or appealing to the
media, which increases the likelihood of a major disaster declaration. If a disaster
creates victims who are insured, however, there is apt to be less sympathy and
therefore a lower probability of monetary relief, because politicians who are
considering special appropriations will respond more readily to pleas for help from
those who have no other source of compensation.® If, in turn, these uninsured
farmers or small business owners care for their properties in a way that increases the
loss from a disaster, then the gloss hardens into one that reflects moral hazard, or the
prospect of relief may stimulate not only underinsurance but also greater losses in the
event of disaster.

It is possible that there will be a similar perverse interaction between
government relief and charitable giving for disaster victims. For example, having
observed the magnitude of charitable giving following 9/11, government officials
may be inclined to be less generous in the event of a future attack. It may be that the
memory of the remarkable outpouring of charity for the victims of 9/11 will dampen
the federal government’s willingness to appropriate large amounts of relief aid for
victims when next terrorism-related disaster occurs. This seems especially likely to
the extent the perception is that a number of 9/11 victims' families became wealthy as

27 This conclusion assumes that insurance companies would not be able to lower their price-per-
unit of insurance for the large-scale disaster coverage. If they could — and they would in a
perfectly competitive market — then both the coverage for the small-scale and the coverage for the
large-scal e disasters would be priced at actuarially fair rates.
;z See supra note 5 and accompanying text.

Id.
%0 pavid A. Moss, Courting Disaster? The Transformation of Federal Disaster Policy Since 1803,
in THE FINANCING OF CATASTROPHIC Risk 307 (detailing the growth of the federal budget
alocationsfor disaster relief) (1999).
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a result of the combined charity and government relief available after that tragedy.
Alternatively, rather than reducing relief payments, Congress might, in a future
version of the Victim Compensation Fund, explicitly include charitable contributions
on the list of collateral sources to be offset against any relief award.

Of course, the effect may run in the opposite direction as well. Having seen
how generous the federal government can be when there is an extraordinary foreign-
based attack on American soil, potential donors may reduce their contributions in
future cases, counting on the government to do the job once again. And if
contributions were to diminish (or were expected to diminish) in this way, there
would be even more political pressure for the government to provide relief.
Similarly, one might imagine that charities would then focus their attention on
victims whose losses went uncompensated by government relief or private insurance;
charities could in this way fill in the coverage gaps and also signal where future
government relief might be directed. How all of these interacting influences will
ultimately play out, of course, remains to be seen.

Another factor that might lead to a reduction in both government benefits and
charitable relief following future terrorism disasters is the perception that, for all the
recollections and evidence d tragedy and heroism, a significant number of affected
families emerged with more wealth than before the attacks. And there will be stories
of outright fraud as well. If such stories remain salient, one can easily imagine that
both congressional policymakers and potential donors would be reluctant to replicate
the unprecedented generosity following 9/11.

We have already emphasized the importance of the degree of un- or
underinsurance to the amount of likely government relief.  Given this
complementarity, one might reasonably ask how significant the underinsurance
problem will be in the future for terrorismrelated risks. Of course, the
expectation of many experts (and apparently of some members of Congress) was
that the problem would be substantial; hence the — athough, as we will see, that
Act permits individuals to decline coverage and therefore to contribute to the
underinsurance-followed-by-relief cycle. We take up this question in Part 1V
below, suggesting that the problem of underinsurance has been exaggerated — but
that the new federal reinsurance program may not be as effective as is desirable.
In any event, even if the program were effective (or even if the market were to
adjust to provide widespread terrorism coverage), there will, in the event of
another major attack, almost inevitably be some substantial number of
underinsureds. In short, in the event of a future attack, there will likely be room
for a federa program response somewhat along the lines of the response to 9/11.
A somewhat different question is raised by the prospect of protracted war with
civilian targets, rather than another isolated terrorist attack, and we take up this
guestion in Section C below.
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B. What made 9/11 Different from Previous Terror Attacks?

A related but dstinct comparative question is why the 9/11 attacks triggered
so much more government relief than did previous terrorist attacks. The question is
in part | about the unique character and generosity of the 9/11 Fund but it is easily
expanded to include the question of why the Fund was not designed to provide
benefits to victims of the earlier World Trade Center bombing, the Oklahoma City
bombing, or the attack on the U.S.S. Cole which killed a number of sailors.

The first part of this question can be answered with a simple reference to
scale. Many more people died on 9/11 than in any of the previous terrorist attacks.
More interesting, the earlier attacks were not only smaller but also-- in part because
of scae -- affected fewer uninsured parties. In the case of 9/11, there was a huge loss
of uninsured life, not because of terrorism exclusions but because of simple
underinsurance problems due to myopia, overoptimism, bad planning, or passivity on
the part of persons who are unlikely to purchase insurance beyond that which is
provided through their employment contracts. Even if we set estimates of
underinsurance aside, three thousand deaths will generate a significant number of
uninsured lives. Traders who worked at the World Trade Center may or may not
have been underinsured, but all carried some life insurance. Waiters at the World
Trade Center are more likely to have included some who were completely uninsured.
And firefighters, who perished in great numbers, are likely to have been
underinsured, judged simply by the sympathetic reactions of the citizenry as it
learned of their circumstances and families. At the same time, the amount of
uninsured and underinsured damage to New York’s infrastructure and businesses
created immediate and overwhelming (and probably desirable) political pressure on
the President and Congress to commit federal funds to rebuild and reinvigorate the
city -- which in turn may have had an effect on victim relief. Put directly, it might
have been politically difficult to transfer large amounts of money for property
damage or other economic losses without doing much for the families of those who
were killed in the attack. In contrast, the families of the sailors killed on the U.S.S.
Cole received some payments from the government in the matter of course, because
al members of the armed forces are covered by modest death benefits.®* Moreover,
in the case of the U.S.S. Cole there was no need to assemble a political coalition to
legislate a strategy for replacing the lost property. We can imagine the vessel as
being repaired either with funds found in the ordinary budget for naval operations or
with a special appropriation because such a repair is obviously a better investment

3L Currently the government will pay a “Death Gratuity” of up $6,000 immediately to the
surviving heirs of military personnel killed in active or in-active duty. See 10 USC 81475. Most
military personnel also participate in the Service members’ Group Life Insurance program (SGLI),
which provides $250,000 of coverage. The premiums are automatically deducted from the Service
member's pay, unless the elect for a lower amount of coverage. See http://www.afsc-
usa.com/sgli.html (last visited Jan. 24, 2003).
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than is the abandonment of the ship. Somewhat similarly, in the Oklahoma City case,
there was no large-scae damage to state and local infrastructure, but rather the
destruction of a building owned by the federal government itself. It is likely that the
lives lost in that tragedy included few that were uninsured, or dramatically
underinsured, and also in positions to support families. The 9/11 attacks did great
harm to a workplace that naturally had many breadwinners who, in turn, left families
that clamed our sympathy. Oklahoma City took the lives of fewer heads of
households; the death of children upsets us as much as anything, but it does not
produce circumstances that seem much improved by the appropriation of money. In
short, it is unsurprising that Oklahoma City families eventually received but modest
tax relief, while the 9/11 Fund provided quite substantial, direct payments.*

These distinctions do not completely solve our positive puzzle of the location
of after-the-fact relief. The 9/11 Fund might have been expanded to include families
affected by the earlier terrorist attacks, with the same collateral offset provisions to
limit the coverage to uninsured losses only. In thisway the relief would have flowed
mostly to sympathetic, uninsured or underinsured families. It is possible that this sort
of expansion will yet occur, but it is doubtful if only because of the obvious line-
drawing problem. If the benefits were expanded to include the families of the victims
of the World Trade Center and Oklahoma City bombings, it seems difficult to justify
excluding the U.S.S. Cole victims and then the victims of the contemporaneous
Anthrax attacks, and so on. Of course, difficulty in drawing lines is not the same as
impossibility, but before going on to suggest expansion it is noteworthy that it is
easiest to draw a bright line between pre- and post-9/11 events, so that future terrorist
attacks might be treated along the lines of the 9/11 model with no new relief for
losses caused before that infamous day.

We do not mean to insist that one can examine tragedies as they occur, and
aways predict the character and magnitude of subsequent relief. If the 9/11-relief
package had required afew more votes in Congress, or apolitical appeal to the
hinterland, one can easily imagine the last-minute inclusion of the families of victims
of the Oklahoma City blast, for example. A politician might then have emphasized
the expense of constructing a new federal building in Oklahoma City, and while
legislating funds for that reconstruction or for a memorial to be built on the site of
that blast it might have seemed unfeeling to provide nothing for lost lives.® Indeed,
it is fascinating that although Oklahoma City victims were not included in the 9/11

32 Many of those killed in the Oklahoma City Bombing were federal employees who participated
in the Federal Employee Group Life Insurance Program (FEGLI). Basic coverage is capped at
$10,000 and most employees are automatically enrolled. Optional coverage is available up to 5
times the employees annual salary. See http://www.opm.gov/insure/life/FAQS/FAQs-1.htm.
Victims also received modest compensation from the Murrah Crime Victims Compensation Fund
This original ambitions of this fund never materialized, and it benefits were limited to $10,000.
See Gary Fields, Oklahoma City Aid not Reaching Victims, USA Today, November 15, 1995, at
3A.

33 In the case of the first World Trade Center bombing, the best case for inclusion would have
been one that emphasized the similarity of the attackers.
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package, they were eventually provided with modest assistance through the Victims
of Terrorism Relief Act of 2001.* In the event of another tragedy, and assuming as
we are now doing that such a tragedy would give rise to ex-post relief on the 9/11
model, there will likely be attempts of just this sort to include the families of victims
of past terrorist attacks, and perhaps the victims of wars and wrongs experienced long
ago. These attempts to equate tragedies, in the sense of using one disaster or relief
effort as precedent for another, may succeed — but it may also prove to be a strategy
that unwittingly brings about the collapse of political coalitions and, hence, of relief
along the lines of the 9/11 Fund. In turn, the prospect of a backlash or of failed
coalitions, and perhaps even the prospect of a (yet) more generous episodic relief
program, could fuel a political move toward the promise of routinized government-
provided terrorism compensation or of subsidized terrorism insurance or reinsurance.
We take up these and related issues in the next sections.

In any event, we maintain our basic claim that a future large-scale terrorist
event will almost certainly generate ex-post relief of the sort that followed 9/11.
Unless some routinized permanent relief scheme is established in the interim (and
that is not something we expect), a further prediction is that the precise shape of the
episodic relief will, as always, hinge on the pattern of insured and uninsured losses.

There is an alternative explanation for the generous compensation regime that
followed 9/11, and it is one that deserves as much respect as that which emphasizes
uninsured losses. Recall that beneficiaries who file for benefits under the Fund must
waive most of their rights to sue in tort. The primary and intended beneficiary of that
provision in the law is almost certainly the airline industry. The airline industry was,
for obvious reasons, among the hardest hit by the events of 9/11. Demand for tickets
dropped, there was an immediate spike in airline insurance premiums, and, by some
reports, the available insurance policies removed coverage for losses caused by
terrorism. Congressional reactions to this perceived state of affairs, and to the fear of
airline bankruptcies and economic disaster, included the Air Transportation Safety
and System Stabilization Act’s provision of cash transfers, loans, and insurance
subsidies to the airline industry, as well as attempts to protect the industry from
litigation. Given the generosity of the benefits available to the families of victims
through the 9/11 Fund, and te now-familiar requirement that recipients waive the
right to litigate, this waiver requirement is of great value to the airlines.*® Thisis not

34 See supra note 16; see also Internal Revenue Service, Publication 3920: Tax Relief for Victims
of Terrorist Attacks, (February 2002), available at http://www.irs.gov/pub/irs-pdf/p3920.pdf (IRS
publication summarizing tax benefits made available to victims of 9/11, Oklahoma City bombing,
as well as to victims of the 2001 Anthrax attacks). Under this provision, the qualifying survivors
of those attacks are exempt from income tax for the year of attack and the previous year, with the
minimum refund being set at $10,000. Thus, even those who owed no income taxes will be
considered to have paid $10,000 income tax in 2001, and receive a $10,000 federal tax refund
check. Seeidat 5. Interestingly, these tax relief checks will not be treated as a “collateral offset”
under the 9/11 Victim Compensation Fund. See September 11" Victim Compensation Fund Final
Rule, supra note x at 11233.

35 The other protection for the Airlines industry in the Act was a provision limiting the Airlines
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the place to explore the question of whether, under the principles of our tort system,
the airlines ought to have feared the legal aftermath of 9/11. A respectable argument
can be made that in the absence of obvious negligence and in the presence of other
potential defendants who could have been linked to the 9/11 losses under some theory
of negligence or strict liability (focusing on the failure to reinforce cockpit doors or to
design buildings in a different manner, for example), the only thing to fear was the
inclination of some juries to move money to sympathetic victims. We set this issue
to one side, observing only that the waiver notion was indeed thought to be of great
value to the airlines. But we do not mean to minimize this explanation for post 9/11
relief. Note, however, that no similar industry-protecting motivation would seem to
have been present with respect to the relief that followed natural disasters or terrorist
attacks before 9/11.%° And to the extent that the 9/11 Fund is seen as nothing more
than such an industry-specific, and also episodic, scheme — accompanied by
compensation for families in order to maintain appearances perhaps — there is not
much to say about future relief. Industry bailouts are episodic in their own way and,
in any event, do not suggest a move toward routinized relief.

C. From Episodic Relief to Permanent (Routinized) Compensation

The discussion of public and private responses to future terror attacks has
assumed to this point that future attacks would be rare, even if devastating. If,
however, the 9/11 attacks prove to be the beginning of a protracted conflict during
which there are numerous events involving civilian and property losses on U.S. sail,
expectations change. Without doubt, an insurance market can function in the midst
of full-scale war, and war-related risks could be covered by private insurers in return
for high premiums. But a society that is forced to absorb this scale of loss is likely to
find itself with numerous insolvent insurers — and then with customers who do are
unwilling to rely on private insurance because of the risk of insurer insolvency. At
that point, of course, an unassisted market would likely respond through a consortium
of insurers. In turn, however, this solution would likely raise monopoly concerns and
lead ultimately to government involvement of some sort.

Thus, if it becomes clear that a long-term war is at hand, involving a
substantial risk of recurring strikes on the U.S. mainland, large-scale government
involvement in directly providing terrorism insurance seems highly likely. One
potential political justification for such government involvement would be the idea of
bolstering morale by establishing a framework in which all citizens and taxpayers
share in the burdens of war — even though there are inevitably some serious and

tort damages arising out of 9/11 to the amount of liability insurance in force at the time of the
attacks. See Air Transportation Safety and System Stabilization Act, supra note 15 at Section 408.
36 Although one can, with respect to Oklahoma City and the World Trade Center Bombing, begin
to imagine potential tort defendants, none of those defendants can make as plausible a case as
could the airline industry post 9/11 that an entire and critical industry was in jeopardy —at least in
the sense of threatened with enormous transactions costs as firms closed and new owners of old
aircraft emerged and so forth.
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outlying winners and losers in a war effort. The related, economic objective is to
encourage important economic activity and rebuilding as much as possible. In this
section we discuss this possibility, drawing lessons from the examples of Britain and,
especiadly, Israel.

1. To What Extent isthe Current U.S. Relief Regime “ Permanent” ?

As mentioned earlier, there already exists a permanent federal program that
provides for some relief from the economic losses caused by any “major disaster,”
including terrorismrelated disasters. That relief @mes in the form of loans and
grants following property damage, both private and public.*” But these funds are
available only after the Governor of the state in which the disaster has occurred
declares a mgjor disaster, and the President follows with a similar declaration. In an
important sense, then, government compensation for loss of property is largely ad
hoc, or episodic as we have caled it, except to the extent that these political relief
decisions are predictable® In addition, there has been some pre-9/11 legislation
which provides modest compensation for victims of terrorist attacks. For example,
following the Iranian hostage episode and a number of other terrorist attacks in the
1980’'s, Congress created a regime that pays a small amount of compensation to
certain victims of terrorism. For example, those who are held hostage by terrorists
receive a stipend of fifty dollars for each day held in captivity, and there is a small
death benefit paid to the families of victims who are killed by terrorists. It is
interesting and noteworthy that these modest benefits are paid only to individuals
with an employment or similar relationship to the U.S. government.*

2. When Terrorism Turnsto War: Lessons from England and Israel

Again, however, it is fairly easy to imagine that repeated attacks or a
prolonged war on U.S. soil would create enormous pressure to expand these rather
paltry terror-compensation regimes. Something like this transition occurred in both
Great Britain and in Israel.

37 See supra note 5.

38 The exception is flood insurance. Under the National Flood Insurance Program (NFIP), there
are predetermined floodplain areas in which property owners are eligible to purchase federally
subsidized flood insurance. Thus, once such coverage is purchased, there need be no flood
disaster declaration for property owners to be able to recover from their policies. If, however, the
property owner in a floodplain area fails to purchase flood coverage, or underinsures, and wishes
to receive a FEMA grant or SBA loan, the disaster declaration would be necessary, and the
episodic label would gpply. Seeinfra text accompanying notes 48-49 for further discussion of the
NFIP.

39 Kimberly A. Trotter, Compensating Victims of Terrorism: The Current Framework in the
United States, 22 TEX. INT'L L.J. 383, 392 (1987); see also Deborah M. Mostaghel, Wrong Place,
Wrong Time, Unfair Treatment? Aid to Victims of Terrorist Attacks 40 BRANDEIS L. J. 83, 90-97
(2001).
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In Britain during the Second World War, Churchill famously set forth the
notion that the British people should share in the economic hardships imposed by the
war. Bombings threatened to demoralize the country, and part of the idea was to
reflect the conviction that the entire nation was in the struggle as one.*> Of course, no
system could really equalize the burdens of war, and no attempt was made to impose
equal sacrifice after deaths in a family, whether on the battlefield or in London. But
the law that was passed, The War Damage Act of 1943, did provide compensation for
war damages to property that occurred between September 3, 1939 to October 1,
1964. Half of the funds for this act came from a new tax on landowners and the other
half from general welfare funds.** Though the “risk period” during which the act was
to apply ended in 1964, the act was eventually repealed in its entirety by the Statute
Law (repeals) Act of 1981. The only remaining provision of government property
insurance is the “Pool Re” scheme discussed below.

Personal injuries were not forgotten under the British war insurance regime.
The Personal Injuries (Emergency Provisions) Act of 1939 was also passed within a
month to “make provisions as respects certain personal injuries sustained during the
period of the present emergency.”** The scheme was not limited to military
personnel, but rather applied to “gainfully occupied persons...and by persons of such
other classes as may be specified in the scheme.”*® This scheme is still maintained by
the Secretary of State under the Personal Injuries (Civilians) Scheme 1983.%

A full-scale war on the U.S. mainland does, of course, seem amost
impossible to imagine given the current state of world affairs. But a series of

40 Winston Churchill stated that it was “unfair for British society to place the entire burden of the
destruction on those unlucky enough to be hit”. See Sommer, supra note 23 at n.16.

“l See Levmore, supra note __ at n.2. The earliest legislation is the War Risk Insurance Act of
1939, which authorized the Board of Trade to “undertake the insurance of ships and other
goods;..[and] for requiring persons to insure goods against certain risks in time of war.” S. M.
KRUSIN & P. H. THOROLD ROGERS THE SOLICITORS HANDBOOK OF WAR LEGISLATION 296
(1940) (for examples of specific compulsory insurance orders, see page 417, 972-3 of the Volume
Il of this series). The War Damage Act of 1941 set up the War Damage Commission to oversee
the “making of payments in respect of war damage.” Id. Volume Il at 975. The Commission
issued a series of ordinances that made participation in this insurance scheme mandatory, but, as
the war grew, the act became increasingly complex. Eventually the War Damage Act of 1943
consolidated the various rules of the Commission, but maintained the ordinances promulgated
under the earlier War Risk Insurance Act. Id. Volume V at 1. Section 1(1)(b) of the new Act
required “contributions by persons interested in land towards the expense of making such
payments.” MAURICE SHARE & S. M. KRUSIN, THE SOLICITORS HANDBOOK OF WAR
LEGISLATION, VOLUME V 321, 377 (1944) (detailing the various levels of compulsory insurance
required from different industries).

“2 The “period of the present emergency” extended to 9 March, 1946. 33 Halsbury's Satutes of
England 374.

B 1d.

44 Statutory Instrument 1983/686, as amended by Sl 2002/672. The payment amounts are modest
compared to the Victims Compensation fund, amounting at best to a few hundred pounds a week,
depending on your degree of disability, and in spite of the fact that the rate schedule is updated
annually, the amounts have changed little, if at all, since 1983. The base compensation to a widow
or widower is 92 pounds aweek. Id. at Schedule 2.

Published by University of Michigan Law School Scholarship Repository, 2003

18



Law & Economics Working Papers Archive: 2003-2009, Art. 14 [2003]

19 Levmore & Logue

coordinated terrorist attacks on U.S. soil and on U.S. interests and citizens around the
world is not as unimaginable. The obvious analogy is to the state of war in present
day Israel, and indeed that country has adopted a permanent terrorism compensation
regime that seems relevant for our purposes. lIsraeli law provides for a system of
direct compensation by the government for civilian losses of life and limb and for
losses of property due to terrorist attack. The level of compensation might be
described as middling, much lower than that provided by the 9/11 fund but much
more than that expected from charitable collections or from the U.S. legislation which
followed the Iranian hostage crisis. Medical care is provided, and lost earnings are
partially replaced up to a middle class standard. We might think of the Israeli system
for terrorism losses as comparable to our own Worker’s Compensation benefits, but
of course we do not presently extend these benefits from the place of work to the
place of war.®® The Israeli regime grew out of a wartime scheme which sought to
spread the burdens of war across the population. The idea behind the expansion of
the war-loss compensation regime was that terrorist attacks were essentially an
extension of the wars that Israel had been fighting, and, just & acts of war were
directed at Israel as a country (so that the rhetoric or politics of burden sharing was
found attractive), acts of terrorism were also directed at the Israeli people as awhole.

American history and politics do not much resemble Israel’s, but terrorist
attacks, and recent Anthrax and sniper attacks, do have a way of affecting the nation
as a whole as most other crimes do not. It is not at al difficult to imagine that more
attacks on U.S. soil, producing perhaps salient uninsured losses, would create the will
or political opportunity to think of the nation in a protracted war, or simply to expand
our familiar scheme for compensating members (and families of members) of the
armed services to include al victims of terrorism.*® The details of this sort of
scheme, and the relative generosity of these imagined, routinized benefits would
depend, no doubt, on the mood created by the final precipitating events, on the level
of social insurance that is otherwise available®” and on the question of whether these
routinized benefits are cast as a substitute for, or a supplement to, episodic ex post
relief.

3. Expanding Routinized Terrorism Compensation in the U.S.

45 Sommer, supra at Section E. The payouts for personal injury or death are generous, compared
to other types of social welfare benefits in Israel (or, certainly, in the U.S), but substantially
smaller than the benefits offered under the 9/11 Victims Compensation Fund. Injured victims
receive state provided medical care, disability benefits during the period of treatment and
recovery, and additional amounts designed to assist in their reentry into the workplace. The
families of victims killed by terrorist attacks receive monthly survivorship benefits (based on the
salary of a mid-level government employee) as well as payments for some incidental expenses.
With respect to property losses, the Israeli government essentially acts as an insurance company,
paying to replace or repair property damaged or destroyed in aterrorist attack. Id.

%6 See supra note 30 reviewing the military compensation scheme.

47 In the U.S., of course, we have a variety of domestic social insurance and employment schemes
to use for comparison, and other countries have compensation systems that are more directly
comparable.
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There is more to be said about what routinized benefits would like if put in
place in the U.S. We can expect routinized relief — if it ever appears — to provide
only for uncompensated, or at least uninsured, losses. This structural spine of a relief
system sustains public sympathy even as it serves the function of reducing moral
hazard. It is reflected not only, as mentioned above, in the collateral offset provisions
of the 9/11 Fund and in the uncompensated- | oss requirements of federal disaster relief
programs generally (as discussed above), but also in such legal doctrines as the
insurable interest requirement. There is, therefore, reason to expect that the adoption
of a permanent regime of terrorism compensation would reduce, though not
eliminate, episodic relief payouts.®® The idea is that once some compensation were
expected and known to be in place, there would be relatively little political pressure
for after-the-fact relief. The argument extends to private contributions. For example,
co-workers may contribute money to form a fund for the benefit of any of their
number with sudden family crises or unusual emergencies, but such informal mutual
insurance arrangements are rare with respect to illnesses or deaths that are known to
be covered by insurance provided through the workplace. Similarly, politicians do
not sponsor or obtain government payouts for the families of military personnel killed
in battle, and these families are known to receive death benefits, however modest.

Still, it is unlikely that a routinized relief would bring ex-post episodic
payments to an end, if only because it is impossible to predict the scale of a disaster,
so that sympathy and interest group factors can grow to be formidable influences.
For example, consider the National Flood Insurance Program, which is a routinized
regime of sorts funded in part by U.S. tax dollars (and in part through premiums paid
by the insureds) and administered by private insurance companies. Under this
program, the U.S. government subsidizes the ex ante of purchase of flood insurance
by those who live in floodplains.®® When a flood occurs, then, there is a permanent,
or routinized, regime in place that provides scheduled compensation without regard to
the level of sympathy generated by a particular flood. However, avery serious flood
may create losses that are uncovered by this insurance — with respect to individuals
who purchased insurance as well as with respect to many who did not — and in these
instances add-on compensation is possible if public sympathy materializes. In the
largest cases, there will be a declaration of disaster, prompting an ex post disaster
relief regime to kick in, especially or entirely with respect to uninsured loses as they
become known. *°

8 Somewhat similarly but tangentially, in a workplace with an employee pension fund, it is less
likely that a retirement is accompanied by a voluntary and sizeable monetary payment from the
employer or from fellow employees. Substantial voluntary payments to retiring employees
became a thing of the past once formal and planned retirement plans cameinto being.

49 see generally http://www.fema.gov/nfip/intnfip.htmy see also Edward T. Pasterick, The
National Flood Insurance Program in PAYING THE PRICE: THE STATUS AND ROLE OF INSURANCE
AGAINST NATURAL DISASTERS IN THE UNITED STATES 125 (1998). Although flood insurance is
marketed through private insurance companies, it is underwritten by the federal government and
funded out of general tax revenues.

°0 Since 1994, flood victimsin designated floodplains are supposed to get only one free bite at the
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There remains the question of when a government or citizenry should be
expected to think of attacks as part of alonger-term war rather than as episodic. And
when a relief system is expected or instituted, there is the interesting question of
whether it will be retroactive to the start of hostilities that may have seemed episodic
or even accidental when they occurred. Put differently, one might think of the 9/11
Fund as anticipating other attacks as well as other expenditures to compensate
victims and rebuild public properties. And yet one reason not to think of the Fund in
this manner is the fact that it dfers compensation sufficiently generous as to make it
extremely unlikely to be sustained in a long-term conflict with many attacks. A
second reason to avoid thinking of the Fund and the new federal reinsurance scheme
as pieces of an openended and long-term program is that long-term government
involvement in war losses is most readily associated with dysfunction in private
insurance markets and, as we have seen, much of the Fund is directed at |osses that
were insured; a long-term rescue of a dysfunctional market would likely focus on
losses that private insurers could not cover. The government-sponsored reinsurance
scheme that is now in place relies on a functioning, primary market, rather than a
dysfunctional or unraveling market.

It is painful though nteresting to note that the 9/11 Fund creates political
difficulties in the event of future and comparable attacks. A government that set
about designing relief for a protracted war and in anticipation of numerous large-scale
domestic events would invariably reduce the compensation levels from those
established by the 9/11 Fund, and this would serve as a pessimistic and alarming
signal to an already rattled citizenry. In a sense, the 9/11 Fund was optimistic in its
implicit declaration that business would go on as usual, and this opens up the
possibility that the government will be forced to concede a modest sort of defeat in
the future.

This is not to say that it would have been politically wiser to structure the
9/11 Fund as a permanent Fund for victims of terror, or as one that would last until
the President declared the war against terror to have ended. That approach would
have made it more difficult to secure the funds for New Y ork’s rebuilding effort, and
would have immediately raised the vexing question of whether to include only
attacks on American soil and American citizens. These and related questions would
have distracted from the more important tasks at hand. If these matters must be
confronted in the future, it will be during a period of drametic national mobilization,
and interest groups, politicians, and civil libertarians who make too much of the
boundaries that are drawn will be more easily marginalized.

ex post disaster-relief apple. That is, if an individual applies for flood disaster relief and then does
not purchase and maintain flood insurance thereafter, that person is supposed to be. Pasterick,
supra note 48, at 153; FEMA, Mandatory Purchase of Flood Insurance Guidelines, p.4 (1999),
found at http://www.fema.gov/nfip/mandpurl.pdf. Although there is no data on this question, we
would predict that public-sympathy and interest-group pressure would make enforcement of that
restriction very difficult. And, of course, to the extent that flood insurance does not cover the full
extent of the flood losses, such relief will certainly be forthcoming.
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The horrible prospect of many more attacks and government-sponsored war
insurance — for property certainly, and perhaps for life as well, though it can be
difficult to include or exclude members of the armed forces — raises the issue of
retroactivity. Relief for a given flood or earthquake does not bring with it serious
pressure to return to earlier, perhaps smaller disasters in order to treat victims with
equal generosity and sympathy. But once some events are linked together by a
common enemy in what is seen as a single conflict, it is unlikely that relief can be
kept episodic. Compensation rates might fall as the severity of the encounter is
reappraised, but at some point we should expect a uniform policy. This point might
well be that at which private insurers no longer exhibit resilience; when insurers fail
to adapt and then fail entirely, the government is bound to set up a system of primary
insurance.

V. The Optimal Mix of Government Relief and Private Insurance

We turn now to the more normative side of the terrorism insurance question,
in the form of the issue of the optimal mix of government and private relief
(including insurance) for terrorismrelated losses. A necessary part of this analysisis
some discussion of the various justifications for government intervention in the
private terrorism insurance market. Included will be our critique of the “insurance
crisis’ rationale of the Terrorism Risk Insurance Act of 2002 and our assessment of
arguments for subsidizing, in one way or another, the terrorism insurance market.

A. Of Exaggerated Crises, “ Uninsurable” Risks, and the Case for (and the
Sronger Case against) Government Intervention

We have aready described the apparent, or perhaps opportunistic, panic in
the insurance industry following the attacks of 9/11 and the claim that those attacks
had, absent government intervention, rendered terrorism risks essentially
“uninsurable.” These concerns culminated in the enactment of the Terrorism Risk
Insurance Act of 2002, which radically alters the public-private mix with respect to
terrorismrisk compensation.® Some time has now passed since the early and
perhaps inevitable prophecies of doom in the insurance markets, and it must now be
clear even to those who took the pessimism and doomsaying seriously that terrorism
related property risks have in fact not suddenly become uninsurable. Indeed, even
before the enactment of the new legislation designed to stabilize the insurance
market, there were private insurers willing to cover terrorism risks, albeit at rates
substantially (and understandably) higher than those that prevailed pre 9/11.

1 Terrorism Risk Insurance Act of 2002, Pub. L. No. 107-297, 116 Stat. 2322 (to be codified at
15U.S.C. § 6701) [hereafter Terrorism Insurance Act].

2 Ppolitical Risk: Run For Cover?, CFO.com, Jan. 22, 2002 (Jennifer Caplan) (“the private
political risk market, particularly Lloyd's, is already offering stand-alone terrorism coverage.”);
U.S. Army turns to Lloyd’s for Cover Against Terror Attacks The Independent, Feb. 19, 2002
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Moreover, past experience and sound insurance theory tell us that any
insurance problem produced by 9/11 is in the long run either modest or nonexistent.
Whatever insurance-availability problems appeared in the period immediately
following the attacks were probably manifestations of temporary capacity constraints
caused by the unexpected claims on industry-wide reinsurance capital. Such effects
are similar to those that followed the unusually large natural catastrophes in the early
1990's, which also were temporary.> As new capital enters the market in response to
the new demand for terrorism insurance, coverage should become more readily
available and prices should be expected to fall, though obviously not quite down to
the level of pre-9/11 premiums.>

Of course, it may well be that the terrorism insurance market undergoes
permanent change, in the sense that standard commercial property policies may
henceforth contain broad terrorism exclusions. Those who wish to secure terrorism
coverage for their properties will then need to buy separate and expensive terrorism
policies or secure terrorism coverage through existing “political risk” policies.® But
such a change is not necessarily a sign of market failure. To the contrary, it might be
asign that the market is working reasonably well. Market segmentation of that sort is
common in the insurance industry, such as for earthquake and hurricane risks, and
there may be good reasons for it. For example, some insurers may have a
comparative advantage in insuring such risks, while others may be particularly ill-
suited.*® Customers may also prefer choice rather than the bundling of insurance
products.

Another lasting effect of 9/11 on property insurance and real estate markets
may be a significant increase in insurance premiums and perhaps a reduction in the
availability of coverage for certain kinds of properties such as skyscrapers, and
certainly for anything built at Ground Zero. This difficulty may reflect the sensible
judgment of the market. It is not immediately obvious that the country’s morale or
the overall economy requires the construction of new one-hundred-story skyscrapers
to replace those that were lost. The market may judge such structures to be too
attractive a target for terrorists, or for copycat criminas, and there may be no sound
reason to overrule this judgment with a subsidy or mandate. It is even possible that
the current public debate over the future of the World Trade Center site itself is

(Katherine Griffiths); Insurers Find Profit in New Risk Consciousness, N.Y.Times, Feb. 24, 2002
E()Joseph B. Treaster) (describing new profitability of political risk coverage).
3 Anne Gron & Alan O. Sykes, A Role for Government?, 25 Regulation 44, 51 (2003) (arguing
ggai nst government role in terrorism insurance market).

Id.
%5 See supra sources cited in note 50.
6 Gron & Sykes note one sort of comparative advantage rationale for this sort of market
segmentation. They first observe that, with respect to catastrophic risks (such as earthquakes,
hurricanes, and now terrorism), the only insurers who can effectively provide coverage are either
those with enormous capital reserves of their own or those with efficient access to reinsurance
capital. Thus, they note that AlIG, the best capitalized insurer in the world, was the first to come
back and offer ground damage coverage for the airlines, a type of coverage that the government
had stepped in to supply in theimmediate aftermath of 9/11. Id at 48-49.
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influenced by a common understanding that it would be foolhardy to reproduce what
was there, because it would offer too tempting a target for terrorist attack. On the
other hand, nothing stops politicians from intervening in this small market; the
government could simply promise insurance at low cost to buildings built at Ground
Zero if it deems reconstruction at that location worthwhile for the national psyche or
worthwhile because of externalities related to reconstruction of the area, deflection of
attention on other landmarks, and so forth.

Existing skyscrapers in New York and in other cities may also be difficult to
insure, but this creates a potential wealth effect rather than any sort of inefficiency,
inasmuch as these buildings have already been constructed. And this wealth effect
may be made worse by the disinclination of tenants to locate or remain in certain
skyscrapers. Again, it is difficult to think of this as a market failure except to the
extent that the market fails to sort workers rather quickly into firms according to their
willingness to be employed in skyscrapers. In any event, insurance is unlikely to
solve this problem.

That the uninsurability claim is overstated, and that the move to specialized
terrorism insurersis likely an efficient one, does not of course prove the absence of a
market failure to which a government might usefully respond. It may well be that the
terrorism reinsurance market will bounce back as quickly and as fully as the naturat
disaster reinsurance market did following the earthquakes and hurricanes of the
1990's, and this may have happened even in the absence of federal terrorism
insurance legidation. Such is, indeed, our intuition, as well as the view of other
market-oriented commentators.®  Terrorism risks may however be different in ways
that suggest a potential role for government as reinsurer. Thus, a familiar argument
heard in support of the new federal terrorism legislation is that terrorism disasters are
uniquely unpredictable, so that intervention is necessary because the pricing of
insurance is especially problematic for the private market. Terrorists, unlike
hurricanes, according to this argument, intentionally seek to thwart prediction. They
exploit the element of surprise not only to avoid capture but also to maximize the
destabilizing effect of their attacks.

Although this is a difference between terrorist attacks and natural disasters, it
may not be an important one for our purposes. There is no reason to expect that the
presence of intentional human agents makes the risk inherently impossible to
calculate. Many insurance policies cover risks associated with intentionally caused
harms, and this does not typically present a problem, so long as the intentional harm
is not caused by the insureds themselves. Large, sophisticated insurers can reduce the
initial uncertainty associated with terrorism risks by employing terrorism experts,
mathematicians, and game theorists to construct models that reduce terrorism risks to
something that is calculable.®® Competition among insurers would then drive

7 Jeffrey R. Brown, Randall S. Kroszner, Brian H. Jenn, Federal Terrorism Risk Insurance, Nat.
Tax Journal (Sep. 2002).

%8 There is some evidence that the country’s mathematicians are beginning to get involved in the
business of terrorism prediction, albeit not expressly on behalf of insurance companies.
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premiums to the correct level. To some extent, thisis aready being done. Thus, we
might be encouraged (rather than merely alarmed) when we see terrorism-insurance
premiums skyrocketing for the Golden Gate Bridge and other national landmarks;
encouraged, because the focus on these targets may mean that security will improve
through competition and government activity, and yet alarmed that these risks are not
thought to be insubstantial. *°

The case for government intervention is fueled by another difference between
terrorism and natural disasters, namely the location of expertise and information
about these risks. In the case of potentia terrorist attacks, the government has
powerful intelligence-gathering capabilities that no private insurer can muster. And
this is the sort of information that the government will not readily share with
insurance companies. Although it is easy to imagine an information-sharing
partnership between the public and private sectors with respect to natural disasters (so
that meteorological and seismological data might, for example, be exchanged), such
an arrangement is inconceivable with respect to terrorism. This difference might at
first appear to suggest a reason for government intervention in the manner of the
British system, which is to say a system in which the government is a reinsurer rather
than primary insurer.®® But the reasoning is weakened by the realization that if the
government conceals information in the interest of national security, then it is unclear
how the government will be able to use that very same information in designing and
pricing its own brand of terrorism insurance. Indeed, when the secrecy consideration
is added to the history of government-provided insurance, the emerging picture is one
in which the government does not even pretend to deploy actuarially based
premiums.®’  Observers who value the behavioral effects that market pricing can
produce will thus be slow to approve of government involvement in this arena.

On the aher hand, there are sound reasons for the government to offer
reconstruction encouragements in the post-9/11 world. It is easy to see that once
a business district is destroyed (especialy if destroyed by terrorism, domestic
riots, atrophy, or other causes that may be thought to continue or recur), there will
be adisinclination among private investors to be among the first to rebuild. Many
businesses thrive on a critical mass of activity. In these circumstances
governments can do some good by leading the way with infrastructure and even

According to an interview on National Public Radio with Stanford mathematician Kevin Devlin,
there was a recent meeting of mathematicians in Washington, D.C., to discuss just such types of
research. According to Devlin, mathematicians may be able to employ Bayseian inference
techniques to narrow down the universe of possible terrorist targets and dissster scenarios.
Interview by Scott Simon, Weekend Edition, NPR, May 18, 2002.

%9 According to one report, almost immediately after 9/11, the insurance premiums for the Golden
Gate Bridge doubled, even though policy limits were drastically cut. MSNBC, “Paying Terror’'s
Premiums,” April 29, 2002, by Jane Weaver found at http://www.msnbc.com/news/740038.asp.

0" On the British system, see Section B. The Israeli example is not a reinsurance scheme. Rather,
the coverage is provided directly, and citizens are included involuntarily. See Sommer supra note
xat

61 Gron & Sykes make asimilar point. See Gron & Sykes, supra note _, at 49.
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incentives for early rebuilding.®?> No doubt this point could be exploited by
politicians and private groups that seek specia treatment, and in a world with
flawed governments and overachieving interest groups the best policy may be to
avoid favoring some building plans over others. We will proceed, however, with
the presumption that when the destroyed area is near great ports, transportation
hubs, accumulations of human capital, and dense residentia areas, it is likely that
rebuilding is sociadly desirable, and that the private market might rationally and
strategically await government interventions to pave the way. In this context,
what appears as wninsurability may, in fact, be nothing more than a reflection of
strategic behavior emanating either from the supply side or the demand side or
both, as property insurers and real estate interests attempt to induce government
aid in their direction. Nevertheless, it is plausible that government money can be
efficiently expended to encourage the formation of a critical mass of business
activity. ©

B. The Federal Reinsurance Program

We turn next to a more careful analysis of the Terrorism Risk Insurance Act,
which again seems to be based, abeit rather loosely, on the British rather than the
Israeli model. The British Government intervened when stepped up IRA bombing
caused must reinsurers to leave the British Market in 1993. Their solution was to
form Pool Reinsurance Ltd. (“Pool Re”), a mutual reinsurance company set up by the
Association of British Insurer and the British Government. Approximately 115
insurance companies and 120 Lloyd's syndicates are members of Pool Re. The basic

%2 Thiswas the logic of the now expired Urban Property Insurance Protection and Reinsurance Act
of 1968, Federal Crime Insurance Program (FCIP), and other systems promulgated under 12
U.S.C §81749bhb, to encourage business intestment in riot areas. See Eric Neisser, Charging for
Free Speech: User Fees and Insurance in the Marketplace of Ideas, 47 Geo. L. J. 257, 303. For a
fuller discussion of these programs, seeinfra note _.

83 One obvious problem with the new federal terrorism reinsurance program as a response to the
first-mover problem, however, isthat the program seems much broader than would be necessary to
provide a subsidy for the reconstruction of privately owned buildings in New York. Rather, the
program could have been limited to reinsuring the risk of terror attacks in New York, if the
primary goal were to provide a reconstruction subsidy (rather than a construction subsidy). Of
course, there is an obvious political explanation for why Congress would enact a federa
reinsurance program that would apply only to one state, when there is at least a plausible case the
terrorists will strike next someplace other than New York. Such an ex ante program, by its nature,
will amost have to be made generally applicable to be politically feasible, sense all voting
jurisdictions can imagine themselves (rightly or wrongly) needing such a subsidy. This
observation is entirely consistent, however, with the provision of ex post relief that is directed at
New York only. There the understanding is that, if other states suffer a terrorist attack, they will
receive similar relief.
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scheme is that Pool Re provides insurance coverage above the first £100,000 of
damage, which is expected to be covered by companies applying to Pool Re for
reinsurance. Companies who wish to purchase Pool Re Coverage must do so for all
their properties, thus avoiding potential adverse selection. Funds for Pool Re are
collected not only from plicy premiums, but from a 3% levy on all household and
motor vehicle policies written in Great Britain. |If Pool Re has to pay out claims that
exceed its premiums paid, there is a “call” on all members to pay an additional
equaling 10% of the of the funds in the pool. Any amount beyond thisis paid by the
British Government.®*

The U.S. system is somewhat different from its British forbear. As noted,
under the federal terrorism reinsurance program adopted in 2002, the federa
government will, for a three-year trial period, cover 90% property-casualty insurers
terrorismrelated losses that exceed $10 billion (with the floor rising to $15 billion
over the three-year period). During this period, there will be a cap on the
government’s terrorism reinsurance d $100 billion. Under this program, insurance
companies would be expected to pay off “smaller” claims up to specified fractions of
their collected premiums. Specifically, for losses resulting from “terrorist acts,”
private insurers will pay an initial deductible equal to a percentage of their earned
premiums.®® For losses above the deductible, the government would again cover 90%
of the losses, with the insurance companies — and their policyholders — bearing the
10% co-payment.®® The program also requires all property-casualty insurers doing
business in the U.S. to “make available’ in their policies terrorism coverage on
roughly the same terms, amounts, and coverage limitations as are applied to their
non-terrorism coverage, athough the price of that coverage remains an open
question.®” At the same time, however, individual insurance purchasers can decline

64 See William B. Bice, British Government Reinsurance and Acts of Terrorism: The Problems of
Pool Re, 15 U Pa JInt Bus 441, 441 (1994) (“ The British government has agreed to become the
"reinsurer of last resort” for losses caused by terrorism on the British mainland”).

55 One percent for 2002, 7% for 2003, 10% for 2004, and 15% for 2005. Terrorism Insurance Act,
supra note__, at sec. 102(7).

% |d. at sec. 103(e). If, for a particular terrorist attack, the sum of the deductibles and copayments
made by private insurers is less than $10 billion, then the federal government will essentially tax
the insurers the difference. As aresult, the insurance industry will inevitably be on the hook for
the first $10 billion. That is what is meant by the term “Insurance Marketplace Aggregate
Retention Amount” in sec. 103(e) of the Act. This retention amount rises to $15 hillion over three
years. Between this (rising) floor and the $100 billion ceiling, the federal government (and federal
taxpayers) will act as terrorism reinsurers of last resort. Above the $100 billion cap, presumably
the risks fall again to the private reinsurance market, although the possibility of ex post
government relief cannot be eliminated. For an explanation of the Act, see the Insurance
Information Institute summary at http://www.iii.org/media/hottopics/hot/terrorismact/.

57 specifically, the Act provides that insurer “shall make available, in all of its property and
casualty insurance policies, coverage for insured losses; and ...shall make available property and
casualty insurance coverage for insured losses that does not differ materially from the terms,
amounts, and other coverage limitations applicable to losses arising from events other than acts of
terrorism.” Id. at sec. 103(c). The price will be a function of (a) the actuarial market pricing for
that portion of the coverage that will not be federally reinsured (though it might be privately
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to purchase the terrorism coverage if they so choose. Insurance is thus available
because its offer is mandated, but the purchase of coverage is not required or
guaranteed.® The funding for the terrorism reinsurance is expected to come from
premiums or surcharges imposed (and determined) by the Secretary of Treasury on
property-casualty insurers.

As suggested in the previous section, a good case can be made for the
proposition that this legislation was unnecessary (certainly in the long run as new
capital enters the terrorism insurance market), except perhaps as a further
construction subsidy for lower M anhattan. % Advocates of free markets, for
example, will complain that government insurance generally tends to be inefficient.
And athough last-resort coverage leaves more space for the private marketplace, it
nevertheless intervenes where free market proponents will think intervention unwise
or even nost unwise. Thus, although the British approach of last-resort reinsurance
may be superior to the Israeli approach of occupying the entire market, either
approach is unwelcome from the perspective of many observers. In contrast,
advocates of a government-centered scheme begin with the idea that it is the
government’s role to protect citizens against external attacks and to ease the burdens
such attacks create, and they then move quickly to the view that the British approach
does not go far enough because war and terrorism ought entirely to be the
responsibility of the government.

There are other reasons to criticize a reinsurer-of - last-resort type of subsidy,
even if one takes some market-based intervention as a given. First, for the regime is
to have its desired effect (of encouraging the purchase of commercially provided
terrorism coverage), it must involve a real subsidy — and that means a substantial
cross-subsidy to those regions of the country that are the most likely terrorism targets
(such as Washington and New Y ork) from the rest of the country. It is not enough to
require insurers to make coverage “available.” If the price insurers end up charging
is not meaningfully reduced — via subsidy — from what those premiums were pre-
9/11, terrorism risks will remain “uninsurable,” at least as uninsurable as they were
before the new law. Hence, the subsidy must be real. But the Act, as we have seen,
leaves open the amount and nature of the subsidy; the Treasury Secretary’s
discretion isacritical feature of the scheme. **

reinsured) and (b) the prices that the Treasury Secretary ultimately decides to charge for the
federal reinsurance.

8 All terrorism exclusions in property-casualty policies in effect on the date of the act were
expressly nullified, but, according to the Act, could be reinstated if the insurer receives a written
statement from the insured authorizing reinstatement or if the insured fails to pay the increased
premiums. 1d. at sec. 105.

89 Again, anarrowly tailored construction subsidy might have limited the application of the Act to
insurance in New Y ork state, but such an outcome seems politically unlikely.

"® Gron & Syes, supra note _, at 51.

1 Even after the enactment of the federal terrorism insurance regime, there is some evidence that,
in the areas that are considered the most likely targets for terrorist attack, rates for terrorism risk
have yet to come down. See, e.g., Spencer S. Hsu, D. C. Disputes Insurance Study Raising Rates
for Terrorism, Washington Post, January 7, 2003 (District of Columbia insurance commissioner
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A second internal criticism of the legislation focuses on the fact that it does
not require the purchase of terrorism insurance. The law’s noncompulsory character
leaves open the possibility that insureds may opt not to buy coverage — or to buy
relatively little coverage — in the hope of receiving ex post government relief upon the
occurrence of another terrorism disaster. The pattern might follow that of flood
insurance where we have found an optional scheme, succeeded by semi-mandatory
and subsidized insurance, with large numbers of nonsubscribers who then appeal for
relief in the event of disaster.

That the new Act requires insurers to make terrorism coverage “available,”
but does not make terrorism coverage compulsory, may also contribute to a particular
sort of political economy, or externality, problem. Recall that the general power to
regulate insurance rates lies with state insurance commissioners; there is no genera
federal regulation of insurance rates. The Terrorism Insurance Act leaves this
unchanged, even for terrorism risks, except that the Treasury Secretary is empowered
to set the reinsurance premiums that property-casualty insurers must pay if they wish
to receive federal terrorism reinsurance. Thus, if insurers seek large increases for
terrorism rates in such high-terror-risk jurisdictions as the District of Columbia and
New Y ork, the insurance regulators can refuse to authorize the increases and, because
of the new law, the insurers will still have to offer terrorism coverage in that
jurisdiction, unless they decide to withdraw from the market entirely. In a small
jurisdiction, such as D.C., we might expect consumers to receive a major Cross-
subsidy from policyholders in the rest of the country. In larger markets (defined by
single regulatory schemes), such as New York or California, there would be some
intrastate cross-subsidization as well.

In this manner a sufficiently generous subsidy may induce some insureds,
who otherwise would not have purchased terrorism insurance, to do so, while
others may decide to opt out of such coverage (and to allow insurers to insert
exclusions) because of their assessment that federal relief would be forthcoming
in the event of a disaster.” This, in turn, might lead to more uninsured property
owners, which then inevitably creates pressure to provide ex post relief as the
victims in those gaps become apparent. It is thus easy to see an argument as to
why Congress should have taken the further step of actually requiring insurance
policies to include terrorism coverage (or forbidding them to include terrorism
exclusions). Such an outcome, however, was not to be expected. Compulsory

says D.C. will reject large rate increases for terrorism insurance in D.C. recommended by
insurance industry ratemaking bureau).

” According to news reports, the D.C. insurance commissioner seems to be taking precisely this
ag)proach. Id.

S Given that federal relief for disaster-related property losses generally are quite meager
(involving mostly loans with small outright grants in some cases), opting out of private insurance
in anticipation of government relief may seem irrational. However, given the high price of private
disaster insurance, and given the persistent form of the this-will-never-happen-to me optimism that
seems to afflict many property insurance purchasers, decisions to opt out of disaster insurance
coverage are quite common.
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insurance, though not uncommon at the state level (for example, for auto liability
coverage) is quite rare at the federal level. Even the National Flood Insurance
Program, with respect to which there is afairly strong argument for a compul sory
insurance regime, is only semi-compulsory” — and many people who should
purchase the coverage till do not.”™ Moreover, to make the purchase of terrorism
coverage compulsory under federal law for al property owners would have
required the enactment of explicit subsidies to fund the purchase of terrorism
coverage in the most high risk areas. In contrast, and as we have seen, the
approach chosen by the Act produces more hidden, but perhaps no less
substantial, cross-subsidies. Finaly, note that federally mandated coverage may
also have thrust federal regulatorsinto the role of setting primary-level insurance
premiums, and this role has traditionally been left to insurers and to state
regulators.

C. How Will the Federal Reinsurance Program Affect the Potential Shift from
Episodic Relief to Routinized Gover nment Compensation?

It bears restatement that the new federal legislation deals entirely with
property losses, and not with personal injury and death — which generate the most ex
post sympathy, especially where uninsured breadwinners are concerned. It follows,
that even if a federal reinsurance regime would be a good idea for property losses (a
claim about which we are skeptical), it would be amost unthinkable for losses of life
and limb, in the sense that the adoption of a government-as-reinsurer model, again

" The purchase of flood insurance since 1994 has been made mandatory in only a limited sense.
Thus, federally subsidized mortgages are available only to those with flood insurance. Moreover,
all private mortgage lenders are now “required” to insist on a showing of flood insurance not only
at the time a mortgage loan is issued, but also during the life of the loan. And finally, for those
property owners seeking relief aid (SBA loans or FEMA grants) following a flood and who have
not purchased flood insurance, the relief aid is made contingent on the purchase and future
maintenance of flood insurance; what’'s more, for those who fail to buy flood insurance at that
point, al future flood relief aid is prohibited. See generally Pasterick, supra note 48, at 153; and
FEMA, Mandatory Purchase of Flood Insurance Guidelines, p.4 (1999), found at
http://www.fema.gov/nfip/mandpurl.pdf. On the other hand, there are no federal fines imposed
on homeowners who fail to purchase flood insurance, as might exist under a serious (though
unlikely) compulsory insurance regime.

> Before the changes to the NFIP in 1994, there were studies indicating that under 20 percent of
individuals living in floodplain areas and who were supposed to have flood insurance actually
purchased such insurance. FEMA, Mandatory Purchase of Flood Insurance Guidelines, p.2. One
would expect compliance to have increased since the 1994 amendments to the program, which
introduced, for example, the requirement that lenders insist on flood coverage throughout the life
of mortgage loans. And it may have; however, it is generally believed that there is still

significance underinsurance for flood risks.
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absent a compulsory insurance provision, would not likely reduce the need and
demand for ex post relief along the lines of the 9/11 Fund.

The new legidation, it will be recaled, takes the form of a three-year
experiment, and the question of episodic versus permanent relief draws attention to
what we might expect in a few years. It is surely the case that the adoption of a
permanent regime of routinized relief for terrorismrelated losses will become much
more likely if terrorist attacks in this country become a familiar, if horrible part of the
landscape. In a world where attacks averaged one or two per year, for example, a
permanent regime alongside occasional (extra) episodic relief seems likely. The
permanent regime would not eliminate episodic relief, but it would likely reduce the
size and extent of such relief. The combined outcome may be an overall reduction of
total payouts to victims.”® That outcome may be perceived by sophisticated or frugal
voters as a good thing, and the overall savings may even be communicated to voters
a large. To the extent that these voters and taxpayers see themselves as potential
victims of terrorism — but also as the group that bears the burden of payouts — they
may appreciate the regime as one which deflects the sympathy factor and avoids
double compensation and so forth. With perfect private insurance markets in place,
taxpayers might well prefer no relief at all, because each taxpayer could exercise
choice in the marketplace. But in aworld in which disasters beget sympathy and then
episodic relief, taxpayers might recognize that some relief is likely, and therefore they
might prefer a system with routinized relief in order to minimize the add-on
sympathy factor.

If taxpayers and potential victims are overlapping but not identical groups,
perhaps because some regions are thought to be primary terrorist targets, the rational
actor and political pictures are fuzzier. Those who live in highrisk areas might
prefer to rely on episodic relief, as they count on ex post sympathy to maximize their
recoveries. The majority of citizens might oppose this plan, but they are too poorly
organized to precommit the country to a system with no ex post episodic relief,
though they may be able to organize sufficiently to push for routinized relief — with
the expectation that episodic relief will be rare once the basic relief package is in
place. At the same time, even citizens in high-risk areas will recognize that moderate
attacks may not yield ex post relief. The victims of the first World Trade Center
bombing may yet get some compensation for their losses, but they have gone many
yearswith no relief. These victims or families may turn out to be worse off than they
would have been with a regime of permanent compensation. But if they come to be
included in a relief package, or had they been included in the 9/11 Fund as they
amost were, they will be better off. In sum, citizens as a whole may favor routinized
relief; some because the overall payouts will be lower once sympathy can be reduces,

"8 The other potential benefit of moving from a system of purely episodic relief to a system of
permanent routinized compensation (or, more likely, to a blended system) is that if legislation is
drafted with no specific victims in view, it is possible that precautions against fraud and other
problems are easier to set in place.

http://repository.law.umich.edu/law_econ_archive/art14
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and others because they prefer routinization in order to ensure coverage in the event
of unspectacular losses.

Long delays can also contribute to the uncertainty of relief. Consider the
episodic relief that eventually came to Japanese-Americans who were interned during
World War Il. These reparative payments came only after many years, and only
when the class of surviving and sympathetic internees was on the verge of
disappearance because of natural deaths. The precipitating event seemed to be the
age of these survivors or the geographical loyalty or political inclinations of the
sitting President rather than the spread of news about the suffering of this class.
Moreover, other tragedies and wrongs have of course yielded no relief. In short,
generous ex-post, sympathy-enhanced benefits may come at the price of substantial
uncertainty and even delay. At some point the delay makes the payments symbolic
and political, rather than compensatory or influential, because expected charges are
too far off to influence the behavior of any political or other actor.

Much of this will seem familiar to readers who have thought about relief and
reparative programs, and so it may be useful to stress that a remarkable thing about
the 9/11 Fund is that it offers generous payouts even though most of the persons who
were killed could have been expected to carry life insurance, payable even for deaths
caused by terrorism. We have already suggested that the destruction of so much un-
or underinsured property, along with the desire to insula