


















































INTRODUCTION

and could easily expand to levels matching Bundesbank holdings (3,400
tonnes). The production of gold has failed to rally with the price. South
African output has slumped while China, Australia, and other African
countries have been producing more, but total output has been static.
There are three factors that will determine the intermediate-term outlook
for the gold price. The first will be how long central banks restrain interest
rates to promote economic recovery. Low interest rates have traditionally
been positive for gold. The second factor will be investor confidence in the
dollar. Investors will be very concerned about how the United States re-
solves the problem of its fiscal deficits and how the Fed conducts monetary
policy. The third factor will be Chinese demand for gold. Chinese private
demand for gold has been steadily increasing, and the central bank could
make purchases to diversify its large foreign exchange reserves. During
the early years of the twentieth century, the United States signaled its rise
as a great economic power by accumulating larger gold reserves than
Europe. China could now do the same.

Albert Bressand believes that 2009 was the year in which the “peak o1l”
theory of finite reserves proved to be untrue. Oil reserves expanded after a
long period of decline, and there was a sharp increase in estimates of natu-
ral gas reserves because of new developments in utilizing shale gas. Bres-
sand suggests that Brazil could be producing 5.7 million barrels per day
in 2020, and there are major new oil discoveries occurring in West Africa
and Central Africa. Ghana became an o1l producer in 2010. Uganda will
soon follow. Bressand also believes that Iraq could triple or quadruple its
oil production. The oil-producing countries are very concerned about ef-
forts to reduce climate change, but they took comfort from the fact that
the Copenhagen summit failed to produce any clear agreements. The In-
ternational Energy Agency (IEA) estimates that even if the world can
agree to hold the CO, levels in the atmosphere below 450 parts per mil-
lion of CO,-equivalent, hydrocarbons will retain a 68 percent share of
global energy consumption, and the oil price in 2030 will be $90 per bar-
rel. Bressand notes that the world will have to spend $26 trillion on energy
investment over the next twenty years to increase oil output. In 2009,
investment fell to $4.42 billion from $524 billion in 2008. Bressand expects
that investment will continue to occur over the next twenty years because
there are no practical alternatives to our current heavy dependence on
hydrocarbons. He expects the 2010 Gulf of Mexico oil spill to produce
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demands for more environmental protection in Europe and North Amer-
ica, but he does not believe that developing countries will be as restrictive.
Libya, for example, will continue to drill in the Mediterranean Sea. There
will also be more demand to restrict shale gas development in the north-
eastern United States because of concerns about groundwater pollution.
The United States has been able to significantly expand its gas reserves
since 2006 because of shale gas development, so it would be unfortunate
if the new restrictions go too far.

Narimon Safavi reviews the open-ended political situation in Iran. He
believes that Iran is creating a civil society that will ultimately have the
potential to change the country’s direction. He notes that Iran has had
three major revolutions over the past one hundred years, the third of which
led to the establishment of the Islamic Republic in 1979. The 2009 elec-
tion was another opportunity to promote change, but it was held in check
by authorities. Safavi believes that Iran is now controlled by an industrial-
militia complex that is led by the Revolutionary Guard. This group rigged
the 2009 election to consolidate its hold on power, but it is now vulnera-
ble to divisions among the elite. Safavi examines recent conflicts over
control of Azad University and the inability of either faction in the con-
flict to achieve its goal. Safavi believes that the pro-reform forces will
ultimately prevail because only they can deliver an effective, competent
government, but it will be a long struggle.

Brian Fisher and Anna Matysek review the climate change issue and its
implications for public policy. They note that 183 countries and the Euro-
pean Union have ratified the Kyoto Protocol for regulating carbon emis-
sions. The European Union is now going beyond the Kyoto Protocol by
proposing to reduce carbon emissions by 30 percent (rather than 20 per-
cent) from 1990 levels by 2020. The United Kingdom has also announced
a 26—32 percent reduction from 1990 levels by 2020 and a 60 percent re-
duction by 2050. The United States did not sign the Kyoto Protocol, and
while the Obama administration sought to implement a cap-and-trade
system for carbon emissions and the House approved such a plan, the
Senate avoided ratifying it because of concern among coal-burning states
about the economic consequences. China has offered to promote more
energy-efficient technologies, but it has been reluctant to accept a target
for carbon emissions reductions on the grounds that it is still a developing
country. Fisher and Matysek are pessimistic that the current negotiations
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will be effective in curtailing carbon emissions. They believe that the
global average temperature could rise by three degrees Celsius over the
next one hundred years, and that the world will have to adapt to a signifi-
cant amount of climate change.

Tim Congdon focuses on bank regulation. He does not believe that
inadequate US bank capital played a role in causing the recent financial
crisis. He notes that leading US banks entered the crisis with the highest
capital ratios in several years. He fears that attempts to impose higher
capital ratios will depress credit and money growth. He also warns that
financial activity could shift from areas with excessive regulation to areas
that are more lightly regulated. As China has an immense pool of excess
savings, he believes that Shanghai is a strong contender to emerge as a
global financial center. Congdon wants the major central banks to take
stronger actions to promote money growth and a recovery of asset prices
in order to strengthen bank capital. He does not want the banks to im-
prove their capital ratios by shrinking their balance sheets. He believes
that such actions will only impede the recovery of the global economy and
set the stage for more capital erosion through loan losses.

Andrew Sheng offers the case for a Tobin tax to finance global public
goods. He reviews the origin of the idea in the 1970s and the recent pro-
posal of it by Lord Adair Turner of the Financial Services Authority in Lon-
don. Sheng says that the world is caught in a collective action trap that
encourages a race to the bottom for financial regulation and taxation. He
believes that a Tobin tax offers many advantages, including money to finance
global public goods, increased data availability on financial transactions, and
a tax on bank profits to reduce the bonuses that encourage speculative activ-
ity. Sheng estimates that the global value of foreign exchange turnover is
$800 trillion and that the value of stock market trading is $1o1 trillion. If we
were to apply a 0.005 percent tax on financial transactions, the tax would
produce $45 billion of revenue. The essential prerequisite for such a tax is
that all G-20 countries agree to apply the same tax, so as to discourage
countries from pursuing financial services business by avoiding the tax.

Jack Mintz reviews the outlook for future tax policy in the wake of the
global recession and large increases in the fiscal deficits of many countries.
He notes that the IMF is forecasting that public debt will expand to
85 percent of global GDP from 62 percent before the financial crisis. The
old industrial countries are experiencing the largest deficits. The emerging
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market countries, by contrast, are expected to record a modest decline in
their debt burdens over the next five years. Aging populations in the devel-
oped countries will only exacerbate these problems. He thinks that competi-
tive factors will force countries to rely more heavily on consumption-related
taxes. The most popular consumption tax in the world today is the value-
added tax, which the United States is unique in not having. He also
thinks that some countries will rely on excise taxes or higher user fees for
public services.

Michael Lewis analyzes the impact of the Dodd-Frank Wall Street
Reform and Consumer Protection Act on the economy. He believes that
the new law will have a modestly contractionary effect by depressing
bank profits and imposing more regulatory barriers on consumer lending.
He also notes that the legislation failed to address the true cause of the fi-
nancial crisis—the role of Fannie Mae and Freddie Mac in providing large
amounts of subprime mortgage credit to homebuyers. Congress plans to
address the future of these agencies in 2011. The Federal Reserve has re-
ceived more power from the legislation, but there was tremendous contro-
versy in Congress about the Fed’s role in propping up troubled banks.
Lewis notes that there was also great controversy over the issue of “too
big to fail” because of Republican allegations that the new law would not
curtail bank size, but he says that the regulatory authorities now have
more power to “unwind” the positions of large entities that could pose
a systemic risk. He does not believe that the new law will prevent future
financial crises, but it will prevent a repetition of many of the factors that
led to the recent one. Banks will have to retain 5 percent of the assets they
securitize. It will be easier to sue the rating agencies. There will be greater
transparency of derivatives trading as more volume moves onto central-
1zed exchanges. The law can modify behavior, but it cannot prevent future
excesses in some asset markets.

Carole Basri examines how the recent financial crisis will affect the fu-
ture of corporate compliance. She notes that the crisis has led institutions
to reduce their headcounts in compliance and ethics departments. She
views this as a negative development because the crisis itself resulted from
a breakdown of compliance and ethics at leading banks and brokerage
houses. She believes that governments will have a critical role to play
in promoting improved corporate governance. She also believes that the
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public can play an important role by creating more ethics and compliance
programs in business schools, law schools, and other institutions. The US
government itself has been less effective at prosecuting the financial crim-
inals in the recent crisis than it was in the past. The US government will
have to strengthen the law enforcement process in order to promote more
respect for the law among senior bankers.

Thierry Malleret examines the process of investment decision-making.
He suggests that many people did not foresee the recent financial crisis
because they did not want to see it. He believes that human beings find it
difficult to make rational choices and are instead influenced by emotions,
beliefs, and feelings. He also believes that the big winner from the crisis
will be neuroeconomics. Malleret reviews studies that suggest that we
suffer from “bounded rationality” and that we have clear limits on our
capacity to digest large amounts of information. Our language also makes
it difficult to describe complex, nonlinear systems. Instead, we try to over-
simplify and are subject to herd behavior. Malleret states that investment
firms do not employ neuroeconomists because they do not help people
make good decisions. They instead help people to avoid bad decisions.
Most investors are confident that they do not need the advice offered by
neuroeconomists, but Malleret thinks that one of the legacies of the re-
cent crisis could be a greater willingness to listen to them.

Mark Roeder analyzes the role of information in the modern economy.
Roeder notes that the spread of the Internet has changed how people ab-
sorb and use information. He quotes Nicholas Carr, who asserts that the
Internet 1s impeding people’s ability to concentrate and contemplate. He
believes that technology is encouraging us to be shallow and never dwell
on one subject for long. The Internet can also cause us to become exces-
sively narrow because we can choose to see only the information we want
to see, whereas an ordinary newspaper could expose us to many topics.
Roeder also notes that brain imaging technology has indicated that the
Internet activates reward pathways that have been linked to addiction.
He believes that we have entered a period of diminishing returns in which
we have greatly increasing access to information but inadequate under-
standing of how to use it.

These chapters reflect a diverse set of views on both important macro-
economic and microeconomic questions. They have a generally positive
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bias toward the global economic outlook at the end of 2010, with caveats
about monetary policy. They cover a diverse mixture of microeconomic
questions ranging from the future of oil supply to the challenges posed by
climate change. The goal is to provide the reader with concise views about
challenges that people will confront in the financial service sector over the
next few years. There is no way to predict precisely what will come next,
but the issues reviewed in this compendium will play a major role in shap-
ing the future.





