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The debate about how to prevent future crises is focusing largely on improving financial sector regulation. Few new ideas have surfaced for strengthening institutional capacity to prevent macroeconomic policy faults—a key, but underappreciated cause of the current crisis. Here, politicians seem to be settling for more of the same—“firm surveillance” by the IMF. Clear thinking on a fresh start is needed.
First, some history. The international monetary order during 1945-72—the Bretton Woods System—was anchored on fixed but adjustable parities. This was essentially a rules-based arrangement: countries committed to exchange rate parities, in principle adjustable only with permission of other IMF members. No rule constrained the pursuit of macroeconomic policies that could ultimately derail parities, but IMF surveillance (annual assessments of each member’s macroeconomic policies) was meant to hold the light to unsustainable policies before they produced crisis. 

The system had basic strengths: in principle, a country’s commitment to its parity limited the intensity and duration of policies incompatible with sustaining the parity, while provision for exceptional adjustments of parities was a safety valve for countries in dire circumstances. It also had a fatal weakness: preemptive discipline for countries identified as pursuing unsustainable policies was very soft. 

The system’s collapse in 1972 reflected this weakness: from the late 1960s, expansionary policies in the United States lead to an overvaluation of the dollar, while Germany and Japan accumulated reserves on a large scale. Both, though identified as unsustainable by the IMF, persisted until they undermined the system.  

The post-Bretton Woods system abandoned rules. Instead, flexible exchange rates—initially adopted by large countries and gradually, with varying degrees of freedom, by many others—were expected to apply market pressure on countries with unsustainable policies. Also, even greater emphasis was placed on “firm surveillance” to buttress market discipline, especially when countries impeded market forces or markets were driven by herd behavior rather than evidently rational assessments.  
IMF surveillance is a discretionary business. Thus, although essential to international macroeconomic cooperation, it is inherently ill-suited to disciplining countries with bad macroeconomic policies. Given the imprecision of economics, a watertight case that a country has unsustainable policies or a wrongly valued exchange rate is nearly impossible. Also, politics often impede frank assessments (why are the 2007 and 2008 surveillance reports on China not yet issued?). And even if surveillance could produce and state unambiguous views, the system draws no lines in the sand. When governments impede the operation of market discipline, surveillance has only moral suasion to rely on.  
Thus, the post-Bretton Woods system was ill-equipped to curb recent macroeconomic imbalances stemming from reserve accumulation in emerging markets alongside private and public dissaving in several advanced countries. To the IMF’s credit, surveillance did identify the threat of global imbalances (though it got the unfolding of the crisis wrong). Surveillance was a success. But it was not firm: without procedures mandating corrective action, it was powerless to curb the shock. 
The challenge now is to build a system with disciplining procedures. Those believing that “firm surveillance” alone can prevent future crises must explain why it would work better next time. Surveillance must be accompanied by at least minimal rules to trigger action when unsustainable policies put global stability at risk.  
Several precepts should guide the design: rules, based on measurable indicators, should be parsimonious and focused on curbing policies over which market discipline is slow or autonomously hindered; responses to transgressions should be automatic, punitive, but not excessive; waivers should cover exceptional, specified circumstances.
Rules would be couched in the flexible exchange rate system. The aim would be to buttress surveillance of this system with automatic procedures to moderate government actions that significantly impede the market discipline of exchange rate changes. A rule governing large and sudden changes in official reserves is an obvious starting point. 

Such a rule would limit the pace of change in reserves. Reserves are broadly measurable; data are timely; and changes in reserves inhibit equilibrating exchange rate movements. The rule would not prevent countries from acquiring or selling reserves to reach desired reserve levels or to smooth exchange rates; it would simply limit the speed of changes. Limits could be based on a combination of countries’ own GDP (larger countries having higher limits) and global GDP (preventing the largest countries from swamping the system). Waivers would apply mainly to countries adhering to currency board rules. 
The rule should be symmetric, limiting the pace of reserve accumulation and decumulation. In current conditions, few would fault large reserve holders reducing reserves, even at a rapid pace. But building the system for the future requires addressing the risk of a large reserve holder contributing to global overheating by lowering reserves while preventing an equilibrating depreciation.  
Fashioning an automatic response to transgressions would be difficult. The most straightforward would be rising fines paid to the IMF according to the excess of the change in reserves over the limit. Jessica Einhorn (FT 1/15/09) suggests another option—invoking counterveiling duties through the WTO on exports from countries exceeding limits on reserve accumulation. This proposal targets a key complaint vis-a-vis reserve accumulators—the competitive advantage they gain. But it has drawbacks: no obvious parallel for reserve sales and the need for coordination between international organizations with different operating procedures and systemic objectives. 
There are no scientifically correct limits on the pace of reserve accumulation or criteria for waivers, so reaching agreements would be difficult. Each will involve impinging on countries’ freedom—the essence of cooperation. What recent history makes clear is that a system based solely on discretion in assessing a concept as fundamentally unmeasurable as a misaligned exchange rate has not worked and will not in the future. 
