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	Horst Köhler, who has just resigned as managing director of the International Monetary Fund, said he had agreed to be a candidate for the office of German president "with a laughing and a crying eye". Many will share these feelings. The manner of Mr Köhler's departure was as absurd and outrageous as that of his arrival. That matters because the institution remains of great importance.

In 2000, Gerhard Schröder, the German chancellor, waged a ferocious campaign to place a German national at the head of the IMF. Defeated by a US veto in his attempt to appoint Caio Koch-Weser, state secretary in the finance ministry, Mr Schröder turned to Mr Köhler, then head of the European Bank for Reconstruction and Development. The chancellor's political opponents have turned that victory into a defeat by nominating Mr Köhler for the ceremonial position of president. Germany was as insensitive in its government's insistence that a German must head the IMF as it is now parochial in its decision to remove him.

Mr Köhler did his best as managing director. But everybody knew he was nobody's first choice. His successor needs the authority that can come only from a more open and transparent selection procedure. Unfortunately, that will not happen. The appointment seems unlikely to be quite as controversial as that of four years ago. But it will be the outcome of squalid horse-trading within the European Union, that self-proclaimed bastion of idealistic multilateralism. It should go without saying - but apparently does not - that this method of selecting the IMF's head is grotesque for an institution whose board prates about improved governance everywhere else.

Yet by far the most important reason for selecting the best possible leader is that he (or she) has a great deal to do. There are, I suggest, three priorities.
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First, the institution needs to reconsider the extent to which it has become engaged in long-term lending to the world's poorest countries. While it has a significant role as an adviser on macroeconomic policy, I, for one, remain unpersuaded that it is appropriate for the IMF to be heavily engaged in lending for poverty alleviation via its so-called "poverty reduction and growth facility". If the World Bank cannot be trusted to deal with long-term poverty, what on earth is the point of it?

Second, the next managing director must manage the consequences of the huge exposures accumulated, under Mr Köhler, to very few borrowers (see chart). By late 2003, just three countries - Brazil, Turkey and Argentina - accounted for 72 per cent of all outstanding general credit. Total amounts outstanding to these countries are now 45.8bn Special Drawing Rights ($67.5bn), of which $28.1bn is to Brazil, $23.7bn to Turkey and $15.8bn to Argentina.

The sums outstanding to these borrowers are 21 per cent of the IMF's total resources. Mr Köhler bet the ranch. In doing so, he also made big mistakes, notably in the loans made to Argentina in 2001. Above all, the Fund is underfunded for lending on this scale. As a result, it is at the mercy of its biggest borrowers. Argentina has proved brilliant at exploiting its knowledge of the IMF's vulnerability.

Finally and most important of all, the Fund needs to display convincing leadership on the issue that remains its reason for existence: global balance of payments adjustment. At present, that adjustment is working, or rather not working, in the most peculiar way: the world economy achieves a reasonable macroeconomic balance only by driving the US into ever-increasing current account deficit. This seems perverse in itself and is in all probability unsustainable as well.

Two explanations can be found for this phenomenon, both of which fall within the IMF's purview: the chronic weakness of demand of the eurozone and Japan; and the failure of global capital markets to provide a stable flow of capital to emerging market economies. The first of these failings can be dealt with only by making IMF surveillance much more effective. That, alas, may well be impossible, since the Fund has no leverage over either of these giant economies. The second reflects something still deeper: the determination of emerging market economies to avoid the vulnerability to capital markets that has led to painful financial crises, notably those in the second half of the 1990s.
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These crises cast a long shadow. Many emerging market economies have decided to avoid substantial net inflows of capital at almost any cost. They are particularly determined to avoid net short-term indebtedness. Thus they try to sustain competitive exchange rates, run current account surpluses and recycle capital inflows into foreign exchange reserves. The direct consequence is that they have also accumulated massive foreign currency reserves: between the beginning of 1998 and November 2003, Asian countries alone increased their foreign currency reserves by $1,128bn, while the rise in the world as a whole was $1,344bn. Even without Japan, the increase in Asian reserves was $713bn, a sum that dwarfs the usable resources available from the IMF, which are now only $149bn.

This development has two consequences. The first is that investing in reserves on this scale, rather than relying on a mechanism for sharing reserves, as was intended with the creation of the IMF, is intrinsically wasteful. Yet the Fund itself is now far too small to perform that function. The second and more important consequence is that as long as so many countries remain determined to minimise indebtedness, global equilibrium is likely to impose a huge current account deficit on the US and a correspondingly explosive accumulation of short-term claims upon it.

The logical conclusion is that the IMF is too small to serve its essential purpose, even though that purpose seems to be just as important as ever. The justification for an institution able to provide credit to solvent countries when they confront liquidity crises remains strong. At the least, the behaviour of many emerging market economies suggests that they believe access to such liquidity is indeed essential. But in the absence of a sufficiently large global, or, for that matter, regional, fund they are adopting the costly practice of self-insurance instead.

Radical change is, no doubt, infeasible. But that matters. The IMF cannot now provide the needed liquidity. This does not mean it has nothing left to do. But it guarantees that the world economy does not function as well as it should. The next head of the IMF needs to be able to take intellectual leadership on this, the most pressing of all the challenges in global macroeconomics. Will he be up to the job? Somehow, I doubt it.


