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Paulson in India
Defends Hedge Funds
by Ramtanu Maitra

Representing an economically weakening United States, 
Treasury Secretary Henry Paulson arrived in New Delhi on 
Oct. 29, on his first official visit to India. Upon his arrival, he 
called for India to open its economy further to international 
investors, and said that recent moves to limit capital inflows 
could hurt competitiveness.

Paulson’s visit to India was designed to nudge New Delhi 
to carry out more economic and labor “reforms,” and to inte-
grate India’s regulated financial sector with the globalized 
free market system. As a part of the deal, Paulson also made 
a pitch urging the Indians to help complete the Doha Round 
of negotiations to usher in the World Trade Organization’s  
globalization and economic liberalization plans. But Paul-
son’s push to defend his Wall Street investor friends was too 
much even for some of the best friends of the Bush Adminis-
tration in the present Manmohan Singh-led government.

The reason is the following. Near the end of October, the 
Securities and Exchange Board of India (SEBI) proposed a 
ban on the issuance of participatory notes, causing a 1,700 
point one-day plunge of the Bombay 
Stock Exchange’s (BSE’s) benchmark 
Sensex index. Unregistered foreign in-
vestors will need to wind up positions 
through participatory notes over the next 
18 months, SEBI chairman M. Damoda-
ran said. SEBI measures followed the 
sharp rise in the flow of foreign capital 
from unregistered hedge fund and deriva-
tive operators into the BSE, which fueled 
a dramatic rise in domestic stock prices, 
analysts said.

Participatory notes (P-notes) are part 
of relaxed restrictions on foreign invest-
ment in India, providing overseas inves-
tors who are not registered with SEBI 
with a way to invest in Indian securities. 
Foreign institutional investors autho-
rized to trade in India, and Indian bro-
kerages will buy Indian securities and 
sell participatory notes based on them to 
foreign investors. SEBI was aware that 
P-notes were being used by offshore 
hedge funds to park liquidity in the Indi-
an stock exchanges, to make a quick 
profit, and that they had sufficient lever-
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age to destabilize the market.
As an Indian financial commentator pointed out, the big-

gest beneficiaries of P-notes are foreign banks and intermedi-
aries who earn hefty fees for channeling this money through 
appropriate vehicles while concealing true ownership. Hedge 
funds are unregulated in most markets, completely non-trans-
parent about their investors as well as their fee structure, and 
many of them have questionable investment practices. “Giv-
ing them a free run of our market mocks domestic investors 
who have to adhere to strict disclosure norms and know-your-
customer rules,” she said.

Referring to the 1997 Asian market collapse, when the 
well-protected Indian market was lauded by Asian nations for 
being the “island of stability, Dr. Y.V. Reddy, governor of the 
Reserve Bank of India (RBI), India’s central bank, told the In-
dian daily Business Line, on Oct. 30, that “after ten years, if 
similar global turbulence happens, our objective is to ensure 
that India will be an island of stability.” He said this after an-
nouncing the mid-term review of Monetary Policy, which had 
“liquidity management” as its main thrust.

What Paulson Did Not Like
“We do not know what will happen globally, but there are 

strange things that are happening globally, unusual things. 
How it will affect us, we don’t know. It will have less impact 
than on most other countries. But if it is such an unprecedent-
ed global shock, the policy has to be all placed together and 
we should be in readiness,” Dr. Reddy said.
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The Lessons of 1923
by Helga Zepp-LaRouche

Mrs. LaRouche is chairwoman of the Civil Rights Solidarity 
Movement (BüSo) in Germany. This article was translated 
from German.

Most retirees, Hartz IV� recipients, and other low-income 
families have known it for a long time: For them, the inflation 
rate is much higher than the official rate of a little over 2%. So 
these population groups, which constitute nearly two thirds of 
the total population in Germany—56.6% of households, or 
about 46 million people—make at most 150 euros per month 
more than the fixed costs of living; they seldom buy products 
that have become cheaper, and figure into the average infla-
tion rate, such as computers, cell phones, or trips abroad. Most 
of their income goes for products that have become much 
more expensive.

With slight adjustments, the recently announced figures 
from the Statistical Office in France (INSEE) apply to Ger-
many as well: In September, the price of grains exploded by 
20.5%; the price of soft wheat doubled within a year, and rose 
in September alone by 23.2%. Soy, which among other things 
is used for animal fodder, rose by 24.7%; beef by 12%; poul-
try by 14%; fruit by 23.7%; and milk products are expected to 
rise by about 20%. In addition, the prices of gasoline, heating 
oil, and natural gas have risen by 13-16%, and a 10% price 
rise for electricity in January has already been announced. If 
we include the price increases for raw materials and crude 
oil—which is now over $90 per barrel—for industrial produc-
tion, and which eventually affects consumer prices, then it 
becomes clear that we are already in the middle of a hyperin-
flationary trend.

Financial insiders estimate that in the last three months 
alone, as a result of the “reverse leverage” caused by the col-
lapse of the U.S. mortgage market (losses with borrowed 
money), there was some $2.4 trillion in losses of unsellable 
financial securities. The investment banks are having the 
greatest difficulty in admitting their losses; the third largest 
U.S. bank, Merrill Lynch, has only hesitantly admitted to pre-
liminary losses of $8 billion, while Citigroup, through the cre-
ation of the MLEC “Superfund” (Master Liquidity Enhance-
ment Conduit), is trying to shift the damage to credulous and 

�.  The Hartz IV legislation, introduced by the Social Democratic Party-led 
government in 2004, drastically reduced payments to the long-term unem-
ployed, while forcing them to take any job available, even if their profes-
sional qualifications far exceeded it. The BüSo waged a campaign against the 
law throughout 2004, calling instead for the creation of 8 million new, pro-
ductive jobs.
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What Reddy was referring to as “strange things,” is the 
new injection of liquidity engineered by the U.S. Federal Re-
serve, the European Central Bank, and the Bank of England. 
The yet-to-be-unfolded implications of the U.S. subprime 
mortgage crisis and its supposed antidote—injection of li-
quidity for a longer period than usual—have forced the RBI to 
adopt measures which could help protect domestic investors 
by slowing down the inflow of dirty money.

RBI’s concern rose from the fact that the portfolio flow, 
according to the bank’s July 31 credit policy announcement, 
amounted to $8.4 billion during 2007-08, up to July 13, while 
gross Foreign Direct Investment (FDI) inflows during April 
2007 were placed at $1.6 billion against $0.7 billion a year 
ago. This does not include external commercial borrowings.

“These pools of capital, which are private, often opaque, 
highly leveraged, and largely unregulated, have the potential 
for heightening risk to the domestic financial system,” the 
RBI said in its bi-annual review of monetary policy.

But Paulson will have none of it. Accompanied by Indian 
Finance Minister Palaniappan Chidambaram, a Harvard-
trained darling of Wall Street because of his unmitigated com-
mitment to free market economy,   former Goldman Sachs 
chief executive Paulson told the Indian CEOs, at a conference 
in Mumbai: “Administrative restrictions of capital flows are 
blunt instruments and can have unintended consequences. 
They tend to inhibit efficiency and lose their effectiveness 
over time.”

Another Cruel Joke
What is particularly ironic, in light of the collapsing dol-

lar, bottomless U.S. debt, hundreds of billions of dollars in 
trade deficit every year, and a huge liquidity crunch hanging 
over the U.S. economy like the sword of Damocles, is the 
groveling  before Paulson by Chidambaram and the Indian in-
dustrialists, begging for U.S. investment in India’s ramshack-
le infrastructure.

One of the items addressed at the conference attended by 
Paulson and his team—which included William B. Harrison, 
former chairman and CEO of JPMorgan Chase; Emil Henry, 
managing director of Lehman Brothers; and Tracy Wolsten-
croft, managing director and head of global infrastructure 
and municipal finance at Goldman Sachs—was how to in-
crease investment in India’s infrastructure, such as roads, 
ports, and power, for which the Indian government report-
edly estimates it will need close to $500 billion over the next 
five years.

Chidambaram said India needed to change the rules on 
investments by pension funds and insurance funds, so they 
could be used to fund infrastructure growth. Paulson piped 
up: To attract international investors to sectors like infrastruc-
ture, India needs to develop transparent systems run by inde-
pendent regulators. The country also needs a stronger legal 
system, so that investors have the assurance that their con-
tracts will be enforced, he told reporters.




