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CHAPTER ONE

The Five Mysteries
of Capital

The key problem is to find out why that sector of society of the
past, which I would not hesitate to call capitalist, should have lived
as if in a bell jar, cut off from the rest; why was it not able to
expand and conguer the whole of society?. .. [Why was it that] a
significant rate of capital formation was possible only in certain
sectors and not in the whole market economy of the time?

—Fernand Braudel, The Wheels of Commerce

. THE HOUR OF capitalism’s greatest triumph is its hour of crisis.

The fall of the Berlin Wall ended more than a century of political
competition between capitalism and communism. Capitalism

stands alone as the only feasible way to rationally organize a mod-

" ern economy. At this moment in history, no responsible nation has

a choice. As a result, with varying degrees of enthusiasm, Third
‘World and former communist nations have balanced their budgets,
cut subsidies, welcomed foreign investment, and dropped their tar-
iff barriers.

Their efforts have been repaid with bitter disappointment.
From Russia to Venezuela, the past half-decade has been a time of
economic suffering, tumbling incomes, anxiety, and resentment;

of “starving, rioting, and looting,” in the stinging words of
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Malaysian prime minister Mahathir Mohamad. In a recent editor-
ial the New York Times said, “For much of the world, the market-
place extolled by the West in the afterglow of victory in the Cold
War has been supplanted by the cruelty of markets, wariness
toward capitalism, and dangers of instability.” The triumph of
capitalism only in the West could be a recipé for economic and
political disaster. “

For Americans enjoying both peace and prosperity, it has been
all too easy to ignore the turmoil elsewhere. How can capitalism
be in trouble when the Dow Jones Industrial average is climbing
higher than Sir Edmund Hillary? Americans look at other nations
and see progress, even if it is slow and uneven. Can’t you eat a Big
Mac in Moscow, rent a video from Blockbuster in Shanghai, and
reach the Internet in Caracas? ) ‘

Even in the United States, however, the foreboding cannot be
completely stifled. Americans see Colombia poised on the brink of
a major civil war between drug-trafficking guerrillas and repres-
sive militias, an intractable insurgency in the south of Mexico, and
an important part of Asia’s force-fed economic growth draining
away into corruption and chaos. In Latin America, sympathy for
free markets is dwindling: Support for privatization has dropped
from 46 percent of the population to 36 percent in May 2000.
Most ominously of all, in the former communist nations capital-
ism has been found wanting, and men associated with old regimes

stand poised to resume power. Some Americans sense too that one
reason for their decade-long boom is that the more precarious the
rest of the world looks, the more attractive American stocks and
bonds become as a haven for international money.
In the business community of the.West, there is a growing con-
cern that the failure of most of the rest of the world to implement

capitalism will eventually drive the rich economies into recession. .

As millions of investors have painfully learned from the evapora-
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tion of their emerging market funds, globalization is a two-wa
street: If the Third World and former communist nations canno}':
fescape the influence of the West, neither can the West disentangle
itself from them. Adverse reactions to capitalism have also begen
growing stronger within rich countries themselves. The rioting in
Seattle at the meeting of the World Trade Organization in
December 1999 and a few months later at the IMF/World Bank
mfeeting in Washington, D.C,, regardless of the diversity of the
'grle‘vances, highlighted the anger that spreading capitalism .
mspires. Many have begun recalling the economic historian Karl
Polanyi’s warnings that free markets can collide with society and
lead to fascism. Japan is struggling through its most prolonged
slump since the Great Depression. Western Europeans vote for
politicians who promise them a “third way” that rejects what a
French best-seller has labeled L’Horreur économique.

These whispers of alarm, disturbing though they are, have thus
far only prompted American and European leaders to repeat to the
rest of the world the same wearisome lectures: Stabilize your cur-
rencies, hang tough, ignore the food riots, and wait patiently for
the foreign investors to return.

. Foreign investment is, of course, a very good thing. The more of
it, the better. Stable currencies are good, too, as are free trade and
jcransparent banking practices and the privatization of state-owned
industries and every other remedy in the Western pharmacopoeia.
Yet we continually forget that global capitalism has been tried
before. In Latin America, for example, reforms directed at creating
capitalist systems have been tried at least four times since indepen-
d.ence from Spain in the 1820s, Each time, after the initial eupho-
ria, Latin Americans swung back from capitalist and market
economy policies. These remedies are clearly not enough. Indeed

they fall so far short as to be almost irrelevant. o

When these remedies fail, Westerners all too often respond not
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by questioning the adequacy of the remedies but by blaming
Third World peoples for their lack of entrepreneurlal spirit or
market orientation. If they have failed to prosper despite all the
excellent advice, it is because something ‘-is the matter with them:
They missed the Protestant Reformatlon or they are crippled by
the disabling legacy of colonial Europe, or their IQs are too low.
But the suggestion that it is culture that explains the success of
such diverse places as Japan, Switzerland, and California, and cul-
ture again that explains the relative poverty of such equally
diverse places as China, Estonia, and Baja California, is worse than
inhumane; it is unconvincing. The disparity of wealth between
the West and the rest of the world is far too great to be explained
by culture alone. Most people want ‘the fruits of capital—so much
so that many, from the children of Sanchez to Khrushchev s son,
are flocking to Western nations.

The cities of the Thlrd World and the former comumunist coun-
tries are teeming with entrepreneurs You cannot walk through a
Middle Eastern market, hike up to a Latin American village, or
climb into a taxicab in Moscow without someone trying to make a
deal with you. The inhabitants of these countries possess talent,
enthusiasm, and an astonishing ability to wring a profit out of
practically nothing. They can grasp and use modern technology.
Otherwise, American businesses would not be struggling to control
the unauthorized use-of their patents abroad, nor would the U.S.
government be striving so desperately to keep modern weapons
technology out of the hands of Third World countries. Markets
are an ancient and universal tradition: Christ drove the merchants
out of the temple two thousand years ago, and Mexicans were tak-
ing their products to market long before Columbus reached
America. .

But if people 1n- countries making the transition to capitalism

are not pitiful beggars, are not helplessly trapped in obsolete ways,
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and are not the uncritical prisoners of dysfunctional cultures, what
1s it that prevents capitalism from delivering to them the same
Wealth it has delivered to the West? Why does capitalism thrive
only in the West, as if enclosed in a bell jar?

In this book I intend to demonstrate that the major stumbling
block that keeps the rest of the world from benefiting from capi-
talism is its inability to produce capital. Capital is the force that
raises the productivity of labor and creates the wealth of nations.
It i1s the lifeblood of the capitalist system, the foundation of
progress, and the one thing that the poor countries of the world
cannot seem to produce for themselves, no matter how eagerly
their people engage in all the other activities that characterize a
capitalist economy.

I will also show, with the help of facts and figures that my
research team and I have collected, block by block and farm by
farm in Asia, Africa, the Middle East, and Latin America, that
most of the poor already possess the assets they need te make a
success of capitalism. Even in the poorest countries, the poor save.
The value of savings among the poor is, in fact, immense—forty
times all the foreign aid received throughout the world since 1945.
In Egypt, for instance, the wealth that the poor have accumulated
is worth fifty-five times as much as the sum of all direct foreigrr _
investment ever recorded there, including the Suez Canal and the
Aswan Dam. In Haiti, the poorest nation in Latin America, the
total assets of the poor are more than one hundred fifty times
greater than all the foreign investment received since Haiti’s inde-

pendence from France in 1804. If the United States were to hike
its foreign-aid budget to the level recommended by the United
Nations—o.7 percent of national income—it would take the richest
country on earth more than 150 years to transfer to the world’s
poor resources equal to those they already possess.

But they hold these resources in defective forms: houses built on
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world~where two-thirds of humanity lives—is not the conse-
quence of some Western monopolistic conspiracy. It is rather that
Westerners take this mechanism so completely for granted that
they have lost all awareness of its existence. Although it is huge,
nobody sees it, includiﬁg the Americans, Europeans, and Japanese
who owe all their wealth to their ability to use it. It is an implicit
legal infrastructure hidden deep within their property systems—of
which ownership is but the tip of the iceberg. The rest of the ice-
berg is an intricate man-made process that can transform assets
and labor into capital. This process was not created from a blue-
print and is not described in a glossy brochure. Its origins are
obscure and its significance buried in the economic subconscious
of Western capitalist nations.

How could something so important have slipped our minds? It
is not uncommon for us to know kow to use things without
understanding why they work. Sailors used magnetic comipasses
long before there was a satisfactory theory of magnetism.
Animal breeders had a working knowledge of genetics long
before Gregor Mendel explained genetic principles. Even as the
West prospers from abundant capital, do people really under-
stand the origin of capital? If they don’t, there always remains
the possibility that the West might damage the source of its own
strength. Being clear about the source of capital will also pre-
pare the West to protect itself and the rest of the world as soon
as the prosperity of the moment yields to the crisis that is sure to
come. Then the question that always arises in international
crises will be heard again: Whose money will be used to solve
the problem? ‘

So far, Western countries have been happy to take their sys-
tem for producing capital entirely for granted and to leave its
history undocumented. That history must be recovered. This
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book is an effort to reopen the exploration of the source of capi-
tal and thus explain how to correct the economic failures of poor
countries. These failures have nothing to do with deficiencies in
cultural or genetic heritage. Would anyone suggest “cultural”
commonalities between Latin Americans and Russians? Yet in
the last decade, ever since both regions began to build capitalism
without capital, they have shared the same political, social, and
economic problems: glaring inequality, underground economies,
pervasive mafias, political instability, capital flight, flagrant dis-
regard for the law. These troubles did not originate in the
monasteries of the Orthodox Church or along the pathways of
the Incas.

But it is not only former communist and Third World countries
that have suffered all of these problems. The same was true of the
United States in 1783, when President George Washington com-
plained about “banditti ... skimming and disposing of the cream of
the country at the expense of the many.” These “banditti” were
squatters and small illegal entrepreneurs occupying lands they did
not own. For the next one hundred years, such squatters battled for
legal rights to their land and miners warred over their claims
because ownership laws differed from town to town and camp to
camp. Enforcing property rights created such a quagmire of social
unrest and antagonism throughout the young United States that
the Chief Justice of the Supreme Court, Joseph Story, wondered in
1820 whether lawyers would ever be able to settle them.

Do squatters, bandits, and flagrant disregard of the law sound
familiar? Americans and Europeans have been telling the other
countries of the world, “You have to be more like us.” In fact, they
are very much like the United States of a century ago when it too
was an undeveloped country. Western politicians once faced the

same dramatic challenges that leaders of the developing and for-
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mer communist countries are facing today. But their successors
have lost contact with the days when the pioneers who opened the
American West were undercapitalized because they seldom pos-
sessed title to the lands they settled and the goods they owned,
when Adam Smith did his shopping in black markets and English
street urchins plucked pennies cast by laughing tourists into the
mud banks of the Thames, when Jean-Baptiste Colbert’s tech-
nocrats executed 16,000 small entrepreneurs whose only crime was
manufacturing and importing cotton cloth in violation of France’s
industrial codes. ,

That past is many nations’ present. The VWestern nations have so
successfully integrated their poor into-their economies that they
have lost even the memory of how it was done, how the creation of
capital began back when, as the American historian Gordon Wood
has written, “something momentous was happenirig in the society
and culture that released the aspirations and energies of common
people as never before in Ame{ican history.”t The “something
momentous” was that Americans and Europeans were on the
verge of establishing widespread formal property law and invent-
ing the conversion process in that law that allowed them to create
capital. This was the moment when the West crossed the demarca-
tion line that led to successful capitalism—when it ceased being a
private club and became a popular culture, when George
Washington’s dreaded “banditti”

beloved pioneers that American culture now venerates.

were transformed into the

The paradox is as clear as 1t is unsettling: Capital, the most essen- |

tial component of Western economic advance, is the one that has |
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received the least attention. Neglect has shrouded it in mystery—in
fact, in a series of five mysteries.

The Mystery of the Missing Information

Charitable organizations have so emphasized the miseries and
helplessness of the world’s poor that no one has properly docu-
mented thiff capacity for accumulating assets. Over the past five
years, I and a hundred colleagues from six different nations have
closed our books and opened our eyes—and gone out into the
streets and countrysides of four continents to count how much the

poorest sectors of society have saved. The quantity is enormous.

But most of it is dead capital.

- The Mystery of Capital

, This is the key mystery and the centerpiece of this book. Capital is

- a subject that has fascinated thinkers for the past three centuries.
- Marx said that you needed to go beyond physics to touch “the hen

 that lays the golden eggs”; Adam Smith felt you had to create “a

 sort of waggon-way through the air” to reach that same hen. But

no one has told us where the hen hides. What is capital, how is it

i produced, and how is it related to money?

- The Mystery of Political Awareness

If there is so much dead capital in the world, and in the hands of
$0 many poor people, why haven’t governments tried to tap into
thls potential wealth? Simply because the evidence they needed
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has only become available in the past forty years as billions of peo- |
ple throughout the world have moved from life organized on a |
small scale to life on a large scale. This migration to the cities has |
rapidly divided labor and spawned in poorer countries a huge ,

industrial-commercial revolution—one that, incredibly, has been |

virtually ignored.

.

The Missing Lessons of (LS. History

What is going on in the Third World and the former communist
countries has happened before, in Europe and North America. |
Unfortunately, we have been so mesmerized by the failure of so-
many nations to make the transition to capitalism that we have
forgotten how the successful capitalist nations actually did it. For
years I visited technocrats and politicians in advanced nations,
from Alaska to Tokya, but they had no answers. It was a mystery. I
finally found the answer in their history books, the most pertinent.

example being that of US. history.

The Mystery of Legal Failure: Why Property Law Does Not Work
Outside the West

Since the nineteenth century, nations have been copying the laws
of the West to give their citizens the institutional framework toi
produce wealth. They continue to.copy such laws today, and obvi-
ously it doesn’t work. Most citizens still cannot use the law to con-
vert their savings into capital. Why this is so and what is needed to!
make the law work remains a mystery.

The solution to each of these mysteries is the subject of a chap-

ter in this book.
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The moment is ripe to solve the problem of why capitalism is
triumphant in the West and stalling practically everywhere else.
As all plausible alternatives to capitalism have now evaporated

we are finally in a position to study capital dispassionately and
carefully.




CHAPTER TWO

The Mystery
of Missing Information

Economics, over the years, has become more and more abstract
and divorced from events in the real world. Economists, by and
large, do not study the workings of the actual economic system.
They theorize about it. As Ely Devons, an English economist, once
said at a meeting, “If economists wished to study the horse, they
wouldn’t go and look at horses. They'd sit in their studies and say
to themselves, What would I do if Twere a horse?™”

—Ronald H. Coase, The Task of the Society

IMAGINE a country where nobody can identify who owns what,
addresses cannot be easily verified, people cannot be made to pay
their debts, resources cannot conveniently be turned into money,
ownership cannot be divided into shares, descriptions of assets are
not standardizé'd and cannot be easily compared, and the rules that
govern property vary from neighborhood to neighborhood or even
from street to street. You have just put yourself into the life of a
developing country or former communist nation; more precisely,
you have imagined life for 80 percent of its population, which is
marked off as sharply from its Westernized elite as black and
white South Africans were once separated by apartheid.

This 80 percent majority is not, as Westerners often imagine,

desperately impoverished. In spite of their obvious poverty, even
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those who live under the most grossly unequal regimes possess far
more than anybody has ever understood. What they possess, how-
ever, is not represented in such a way as to produce additional
value. When you step out the door of the Nile Hilton, what you are
leaving behind is not the high-technology world of fax machines
and ice makers, television and antibiotics. The people of Cairo
have access to all those things.

What you are really leaving behind is the world of legally

enforceable transactions on property rights. Mortgages and

accountable addresses to generate additional wealth are unavail- |
able even to those people in Cairo who would probably strike you
as quite rich. Outside Cairo, some of the poorest of the poor live in |
a district of old tombs called “the city of the dead.” But almost all |
of Cairo is a city of the dead—of dead capital, of assets that cannot
be used to their fullest. The institutions that give life to
capital—that allow one to secure the interests of third parties with

work and assets—do not exist here. [

To understand how this is possible, one must look to the nine- |
teenth century, when the United States was carving a society out of
its own wilderness. The United States had inherited from Britain
not only its fantastically complex land law but also a vast system of
overlapping land grants. The same acre might belong to one man
who had received it as part of a vast land grant from the British
Crown, to another who claimed to have bought it from an Indian

tribe, and to a third who had accepted it in place of salary from a |
 thousands of people were trundling down the newly built high-

state legislature—and none of the three might ever have actually
laid eyes on it. Meanwhile, the country was filling up with immi-

grants, who settled boundaries, ploughed fields, built homes, |

transferred laﬁd, and established credit long before governments
conferred on them any right to engage in these acts. Those were
the days of the pioneers and the “Wild West.” One of the reasons

- it was so wild was that those pioneers, most of them nothing but
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squatters, “insisted that their labor, not formal Ppaper titles or arbi-
trary boundary lines, gave land value and established ownership.”*
They believed that if they occupied the land and improved it with
houses and farms, it was theirs. State and federal governments
believed otherwise. Officials sent inrtroops to burn farms and
destroy buildings. Settlers fought back. When the soldiers left, the

settlers rebuilt and returned to scratching out a living. That past is
the Third World’s present.

A Surprise Revolution

Before 1950, most Third World countries were agricultural soci-
eties organized in ways that would have made-an eighteenth-cen-
tury European feel right at home. Most people worked on the land,
which was owned by a very few big landlords, some of them

. indigenous oligarchs, others colonial planters. Cities were small

and functioned as markets and ports rather than industrial centers;
?:hey were dominated by tiny mercantile elites who protected their
Interests with thick wrappings of rules and regulations.

After 1950, there began in the Third World an economic revolu-
tion similar to the social and economic disruptions in Europe in
1800. New machines were reducing the demand for rural labor just
as new medicines and public-health methods were cutting the rate

of infant mortality and extending life spans. Soon hundreds of

ways to the cities so alluringly described in the new radio programs,
The population of the cities began to rise rapidly. In China

alone, more than 100 million people have moved from the country-

side to the cities since 1979 Between 1950 and 1988, the pop-

ulation of metropolitan Port-au-Prince rose from 140,000 to

1,550,000. By 1998, it was approaching 2 million. Almost two-
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thirds of these people live in shantytowns. Experts were already in A
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To get an idea of just how difficult the migrant’s life was, my:

research team and I opened a small garment workshop on the out-

skirts of Lima, Peru. Our goal was to create a new and perfectly

legal business. The team then began filling out the forms, standing .

[REERS

in the lines, and making the bus trips into central Lima to get al .
EE

the certifications required to operate, according to the letter of thd

law, a small business in Peru. They spent six hours a day at 1t and

finally registered the business—28g days later. Although the gar

o

ment workshop was geared to operating with only one worker, the
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o . .
o'st .of legal registration was $1,231—thirty-one times the monthly
mini i iz
mum wage. To obtain legal authorization to build a house on
state-o 1 :
e .Wned land took six years and eleven months, rquliring 207
admin i in fi
'1I‘ Istrative steps in fifty-two government offices (see Figure
2.1). 1 i i "
: ). To obtain a legal title for that piece of land took 728 steps. We
a SO . .o i
. ‘found that a private bus, jitney, or taxi driver who wanted to
obtain official Tecognition 1
of his route faced tw i
1 enty-six m
e : wenty onths of
My r i h
y Tresearch team, with the help of local associates, has
re o . .
peated similar experiments in other countries. The obstacles
were no less formidable than in P
dauntin ilippines, i
) g In the Philippines, if a person has built a dwelling in a
set 1 1
tlement on either state-owned or privately owned urban land. to
?

pu‘rchase it legally he would have to form an association with hj
ne1ghbo'rs n order to qualify for a state bousing finance pro ranrlls
The fentlre process could necessitate 168 steps, mvolving fiftyihree.
public and private agencies and taking thirteen to twenty-fi
years (see Figure 2.2). And that assumes the state héusin fiianve
program has sufficient funds. If the dwelling happens togbe in -
area still considereq “agricultural,” the settler will have to cle{:rl

additional hurdles for converting that land to urban use—45 addi-

tional bureaucratic procedures before thirteen entities, addi
another two years to his quest. , e
In Egypt, the person who wants to acquire and legally register a
lot on state-owned desert land must wend his way through at least
7.7 bureaucratic Procedures at thirty-one public and private a S
cies (see Figure 2.3). This can take anywhere from five to fourtg o
years’. To 'build a legal dwelling on former agricultﬁd land Wotzrdl
fequire six to eleven years of bureaucratic wrangling, mayb
lor.lger. This explains why 4.7 million Egyptians have cl,losélz te
build their dwellings illegally. If ‘after building his home, a settle:

decides he would now like tobea law-abiding citizen and purchase

eru; often they were even more
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the rights to his d;’vélling, he risks having it demolished, paying a
steep fine, and serving up to ten years in prison.

In Haiti, one way an ordinary citizen can settle legally on gov-
ernment land 1s first to lease it from the government for five years
and then buy it. Working with assoclates in Haiti, our researchers
found that to obtain such a lease took 65 bureaucratic
steps—requiring, on average, a little more than two years—all for
the privilege of merely leasing the land for five years. To buy the
land required another 111 bureaucratic hurdles—and twelve more
years (See Figure 2.4). Total time to gain lawful land in Haiti:
nineteen years. Yet even this long ordeal will not ensure that the
property remains legal. .

In fact, in évery country we investigated, we found that it is very
nearly as difficult to szay legal as it is to become legal. Inevitably,
migrants do not so much break the law as the law breaks
them—and they opt out of the system. In 1976, two-thirds of those
who worked in Venezuela were employed in legally established
enterprises; today the proportion is less than half. Thirty years ago,
more than two-thirds of the new housing erected in Brazil was
intended for rent. Today, only about 3 percent of new construction
is officially listed as rental hOlleil’lg. To where did that market van-
ish? To the extralegal areas of Brazilian cities called favelas, which
operate outside the highly regulated formal economy and function

according to supply and demand. There are no rent controls in the
Jfavelas; rents are paid in U.S. dollars, and renters who do not pay
are rapidly evacuated. |

Once these newcomers to the city quit the system, they become

“extralegal.” Their only alternative is to live and work outside the

official law, using their own informally binding arrangements to

protect and mobilize their assets. These arrangements result from

a combination of rules selectively borrowed from the official legal

sysfem, ad hoc improvisations, and customs brought from their
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places of origin or locally devised. They are held together by a
social contract that is upheld by a community as a whole and
enforced by authorities the community has selected. These
extralegal social contracts have created a vibrant but undércapital—

ized sector, the center of the world of the poor.

The Undercapitalized Sector

Although the migrants are refugees from the law, they have
hardly retreated into idleness. Undercapitalized sectors through-
out the Third World and in former communist countries buzz with
hard work and ingenuity. Street-side cottage industries have
sprung up everywhere, manufacturing anything from clothing
and footwear to imitation Cartier-watches and Vuitton bags. There
are workshops that build and rebuild machinery, cars, even buses.
The new 'urbénh poor have created entire industries and neighbor-
hoods that have to operate on clandestine connections to electricity
and water. There are even dentists who fill cavities without a
licefise.

This is not just a story of the poor serving the poor. These new
entrepreneurs are filling the gaps in the legal economy as well.
Unauthorized buses, jitneys, and taxis account for most of the pub-
lic transportation in many developing countries. In other parts of
the Third World, vendors from the shantytowns supply most of
the food available in the market, whether from carts on the street
or from stalls in buildings they construct.

In 1993, the Mexican Chamber of Commerce estimated the
number of street-vendor stands in the Federal District of Mexico
City at 150,000, with an additional 293,000 in forty-three other
Mexican centers. These tiny booths average just 1.5 meters wide. If

the Mexico City vendors lined up their stands on a single street
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with no gaps at intersections, they would form a continuous row
more than 210 kilometers long. Thousands upon thousands of peo-
ple work in the éXtralegal sector—on the streets, from their homes,
and in the city’s unregistered shops, offices, and factories. An
attempt by the Mexican National Statistics Institute in 19g4, to
measure the number of informal “microbusinesses” in the entire
country came up with a total of 2.65 million.

These are all real-life examples of economic life in the under-
capitalized sector of society. In the former communist nations, you
may §ee even more sophisticated activities off the books, from the
production of computer hardware and software to the manufac-
ture of jet fighters for sale abroad.

Russia, of course, has quite a different history from Third World
countries such as Haiti and the Philippines. Nevertheless, since the
fall of communism, the former Soviet states have been slipping
into the same patterns of informal ownership. In 1995, Business
Week reported that four years after the end of communism, only
“some 280,000 farmers out of 10 million own their land” in Russia.
Another report paints a familiar Third World picture: “[In the for-
mer Soviet Union_], rights of private possession, use, and alienation
of land are inadequately defined and not clearly protected by law....
Mechanisms used in market economies to protect land rights are
still in their infancy.... The State itself continues to restrict use
rights on land that it does not own.”® Estimates based on electricity
consumption indicate that between 1g8¢g and 19g4, unofficial activ-
ity in former Soviet states increased from 12 percent to 37 percent
of total production. Some put the proportion even higher.

None of this will come as news to those who live outside the
West. You need only open a window or take a taxi from the airport
to your hotel to see city perimeters crowded with homes, armies of
vendors hawking wares in the streets, glimpses of bustling work-

shops behind garage doors, and battered busses crisscrossing the
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grimy streets. Extralegality is often perceived as a “marginal”
issue similar to black markets in advanced nations, or poverty, or
unemployment. The extralegal world is typically viewed as a place
where gangsters roam, sinister characters of interest only to the
police, anthropologists, and missionaries. ‘

In fact it is legality that is marginal; extralegality has become
the norm. The poor have already taken control of vast quantities
of real estate and production. Those international agencies \f,hat jet
their consultants to the gleaming glass towers of the elegant quad-
rants of town to meet with the local “private sector” are talking to
only a fraction of the entrepreneurial world. The emerging ?co—
nomic powers of the Third World and former communist nations
are the garbage collectors, the appliance manufacturers, and the
illegal construction companies in the streets far below. The only
real choice for the governments of these nations is whether they
are going to integrafe those resources into an orderly and cohérent

legal framework or continue to live in anarchy.

p
¢ {

How Much Dead Capital?

Over the past decade my researchers, assigﬂted‘by knowledgeable
local professionals, have made surveys of five Third, World
cities—Cairo, Lima, Manila, Mexico City, and Port—au—Prinpe—in
an effort to gauge the value of the possessions of those peoplg who
have been locked out of the capitalized economy by discrimipatory
laws. (These results are graf)hically summarized in the charts in
the Appendix, pp. 251—254.) To be more confident of our results,
we focused our attention on the most tangible and detectable of
assets: real estate.

Unlike the sale of food or shoes, auto repair, or the manufacture

of phony Cartier watches—activities that are difficult to count and

THE MYSTERY OF MISSING INFORMATION 31

even more difficult to value—buildings cannot be hidden. You can
ascertain their value simply by surveying the cost of the building
materials and observing the selling prices of comparable build-
ings. We spent many thousands of days counting buildings block
by block. Wherever authorized to do so, we published our results
obtained in each country, so that they could be openly discussed
and criticized. In collaboration with people on the spot, we tested
and retested our methods and results.
We discovered that the way the people build in the undercapi-

talized sector takes as many forms as there are legal obstacles to
circumvent. The most obvious form is the shanty built on govern-
ment-owned land. But our researchers discovered far more creative
ways of getting around the real estate laws. In Peru, for instance,
people formed agricultural cooperatives to buy estates from their
old owners and to convert them into housing and industrial settle-
ments. Because there are no easy legal ways to change land tenure,
farmers in state-owned cooperatives illegally subdivided the land
into smaller, privately held parcels. As a result, few if any have
valid title to their ground. In Port-au-Prince, even quite expensive
properties change hands without anybody bothering to inform the
registry office, which is hopelessly backlogged anyway. In Manila,

housing springs up on lahd zoned solely for industrial use. In Cairo,

residents of older four-story public housing projects build three

illegal stories on top of their buildings and sell the apartments to
relatives and other clients. Also in Cairo, the legal tenants of apart-
ments whose rents were frozen in the early 1950s at sums now
worth less than a dollar a year subdivide these properties into

smaller apartments and lease them out at market prices.

Some of this housing was extralegal from day one, constructed

in violation of all kinds of laws. Other buildings—the Port-au-
Prince houses, the Cairo rent-controlled apartments—originated in

the legal system but then dropped out as complying with the law
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became too costly and complicated. By one route or a-nother,
almost every dwelling place in the cities we surveyed ex1tefl t};e
legal framework—and the very laws that could h.ave.hy}.)oxhetlcal y
provided owners with the representations and m.stltutlons to cr‘e-
ate capital. There still may be degds or some kind of record in
someone’s hands, but the real ownership status of these assets ha;
slipped out of the official registry system, leaving rec?rds an
maps outdated. I
The result is that most people’s resources are COmmercia y and

financially invisible. Nobody really knows who owns what or

where, who is accountable for the performance of obligations, who
?

is responsible for losses and fraud, or what mechanisms are' avail-
able to enforce payment for services and good? delivered.
Consequently, most potential assets in these Fountrl?s have not
beeﬁ identified or realized; there is little a,ccess1b1§ capital, and the
* exchange economy Is constrained and sluggish.. e
This picture of the undercapitalized sector 1s str'lkmgly differ-
ent from the conventional wisdom of the developing World.' But
this is where most people live. It is a world where ownership of
assets is difficult to trace and validate and is govern'ed by no legally
recognizable set of rules; where the assets’ potent‘l»ally useful eco-
nomic attributes have not been described or orgamzed'; where they
cannot be used to obtain surplus value through multiple transac-
tions because their unfixed nature and uncertainty leave too much
fobm for misunderstanding, faulty recollection, and reversal of

agreement—-where most assets, in short, are dead capital.

How Much Is This Dead Capital Worth?

Dead capital, virtual mountains of it, lines the streets of every

developing and former communist country.. In the Philippines, by
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our calculation, 57 percent of city dwellers and 67 percent of peo-
ple in the countryside live in housing that is dead capital. In Peru,
53 percent of city dwellers and 81 percent of people in the coun-
tryside live in extralegal dwellings.

The figures are even more dramatic in Haiti and Egypt. In
Haiti, also according to our surveys, 68 percent of city dwellers
and g7 percent of people in the countryside live in housing to
which nobody has clear legal title. In Egypt, dead-capital housing
is home for g2 percent of city dwellers and 83 percent of people in
the countryside.

Many of these dwellings are not worth much by Western stan-
dards. A shanty in Port-au-Prince may fetch as little as $500, a
cabin by a polluted waterway in Manila only $2,700, a fairly sub-
stantial house in a village outside Cairo only about $5,000, and in
the hills around Lima, a respectable bungalow with a garage and
picture windows is valued at only $20,000. But there are a great
many such dwellings, and collectively their value dramatically
outweighs the total wealth of the rich.

In Haiti, untitled rural and urban real estate holdings are
together worth some $5.2 billion. To put that sum in context, it is
four times the total of all the assets of all the legally operating
companies in Haiti, nine times the value of all assets owned by the
government, and 158 times the value of all foreign direct invest-
ment in Haiti’s recorded history to 19g5. Is Haiti an exception, a
part of Francophone Africa mistakenly put into the American
hemisphere, where the Duvalier regime delayed the emergence of
a systematized legal sgfstem? Perhaps.

Then let’s consider Peru, a Hispanic and Indo-American coun-
try with a very different tradition and ethnic makeup. The value
of extralegally held rural and urban real estate in Peru amounts to
some $74 billion. This is five times the total valuation of the Lima
Stock Exchange before the slump of 1998, eleven times greater
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than the value of potentially privatizable government enterprises
and facilities, and fourteen imes the value of all foreign direct
investment in the country through 1ts documented history. Would
you counter that Peru’s formal economy has also been stunted by
the traditions of the ancient Tnca Empire, the corrupting influence
of colonial Spain, and the recent war with the Maoist Sendero
Luminoso?

Very well, then consider the Philippines, a former Asian protec-
torate of the United States. The value of untitled real estate there
is $133 billion, four times the capitalization of the 216 domestic
companies listed on the Philippines Stock Exchange, seven times
the total deposits in the country’s commercial banks, nine times
the total capital of state-owned enterprises, and fourteen times the
value of all foreign direct investment. i '

Perhaps the Philippines, t00, is an.anomaly—something to do

“with how Christianity developed in former Spanish colonies. If so,
let’s consider Egypt. The value of Egypt’s dead capital in real
estate is, by the tally we made with our Egyptian colleagues, some
$240 billion. That is thirty times the value of all the shares on the
Cairo Stock Exchange and, as I mentioned previously, fifty-five
times the value of all foreién investment in Egypt.

In every country we have examined, the entrepreneurial inge-
nuity of the poor has created wealth on a vast scale—wealth that
also constitutes by far the largest source of. potential capital for
development. These assets not only far exceed the holdings of the

govérnment, the local stock exchanges, and foreign direct invest-

ment; they are many times greater than all the aid from advanced

nations and all the loans extended by the World Bank.

The results are even more astonishing when we take the data
from the four countries we have studied and project it over the
Third World and former communist nations as a whole. We estl-

mate that about 85 percent of urban parcels in these nations, and
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between 40 percent and 53 percent of rural parcels, are held in
il;;:h a Waly1 {ch;t they cannot be used to create capit;ll. Putting a
ue on all these assets is inevitably goi i
rough number. But we believe that ouir eitizllit(te(s) a(;‘c:arr;e e
they can be and quite conservative. e
By our calculations, the total value of the real estate held but
le{gally owned by the poor of the Third World and former com .
nist m.ztz:ons is at least $9.3 trillion (see Table 2.1). .
muT:llll: Slst Z numbellr Wortl? pondering: $g.3 trillion is about twice as
e total circulating U.S. money supply. It is very nearly as
much as the total value of all the companies listed on the y'
stock exchanges of the world’s twenty most developed cou I:l?m
New York, Tokyo, London, Frankfurt, Toronto, Paris Milarrll r::lelsz
NASD.{XQ, and a dozen others. It is more than fwent,y times, the
total dlrt‘ect foreign investment into all Third World and form i
communist countries in the ten years after 198, forty-six times Z:
rr.luch as all the World Bank loans of the past three decade d
ninety-three times as much as all development assistance fr . an11
advanced countries to the Third World in the same period -

Acres of Diamonds

N

The words “international poverty” too easily bring to mind
images of destitute beggars sleeping on the curbs of Cflcutta ;zd
hungry African children starving on the sand. These scenes are of
course real, and millions of our fellow human beings demand od
deserve‘ our help. Nevertheless, the grimmest picture of the Tl?ilid
World is not the most accurate. Worse, it dra;vs attention awa

from thfe arduous achievements of those small entrepreneurs whz
have triumphed over every imaginable obstacle to create the

r ! .
greater part of the wealth of their society. A truer image would
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depict a man and woman who have painstakingly saved to con-
struct a house for themselves and their children and who are creat-
ing enterprises where nobody imagined they could be built. I
resent the characterization of such heroic entrepreneurs as con-

tributors to the problem of global poverty.

In the years after the American Civil War, a lecturer named

They are not the problem. They are the solution.
stirred millions of people. He told the story of an Indian merchant

Russell Conwell crisscrossed America delivering a message that
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who had been promised by a prophet that he would surely become
rich beyond all imagining if only he would seek his treasure. The
merchant traveled the world only to return home old, sad, and
defeated. As he re-entered his abandoned house, he needed a drink
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of water. But the well on his property had silted up. Wearily, he

Conwell’s message is a useful one. Leaders of the Third World

took out his spade and dug a new one—and instantly struck the

Golconda, the world’s greatest diamond mine.
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and former communist nations need not wander the world’s for-

elgn ministries and international financial institutions seeking
their fortune. In the midst of their own poorest neighborhoods and

| $SN JO PUE SpUE
0 ‘feuLIojul 8Weosq Inq |8
ou L ojui s} seosed ueqin Jo %G8 1eul palewnse sl iz
-SUOIJBU JSIUNUILIOD J8ULIC) pue Buidojeasp 611

shantytowns, there are—if not acres of diamonds—trillions of dol-
lars, all ready to be put to use if only the mystery of how assets are

transformed into live capital can be unraveled.
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CHAPTER THREE

The Mystery of Capital

The sense of the world must lie outside the world. In the world
everything is as it is and happens as it does happen. In it there is
no value—and if there were, it would be of no value.

If there is a value which is of value, it must lie outside all hap-
pening and being-so. For all happening and being-so is accidental.

What makes it non-accidental cannot lie in the world, for oth-
erwise this would again be accidental.

It must lie outside the world.

—TLudwig Wittgenstein, Tractatus Logico-Philosophicus

WALK DOWN most roads in the Middle East, the former Soviet
Union, or Latin America, and you will see many things: houses
used for shelter, parcels of land being tilled, sowed, and harvested,
merchandise being bought and sold. Assets in developing and for-
mer communist countries primarily serve these immediate physi-
cal purposes. In the West, however, the same assets also lead a
parallel life as capital outside the physical world. They can be used
to put in motion more production by securing the interests of
other parties as “collateral” for a mortgage, for example, or by
assuring the supply of other forms of credit and public utilities.
Why can’t buildings and land elsewhere in the world also lead
this parallel life? Why can’t the enormous resources we discussed

in Chapter 2—$g.3 trillion of dead capital—produce value beyond
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their “natural” state? My reply is, Dead capital exists because we
have forgotten (or perhaps never realized) that converting a physi-
- cal asset to generate capital—using your house to borrow money to
finance an enterprise, for example—requires a very complex
process. It is not unlike the process that Einstein taught us whereby
a single brick can be made to release a huge amount of energy in
the form of an atomic explosion. By analogy, capital is the result of
discovering and unleashing potential energy from the trillions of
bricks that the poor have accumulated in their buildings.

There is, however, one crucial difference between unleashing
energy from a brick and unleashing capital from brick buildings:
_ Although humanity (or at least a large group of scientists) has
mastered the process of obtaining energy from matter, we seem to
have forgotten the process that allows us to obtain capital from
assets. The result is that 80 percent of the world is undercapital-
ized; people cannot draw economic life from their buildings (91‘
any other asset) to generate capital. Worse, the advanced nations
seem unable to teach them. Why assets can be made to produce
abundant capital in the West but very little in the rest of the world

is a mystery.

Clues from the Past (from Smith to Marx)

To unravel the mystery of capital, we have to go back to the semi-
nal meaning of the word. In medieval Latin, “capital” appears to
have denoted head of cattle or other livestbck, which have always
been important sources of wealth beyond the basic meat they pro-
vide. Livestock are low-maintenance possessions; they are mobile
and can be moved away from danger; they are also easy to .count
and measure. But most important, from livestock you can obtain

additional wealth, or surplus value, by setting in motion other
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industries, including milk, hides, wool, meat, and fuel. Livestock
also have the useful attribute of being able to reproduce them-
selves. Thus the term “capital” begins to do two jobs simultane-
ously, capturing the physical dimension of assets (livestock) as well
as their potential to generate surplus value. From the barnyard, it
was only a short step to the desks of the inventors of economics,
who generally defined “capital” as that part of a country’s assets
that initiates surplus production and increases productivity.

Great classical economists such as Adam Smith and Karl Marx
believed that capital was the engine that powered the market
economy. Capital was considered to be the principal part of the
economic whole—the preeminent factor (as the capital issues in
such phrases as capital importance, capital punishment, the capital
city of a country). What they wanted to understand was what cap-
ital is and how it is produced and accumulated. Whether you agree
with the classical economists or not, or perhaps view them as irrel-
evant (maybe Smith never understood that the Industrial
Revolution was under way; maybe Marx’s labor theory of value
has no practical application), there is no doubt that these thinkers
built the towering edifices of thought on which we can now stand
and try to find out what capital is, what produces it, and why non-
Western nations generate so little of it.

For Smith, economic specialization—the division of labor and
the subsequent exchange of products in the market—was the
source of increasing productivity and therefore “the wealth of
nations.” What made this specialization and exchange possible was
capital, which Smith defined as the stock of assets accumulated for
productive purposes. Entrepreneurs could use their accumulated
resources to support specialized enterprises until they could
exchange their products for the other things they needed. The
more capital was accumulated, the more specialization became

possible, and the higher society’s productivity would be. Marx
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agreed; for him, the wealth that capitalism produces presents itself
as an immense pile of commodities.

Smith believed that the phenomenon of capital was a conse-
quence of man’s natural progression from a hunting, pastoral, and
agricultural society to a commercial one where, through mutual
interdependence, specialization, and trade, he could increase his
productive powers immensely. Capital was to be the magic that
would enhance productivity and create surplus value. “The quan-
tity of industry,” wrote Smith, “not only increases in every country
with the increase of the stock [capital] which employs it, but, in
consequence of that increase, the same quantity of industry pro-
duces a much greater quantity of work.”t

Smith emphasized one point that is at the very heart of the
mystery we are trying to solve: For accumulated assets to become
active capital and put additional production in motion, they must
be fized and realized in some particular subject “which lasts for

some time at least after that labour is past. It is, as it were, a certain

quantity of labour stocked and stored up to be employed, if neces-

‘sary, upon some other occasion.” Smith warned that labor
invested in the production of assets would not leave any trace or
value if not properly fized

What Smith really meant may be the subject of legitimate
debate. What I take from him, however, is that capital.is not the
accumulated stock of assets but the potential it holds to deploy new
production. This potential is, of course, abstract. It must be
processed and fixed into a tangible form before we can release
it—just like the potential nuclear energy in Einstein’s brick,
Without a conversion process—one that draws out and fixes the
potential energy contained in the brick—there is no explosion; a
brick is just a brick. Creating capital also requires a conversion
process.

This notion—that capital is first an abstract concept and must be
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given a fixed, tangible form to be useful—was familiar to other
classical economists. Simonde de Sismondi, the nineteenth-cen-
tury Swiss economist, wrote that capital was “a permanent value,
that multiplies and does not perish.... Now this value detaches
itself from the product that creates it, it becomes a metaphysical
and insubstantial quantity always in the possession of whoever
produced it, for whom this value could [be fixed in] different
forms.”? The great French economist Jean Baptiste Say believed
that “capital is always immaterial by nature since it is not matter
which makes capital but the value of that matter, value has noth-
ing corporeal about it.”* Marx agreed; for him, a table could be
made of something material, like wood “but so soon as it steps
forth as a commodity, it is changed into something transcendent. It
not only stands with its feet on the ground, but, in relation to all
other commodities, it stands on its head, and evolves out of its
wooden brain grotesque ideas, far more wonderful than table-
turning ever was.”?

This essential meaning of capital has been lost to history.
Capital is now confused with money, which is only one of the
many forms in which it travels. It is always easier to remember a
difficult concept in one of its tangible manifestations than in its
essence. The mind wraps itself around “money” more easﬂy than
“capital.” But it is a mistake to assume that money is what finally
fixes capital. As Adam Smith pointed out, money is the “great
wheel of circulation,” but it is 7ot capital because value “cannot
consist in those metal pieces.”® In other words, money facilitates
transactions, allowing us to buy and sell things, but it is not itself
the progenitor of additional production. As Smith insisted, “the
gold and silver money, which circulates in any country, may very
properly be compared to a highway, which, while it circulates and
carries to market all the grass and corn of the country, produces

itself not a single pile of either.””
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Much of the mystery of capital dissipates as soon as you stop
thinking of “capital” as a synonym for “money saved and
invested.” The misapprehension that it is money that fixes capital
comes about, I suspect, because modern business expresses the
value of capital in terms of money. In fact, it is hard to estimate
the total value of a collection of assets of very different types, such
as machinery, buildings, and land, without resorting to money.
After all, that is why money was invented; it provides a standard
index to measure the value of things so that we can exchange dis-
similar assets. But as useful as it is, money cannot fix in any way
the abstract potential of a particular asset in order to convert it
into capital. Third World and former communist nations are infa-
mous for inflating their economies with money—while not being

able to generate much capital.

The Potential Energy in Assets

What is it that fixes the potential of an asset so that it can put addi-
tional production into motion? What detaches value from a simple
house and fixes it in a way that allows us to realize it as capital?
We can begin to find an answer by using our energy analogy.
Consider a mountain lake. We can think about this lake in its
immediate physical context and see some primary uses for it, such
as canoeing and fishing. But when we think about this same lake
as an engineer would by focusing on its capacity to generate
energy as an additional value beyond the lake’s natural state as a
body of water, we suddenly see the potential created by the lake’s
elevated position. The challenge for the engineer is finding out
how he can create a process that allows him to convert and fix this
potential into a form that can be used to do additional work. In the

case of the elevated lake, that process is contained in a hydroelec-
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tric plant that allows the lake water to move rapidly downward
with the force of gravity, thereby transforming the placid lake’s
energy potential into the kinetie energy of tumbling water. This
new kinetic energy can then rotate turbines, creating mechanical
energy that can be used to turn electromagnets that further con-
vert it into electrical energy. As electricity, the potential energy of
the placid lake is now fixed in the form necessary to produce con-
trollable current that can be further transmitted through wire con-
ductors to faraway places to deploy new production.

Thus an apparently placid lake can be used to light your room
and power the machinery in a factory. What was required was an
external man-made process that allowed us, first, to identify the
potential of the weight of the water to do additional work and,
second, to convert this potential energy into electricity, which can
then be used to create surplus value. The additional value we
obtain from the lake is not a value of the lake itself (like a precious
ore intrinsic to the earth) but rather a value of the man-made
process extrinsic to the lake. It is this process that allows us to
transform the lake from a fishing and canoeing kind of place into
an energy-producing kind of place. ’

Capital, like energy, is also a dormant value. Bringing it to life
requires us to go beyond looking at our assets as they are to actively
thinking about them as they could be. It requires a process for fix-
ing an asset’s economic potential into a form that can be used to
initiate additional production.

Although the process that converts the potential energy in the
water into electricity is well known, the one that gives assets the
form required to put in motion more production is not known. In
other words, while we know that it is the penstock, turbines,
generators, transformers, and wires of the hydroelectric energy
system that convert the potential energy of the lake until it is

fixed in an accessible form, we do not know where to find the
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key process that converts the economic potential of a house into \
capital. |
This is because that key process was not deliberately set up to cre-
ate capital but for the more mundane purpose of protecting property
ownership. As the property systems of Western nations grew, they

developed, imperceptibly, a variety of mechanisms that gradually ’

 combined itito a process that churned out capital as never before.
Although we use these mechanisms all the time, we do not realize
that they have capital-generating functions because they do not
wear that label. We view them as parts of the system that protects
property, not as interlocking mechanisms for fixing the economic |
potential of an asset in such a way that it can be converted into cap-
ital. What creates capital in the West, in other words, is an implicit

process buried in the intricacies of its formal property systems.

The Hidden Con\}érsidn Process of the Vest

This may sound too simple or too complex. But consider whether it
is possible for assets to be used productively if they do not belong

to something or someone. Where do we confirm the existence of |

Rt

these assets and the transactions that transform them and raise
their productivity, if not in the context of a formal property sys-
tem? Wher;) do we record the relevant economic features of assets,
if not in the records and titles that formal property systems pro- ‘
vide? Where are the codes of conduct that govern the use and |
transfer of assets, if not in the framework of formal property sys-
tems? Tt is formal property that provides the process, the forms, |
and the rules that fix assets in a condition that allows us to realize
them as active capital.

In the West, this formal property system begins to process assets |
into capital by describing and organizing the most economically |
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and socially useful aspects about assets, preserving this informa-
tion in a recording system-—as insertions in a written ledger or a
blip on a computer disk—and then embodying them in a title. A
set of detailed and precise legal rules governs this entire process.
Formal property records and titles thus represent our shared con-
cept of what is economically meaningful about any asset. They
capture and organize all the relevant information required to con-
ceptualize the potential value of an asset and so allow us to control
it: Property is the realm where we identify and explore assets,
combine them, and link them to other assets. The formal property
system is capital’s hydroelectric plant. This is the place where cap-
ital is born.

Any asset whose economic and social aspects are not fixed in a
formal property system is extremely hard to move in the market.
How can the huge amounts of assets changing hands in a modern
market economy be controlled, if not through a formal property
process? Without such a system, any trade of an asset, say a piece of
real estate, requires an enormous effort just to determine the
basics of the transaction: Does the seller own the real estate and
have the right to transfer it? Can he pledge it? Will the new owner
be accepted as such by those who enforce property rights? What .
are the.effective means to exclude other claimants? In developing
and former communist nations, such questions are difficult to
answer. For most goods, there is no place where the answers are
reliably fixed. That is why the sale or lease of a house may involve
lengthy and cumbersome procedures of approval involving all the
neighbors. This is often the only way to verify that the owner actu-
ally owns the house and there are no other claims on it. It is also
why the exchange of most assets outside the West is restricted to
local circles of trading partners. 2

As we saw in the previous chapter, these countries’ principal prob-

lem is not the lack of entrepreneurship: The poor have accumulated
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trillions of dollars of real.estate during the past forty years. What
the poor lack is easy access to the property mechanisms that could
legally fix the economic potential of their assets so that they could
be used to produce, secure, or guarantee greater value in the
expanded market. In the West, every asset—every piece of land,
every house, every chattel—is formally fixed in updated records gov-
erned by rules contained in the property system. Every increment in
production, every new building, product, or commercially valuable
thing is someone’s formal property. Even if assets belong to a corpo-
ration, real people still own them indirectly, through titles certifying
that they own the corporation as shareholders.”

Like electrical energy, capital will not be generated if the single
key facility that produces and fixes it is not in place. Just as a lake
needs a hydroelectric plant to produce usable energy, assets need a
formal property system to produce significant surplus value.
Without formal property to extract their economic potential and
convert it into a form that can be easily transported and con-
trolled, the assets of developing and former communist countries
are like water in a lake high in the Andes—an untapped stock of
potential energy. ' |

Why has the genesis of capital become such a mystery? Why
have the rich nations of the world, so quick with their economic
advice, not explained how indispensable formal property is to cap-
ital formation? The answer is that the process within the formal
property system that breaks down assets into capital is extremely
difficult to visualize. It is hidden in thousands of pieces of legisla-
tion, statutes, regulations, and institutions that govern the system.
Anyone trapped in such a legal morass would be hard-pressed to
figure out how the process actually works. The only way to see itis
from outside the system—from the extralegal sector—which is
where my colleagues and I do most of our work.

For some time now I have been looking at the law from an
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extralegal point of view, to better understand how it functions and
what effects it produces. This is not as crazy as it seems. As the
French philosopher Michel Foucault has argued, it may be easier
to discover what something means by looking at it from the oppo-
site side of the bridge. “To find out what our society means by san-
ity,” Foucault has written, “perhaps we should investigate what is
happening in the field of insanity. And what we mean by legality
in the field of illegality.”® Moreover, property, like energy, is a con-
cept; it cannot be experienced directly. Pure energy has never been
seen or touched. And no one can see property. One can only experi-
ence energy and property by their effects.

From my viewpoint in the extralegal sector, I have seen that the
formal property systems of the West produce six effects that allow
their\ citizens{to generate capital. The incapacity elsewhere in the
world to deploy capital stems from the fact that most of the people
in the Third World and in former communist countries are cut off
from these essential effects.

Property Effect No. 1: Fixing the Bconomic Potential of Assets

The potential value locked up in a house can be revealed and
transformed into active capital in the same way that potential
energy is identified in a mountain lake and then transformed into

actual energy. In both cases, the transition from one state to

- another requires a process that transposes the physical object into a

man-made representative universe where we can disengage the
resource from its burdensome material constraints and concen-
trate on its potential.

Capital is born by representing in writing—in a title, a secu—b
rity, a contract, and in other such records—the most economically

and socially useful qualities about the asset as opposed to the
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visually more striking aspects of the asset. This is where potential
value is first described and registered. The moment you focus
your attention on the title of a house, for example, and not on the
house itself, you have automatically stepped from the material
world into the conceptual universe where capital lives. You are
reading a representation that focuses your attention on the eco-
nomic potential of the house by filtering out all the confusing
lights and shadows of its physical aspects and its local surround-
ings. Formal property forces you to think about the house as an
economic and social concept. It invites you to go beyond viewing
the house as mere shelter—and thus a dead asset—and to see it as
live capital. ,

The proof that property is pure concept comes when a house
changes hands; nothing physically changes. Looking at a house
will not tell you who owns it. A house that is yours today looks
exactly as it did yesterday when it was mine. It looks the same
whether I own it, rent it, or sell it to you. Property is not the house
itself but an economic concept about the house, embodied in a
legal representation. This means that a formal property represen-
tation is something separate from the asset it represents.

“What do formal property representations have that allows them
to do additional work? Are they not just simple stand-ins for the
assets? No. I repeat: A formal property representation such as a
title is not a reproduction of the house, like a photograph, but a
representation of our concepts about the house. Specifically, it rep-
resents the nonvisible qualities that have potential for producing
value. These are not physical qualities of the house itself but
rather economically and socially meaningful qualities we humans
have attributed to the house (such as the ability to use it for a vari-
ety of purposes that can be secured by liens, mortgages, easements,
and other covenants).

In advanced nations, this formal property representation func-
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tions as the means to secure the interests of other parties and to
create accountability by providing all the information, references,
rules, and enforcement mechanisms required to do so. In the VVesi:7
for example, most formal property can be easily used as collateral
for a loan; as equity exchanged for investment; as an address for
collecting debits, rates, and taxes; as a locus point for the identifica-
tion of individuals for commercial, judicial, or civic purposes; and
as a liable terminal for receiving public utility services, such as
energy, water, sewage, telephone, or cable services. While houses in
advanced nations are acting as shelters or workplaces, their repre-
sentations are leading a parallel life, carrying out a variety of addi-
tional functions to secure the interests of other parties.

Legal property thus gave the West the tools to produce surplus
value over and above its physical assets. Property representations
enabled people to think about assets not only through physicai
acquaintance but also through the description of their latent eco-
nomic and social qualities. Whether anyone intended it or not, the
legal property system became the staircase that took these nations
from the universe of -assets in their natural state to the conceptual
universe of éapital where assets can be viewed in their full produc-
tive potential.

With legal property, the advanced nations of the West had the
key to modern development; their citizens now had the means to
discover, with great facility and on an ongoing l;asis, the most
potentially productive qualities of their resources. As Aristotle dis-
covered 2,300 years ago, what you can do with things increases
infinitely when you focus your thinking on their potential. By
learning to fix the economic potential of their assets through prop-
erty records, Westerners created a fast track to explore the most
productive aspects of their possessions. Formal property became
the staircase to the conceptual realm where the economic meaning
of things can be discovered and where capital is born.
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Property Effect No. 2: Integrating Dispersed Information into One System

As we saw in the previous chapter, most people in developing and
former communist nations cannot get into the legal property sys-
tem, such as it is, no matter how hard they try. Because they can-
not insert their assets into the legal property system, they end up
holding them extralegally. The reason capitalism has triumphed
in the West and sputtered in the rest of the world is because most
of the assets in Western nations have been integrated into one for-
mal representational system.
This integration did not happen casually. Over decades in the
nineteenth century, politici;':tns, legislators, and judges pulled
together the scattered facts and rules that had governed property
throughout cities, villages, buildings, and farms and integrated
them into one system. This “pulling together” of property repre-
sentations, a revolutionary moment in the history of developed
nations, deposited all the information and rules governing the
"accumulated wealth of their citizens into one knowledge base.
Before that moment, information about assets was far less accessi-
* ble. Every farm or settlement recorded its assets and the rules gov-
erning them in rudimentary ledgers, symbols, or oral testimony.
But the information was atomized, dispersed, and not available to
any one aéent at any given moment. As we know too well today, an
abundance of facts is not necessarily an abundance of knowledge.
For knowledge to be functional, advanced nations had to integrate
into one comprehensive system all their loose and isolated data
about prdperty.

Developing and former communist nations have not done this.
In all the countries I have studied, I have never found just one lggal
system but dozens or even hundreds, managed by all sorts of orga-
nizations, some legal, others extralegal, ranging from small entre-

preneurial groups to housing organizations. Consequently, what
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people in those countries can do with their property is limited to
the imagination of the owners and their acquaintances. In Western
countries, where property information is standardized and univer-
sally available, what owners can do with their assets benefits from
the collective imagination of a larger network of people.

It may surprise the Western reader that most of the world’s
nations have yet to integrate extralegal property agreements into
one formal legal system, For Westerners, there supposedly is only
one law—the official one. Yet the West’s reliance on integrated
property systems is a phenomenon of at most the last two hundred
years. In most’ Western countries, integrated property systems
appeared only about a hundred years ago; Japan’s integration hap-
pened little more than fifty years ago. As we shall see in detail
later, diverse informal property arrangements were once the norm
in every nation. Legal pluralism was the standard in continental
Europe until Roman law was rediscovered in the fourteenth cen-
tury and governments assembled all currents of law into one coor-
dinated system. -

In California just after the gold rush of 1849, there were some
eight hundred separate property jurisdictions, each with its own
records and individual regulations established by local consensus.
Throughout the United States, from California to Florida, claim
associations agreed on their own rules and elected their own offi-
cers. It took more than one hundred years, well into the late nine-
teenth century, for the U.S. government to pass special statutes that
integrated and formalized U.S. assets. By enacting more than
thirty-five preemption and mining statutes, Congress gradually
managed to integrate into one system the informal property rules
created by millions of immigrants and squatters. The result was
an integrated property market that fueled the United States’
explosive economic growth thereafter.

'The reason it is so hard to follow this history of the integration
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of widespread property systems is that the process took place over
a very long time. Formal property registries began to appear in
Germany, for example, in the twelfth century but were not fully
integrated until 1896, when the Grundbuch system for recording
land transactions began operating on a national scale. In Japan, the
national campaign to formalize the property of farmers began in
the late nineteenth century and ended only in the late 1g940s.
Switzerland’s extraordinary efforts to bring together the disparate
systems that protected property and transactions at the turn of the
twentieth century are still not well known, even to many Swiss.
Asaresult of integration, citizens in advanced nations can obtain
descriptions of the economic and social qualities of any available
asset without having to see the asset itself. They no longer need to
travel around the country to visit each and every owner and their
neighbors; the formal property system lets them know what assets
are available and what opportunities exist to create surplus value.
Consequently, an asset’s potential has become easier to evaluate and

exchange, enhancing the production of capital.

Property Effect No. 3: Making People Accountable,

The integration of all property systems under one formal property
law shifted the legitimacy of the rights of owners from the politi-
cized context of local communities to the impersonal context of
law. Releasing owners from restrictive local arrangements and
bringing them into a more integrated legal system facilitated their
accountability.

By transforming people with property interests into accountable
individuals, formal property created individuals from masses.
People no longer needed to rely on neighborhood relationships or

make local arrangements to protect their rights to assets. Freed
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from primitive economic activities and burdensome parochial con-
straints, they could explore how to generate surplus value from
their own assets. But there was a price to pay: Once inside a formal
property system, owners lost their anonymity. By becoming inex-
tricably linked to real estate and businesses that could be easily
identified and located, people forfeited the ability to lose them-
selves in the masses. This anonymity has practically disappeared in
the West, while individual accountability has been reinforced.
People who do not pay for goods or services they have consumed
can be identified, charged interest penalties, fined, embargoed,
and have their credit ratings downgraded. Authorities are able to
learn about legal infractions and dishonored contracts; they can
suspend services, place liens against property, and withdraw some
or all of the privileges of legal property.

Respect in Western nations for property and transactions is
hardly encoded in their citizens’ DNA; it is rather the result of
having enforceable formal property systems. Formal property’s
role in protecting not only ownership but the security of transac-
tions encourages citizens in advanced countries to respect titles,
honor contracts, and obey the law. When any citizen fails to'act
honorably, his breach is recorded in the system, jeopardizing his ;
reputation as a trustworthy party to his neighbors, utilities, banks,
telephone companies, insurance firms, and the rest of the network
that property ties him to.

Thus the formal property systems of the West have bestowed
mixed blessings. Although they provided hundreds of millions of
citizens with a stake in the capitalist game, what made this stake
meaningful was that it could be lost. A great part of the potential
value of legal property is derived from the possibility of forfeiture.
Consequently, a great deal of its power comes from the account-
ability it creates, from the constraints it imposes, the rules it

spawns, and the sanctions it can apply. In allowing people to see
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the economic and social potential of assets, formal property
changed the perception in advanced societies of not only the
potential rewards of using assets but also the dangers. Legal prop-
erty invited commitment. ;
The lack of legal property thus explains why citizens in devel-
oping and former communist nations cannot make profitable con-
tracts with strangers, cannot get credit, insurance, or utilities
services: They have no property to lose. Because they have no prop-
erty to lose, they are taken seriously as contracting parties only by
their immediate family and neighbors. People with nothing to lgse
are trapped in the grubby basement of the precapitalist world.
Meanwhile, citizens of advanced nations can contract for practi-
cally anything that is reasonable, but the entry price is commit-
ment. And commitment is better understood when backed up by a
pledge of property, whether it be a mortgage, a lien, or any other
form of security that protects the other contracting party.

Property Effect No. 4: Making Assets Fungible

One of the most important thlngs a formal property system does is
transform assets from a less accessible condition to a more accessi-
ble condition, so that they can do additional work. Unlike physical
assets, representations are easily combined, divided, mobilized,
and used to stimulate business deals. By uncoupling the economic
features of an asset from their rigid, physical state, a representa-
tion makes the asset “fungible”—able to be fashioned to suit prac-
tically any transaction. )

By describing all assets in standard categories, an integrated for-
mal property system enables the comparison of two architec-
turally different buildin\gs¢ constructed for the same purpose. This

allows one to discriminate quickly and inexpensively between sim-
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ilarities and differences in assets without having to deal with each
asset as if it were unique.

Standard property descriptions in the West are also written to
facilitate the combination of assets. Formal property rules require
assets to be described and characterized in a way that not only out-
lines their singularity but also points out their similarity to other
assets, thus making potential combinations more obvious.
Through the use of standardized records, one can determine (on
the basis of zoning restrictions, who the neighbors are and what
they are doing, the square footage of the buildings, whether they
can be joined, etc.) how to exploit a particular piece of real estate
most profitably, whether as office space, hotel rooms, a bookshop,
or racquetball courts and a sauna.

Representations also enable the division of assets without
touching them. Whereas an asset such as a factory may be an indi-
visible unit in the real world, in the conceptual universe of formal
property representation it can be subdivided into any number of
portions. Citizens of advanced nations are thus able to split most of
their assets into shares, each of which can be owned by different
persons, with different rights, to carry out different functions.
Thanks to formal property, a single factory can be held by count-
less investors, who can divest themselves of their property without
affecting the integrity of the physical asset.

Similarly, in a developed country, the farmer’s son who wishes to
follow in his father’s footsteps can keep the farm by buying out his
more commercially minded siblings. Farmers in many developing
countries have no such option and must continually subdivide
their farms for each generation until the parcels are too small to
farm profitably, leaving the descendants with two alternatives:
starving or stealing.

Formal property representations can also serve as movable

stand-ins for physical assets, enabling owners and entrepreneurs to
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simulate hypothetical situations in order to explore other prof-
itable uses of their assets—much as military officers plan their
strategy for a battle by moving symbols of their troops and
weapons around a map. If you think about it, it is property repre-
sentations that allow entrepreneurs to simulate business strategies
to grow their companies and build capital.

In addition, all standard formal property documents are crafted
in such a way as to facilitate the easy measurement of an asset’s
attributes. If standard descriptions of assets were not readily avail-
able, anyone who wanted to buy, rent, or give credit against an
asset would have to expend enormous resources comparing and
evaluating it against other assets—which also would lack standard
descriptions. By providing standards, Western formal property sys-
tems have significantly reduced the transaction costs of fnobilizing

and using assets.

Once assets are in a formal property system, they endow:their

owners with an enormous advantage in that they can be split up
and combined in more ways than an Erector set. Westerners can
adapt their assets to any economic circumstance to produce con-
tinually higher valued mixtures, whereas their Third World
counterparts remain trapped in the physical world of rigid, non-

fungible forms.

Property Effect No¢ 5: Networking People -

By making assets fungible, by attaching owners to assets, assets to
addresses, and ownership to enforcement, and by making informa-
tion on the history of assets and owners easily accessible, formal
property systems converted the citizens of the West into a network
of individually identifiable and accountable business agents. The

formal property process created a whole infrastructure of connect-
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ing devices that, like a railway switchyard, allowed the assets
(trains) to run safely between people (stations). Formal property’s
contribution to mankind is not the protection of ownership; squat-
ters, housing organizations, mafias, and even primitive tribes man-
age to protect their assets quite efficiently. Property’s real
breakthrough is that it radically improved the flow of communica-
tions about assets and their potential. It also enhanced the status of
their owners, who became economic agents able to transform
assets within a broader network.

This explains how legal propérty encourages the suppliers of
such utilities as electricity and water to invest in production and
distribution facilities to service buildings. By legally attaching the
buildings where the services will be delivered to their owners, who
will be using and paying for the services, a formal property system
reduces the risk of theft of services. It also reduces the financial
losses from bill collecting among people hard to locate, as well as
technical losses from incorrectly estimating the electricity needs of
areas where businesses and residents are clandestine and not
recorded. Without knowing who has the rights to what, and with-
out an integrated legal system where the ability to enforce obliga-
tions has been transferred from extralegal groups to government,
utilities would be hard-pressed to deliver services profitably. On
what other basis could they identify subscribers, create utility sub-
scription contracts, establish service connections, and ensure access
to parcels and buildings? How would they implement billing sys-
tems, meter reading, collection mechanisms, loss control, fraud
control, delinquent charging procedures, and enforcement services
such as meter shutoffs?

Buildings are always the terminals of public utilities. What
transforms them into accountable and responsible terminals is
legal property. Anyone who doubts this need only look at the util-
ity situation outside the West, where technical and financial losses
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plus theft of services account for 30 to 50 percent of all available
utilities.

Western legal property also provides businesses with informa-
tion about assets and their owners, verifiable addresses, and objec-
tive records of property value, all of which lead to credit records.
This information and the existence of integrated law make risk
more manageable by spreading it through insurance-type devices
as well as by pooling property to secure debts.

Few seem to have noticed that the legal property system of an
advanced nation is the center of a complex web of connections
that equips ordinary citizens to form ties with both the govern-
ment and the private sector, and so to obtain additional goods and
services. Without the tools of formal property, it is hard to see how
assets could be used for everything they accomplish in the West.
How else could financial organizations identify trustworthy poten-
tial borrowers on a massive scale? How could physical objects, like
timber in Oregon, secure an industrial investment in Chicago?
How could insurance companies find and contract customers who
will pay their bills? How could information brokerage or iﬁspec—
tion and verification services be provided efficiently and cheaply?
How could tax collection work? ' .

Tt is the property system that draws out the abstract potential
from buildings and fixes it in representations that allow us to go
béyond passively using the buildings only as shelters, Many title
systems in developing nations fail to produce capital because they
do not acknowledge that property can go way beyond ownership.
These systems function purely as an ownership inventory of deeds
and maps standing in for assets, without allowing for the addi-
tional mechanisms required to create a network where assets can
lead a parallel life as capital. Formal property should not be con-
fused with such massive inventory systems as the English

Domesday Book of nine hundred years ago or a luggage check
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operation in an international airport. Properly understood and

designed, a property system creates a network through which peo-

ple can assemble their assets into more valuable combinations.

Property Effect No. 6: Protecting Transactions

One important reason why the Western formal property system
works like a network is that all the property records (titles, deeds,
securities, and contracts that describe the economically significant
aspects of assets) are continually tracked and protected as they
travel through time and space. Their first stop is the public agen-
cies that are the stewards of an advanced nation’s representations.
Public record keepers administer the files that contain all the eco-
nomically useful descripﬁon‘s of assets, whether land, buildings,
chattels, ships, industries, mines, or airplanes. These files will alert
anyone eager to use an asset about things that may restrict or
enhance its realization, such as encumbrances, easements, leases,
arrears, bankruptcies, and mortgages. The agencies also ensure
that assets are adequately and accurately represented in appropri-
ate formats that can be updated and easily accessed.

In addition to public record-keeping systems, many other pri-
vate services have evolved to assist parties in fixing, moving, and
tracking representations so that they can easily and securely pro-
duce surplus value. These include private entities that record
transactions, escrow and closings organizations, abstractors,
appraisers, title and fidelity insurance firms, mortgage brokers,
frust services, and private custodians of documents. In the United
States, title insurance companies further help the mobilization of
representations by issuing policies to cover parties for specified
risks, ranging from defects on titles to unenforceability on mort-
gages and unmarketability of title. By law, all these entities have
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to follow strict operating standards that govern their document-
tracking capabilities, physical storage facilities, and staffing.

Although they are established to protect both the security of
ownership and that of transactions, it is obvious that Western sys-
tems emphasize the latter. Security is principally focused on pro-
ducing trust in transactions so that people can more easily make
their assets lead a parallel life as capital.

In most developing countries, by contrast, the law and official
agencies are trapped by early colonial and Roman law, which tilt
toward protecting ownership. They have become custodians of the
wishes of the dead. This may explain why the creation of capital
in Western property happens so easily, and”%zvhy most of the assets
in developing and former communist countries have slipped out of
the formal legal system in search of mobility.

The Western emphasis on the security of transactions allows
citizens to move large amounts of assets with very few transac-
tions. How else can we explain that in developing and former com-
munist nations people are still taking their pigs to market and
trading them one at a time, as they have done for thousands of
years, whereas in the West, traders take representations of their
rights over pigs to the market? Traders at the Chicago commodi-
ties exchange, for exarfiple, deal through representations, which
give them more information about the pigs they are trading than
if they could physically examine each pig. They are able to make
deals for huge quantities of pigs with-little concern about the secu-

rity of transactions.

Capital and Money

The six effects of an integrated property process mean that

Westerners’ houses no longer merely keep the rain and cold out.
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Endowed with representational existence, these houses can now
lead a parallel life, doing economic things they could not have done
before. A well-integrated legal property system in essence does two
things: First, it tremendously reduces the costs of knowing the
economic qualities of assets by representing them in a way that
our senses can pick up quickly; and second, it facilitates the capac-
ity to agree on how to use assets to create further production and
mncrease the division of labor. The genius of the West was to have
created a system that allowed people to grasp with the mind values
that human eyes could never see and to manipulate things that
hands could never touch.

Centuries ago, scholars speculated that we use the word “capi-

‘tal” (from the Latin for “head”) because the head is where we

hold the tools with which we create capital. This suggests that the
reason why capital has always been shrouded in mystery is
because, like energy, it can be discovered and managed only with
the mind. The only way to touch capital is if the property system
can record its economic aspects on paper and anchor them to a spe-
cific location and owner. ‘

Property, then, is not mere paper but a mediating ‘device that
captures and stores most of the stuff required to make a market
economy run. Property seeds the system by making people
accountable and assets fungible, by tracking transactions, and so
providing all the mechanisms required for the monetary and bank-
Ing system to work and for investment to function. The connection
between capital and modern money runs through property.

'Today it is records of property ownership and transactions that
provide monetary authorities with the crucial evidence they need to
1ssue additional legal tender. As cognitive scientists George A. Miller
and Philip N. Johnson-Laird wrote in 1976: “Paper currency owes its
origins to the writing of debt notes. [Therefore] money ... presup-
poses the institution of property.”® It is property documentation that
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fixes the economic characteristics of assets so that they can be used
to secure commercial and financial transactions and ultimately to
provide the justification against which central banks issue money.
To create credit and generate investment, what people encumber are
not the physical assets themselves, but their property representa-
tions—the recorded titles or shares—governed by rules that can be
enforced nationwide. Money does not earn money. You need a prop-
erty right before you can make money. Even if you loan money, the
only way you can earn on it is by loaning or investing it against some
kind of property document that establishes your rights to principal
and interests. To repeat: Money presupposes property.

As the eminent German economists Gunnar Heinsohn and Otto
Steiger point out, “Money is never created ex nihilo from the point
of view of property, which must always exist before money can
come into existence.”*® Recognizing similarities between their
work and mine, they brought to my attention an unpublished draft
of an article stating “that interest and money cannot be under-
stood without the institution of property.”*! This relationship is
obscured, they maintain, by the common misapprehension that
central banks issue notes and support the ability of commercial
banks to make payments. In Heinsohn and Steiger’s view, what
escapes the naked eye is “that all advances are made in good bank-

-ing against securities,”!? or in my terms, legal property paper.
They agree with Harold Demsetz that the property rights founda-
tion of capitalism has been taken for granted and note that Joseph
Schumpeter already had an inkling that it is property rights that
secure the creation of money. As Tom Bethell correctly states in his
extraordinary book The Noblest Triump#h, “the many blessings of a
private I;roperty system have never been properly analyzed.”!?

Capital, as I argued earlier, is therefore not created by money; it
is created by people whose property systems help them to cooper-
ate and think about how they can get the assets they accumulate to
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deploy additional production. The substantial increase of capital
in the West over the past two centuries is the consequence of grad-
ually improving property systems, which allowed economic agents
to discover and realize the potential in their assets, and thus to be
in a position to produce the noninflationary money with which to
finance and generate additional production.

So, we are more than squirrels who store food for winter and
engage in deferred consumption. We know, through the sophisti-
cated use of property institutions, how to give the things we accu-
mulate a parallel life. When advanced nations pulled together all
the information and rules about their known assets and established
property systems that tracked their economic evolution, they gath-
ered into one order the whole institutional Pprocess that underpins
the creation of capital. If capitalism had a mind, it would be located
in the legal property system. But like most things pertaining to the
mind, much of “capitalism” today operates at a subconscious level.

Why did the classical economists, who knew capital was abstract
and had to be fixed, not make the connection between capital and
property? One explanation may be that in Adam Smith’s or even
Marx’s day property systems were still restricted and undeveloped,
and their importance was difficult to gauge. Perhaps more signifi-
cantly, the battle for the future of capitalism shifted from the
book-lined studies of theoreticians into a vast web of entrepre-
neurs, financiers, politicians, and jurists. The attention of the
world turned from theories to the real deals being made on the
ground, day by day, fiscal year after fiscal year.

Once the vast machine of capitalism was firmly in place and its
masters were busy creating wealth, the question of how it all came
into being lost its urgency. Like people living in the rich and fertile
delta of a long river, the advocates of capitalism had no pressing
need to explore upstream for the source of their prosperity. Why
bother? With the end of the Cold War, however, capitalism became
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the only serious option for development. So the rest of the world
turned to the West for help and was advised to imitate the condi-
tions of life on the delta: stable currencies, open markets, and pri-
vate businesses, the objectives of so-called macroeconomic and
structural adjustment reforms. Everyone forgot that the reason for
the delta’s rich life lay far upriver, in its unexplored headwaters.
Widely accessible legal property systems are the silt from upriver
that permits modern capital to flourish.

This is one of the principal reasons macroeconomic reforms are
not working. Imitating capitalism at the level of the delta, by
importing McDonald’s and Blockbuster franchises, is not enough
to create wealth. What is needed is capital, and this requires a
complex and mighty system of legal property that we have all
taken for granted.

~ Braudel’s Bell Jar

Much of the marginalization of the poor in developing and former
communist nations comes from their inability to benefit from the
six effects that property provides. The challenge these countries
face is not whether they should produce or receive more money
~ but whether they can understand the legal institutions and sum-
mon the political will necessary to build a property system that 1s
easily accessible to the poor. o

The French historian Fernand Braudel found it a great mystery
that at its inception, Western capitalism served only a privileged

few, just as it does elsewhere in the world today:

The key problem is to find out why that sector of society of the past,
which I would niot hesitate to call capitalist, should have lived as if in
a bell jar, cut off from the rest; why was it not able to expand and con-

quer the whole'of society? ... [Why was it that] a significant rate of
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capital formation was possible only in certain sectors and not in the
whole market economy of the time?... It would perhaps be teasingly
paradoxical to say that whatever else was in short supply, money cer-
tainly was not ... so this was an age where poor land was bought up
and magnificent country residences built, great monuments erected,
and cultural extravagance financed.... [How do we] resolve the con-
tradiction ... between the depressed economic climate and the splen-

dors of Florence under Lorenzo the Magnificent?!+

I believe the answer to Braudel’s question lies in restricted
access to formal property, both in the West’s past and in developing
and former communist countries today. Local and foreign investors
do have capital; their assets are more or less integrated, fungible,
networked, and protected by formal property systems. But they are
only a tiny minority—those who can afford the expert lawyers,
insider connections, and patience required to navigate the red tape
of their property systems. The great majority of people, who can-
not get the fruits of their labor represented by the formal property
system, live outside Braudel’s bell jar.

The bell jar makes capitalism a private club, open only to a priv-
ileged few, and enréges the billions standing outside looking in.
This capitalist apartheid will inevitably continue until we all come
to terms with the critical flaw in many countries’ legal and politi-
cal systems that prevents the majority from entering the formal
property system. :

The time is right to find out why most countries have not been
able to create open formal property systemns. This is the moment,
as Third World and former communist nations are living through
their most ambitious attempts to implement capitalist systems, to
lift the bell jar.

But before we answer that question, we have to solve the rest of
the mystery of why governments have been so slow to realize that
a bell jar exists,





