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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
happening and being-so. For all happening and being-so is
accidental.

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

It must lie outside the world. 4

LUDWIG WITTGENSTEIN, Tractatus Logico-Philosophicus 3

Walk down most roads in the Middle East, the former Soviet
Union or Latin America, and you will see several things: §
houses used for shelter, parcels of land being tilled, sowed ]
and harvested, merchandise being bought and sold. Assets in 4
developing and former communist countries primarily serve
these immediate physical 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
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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 — $9.3 trillion of dead capital - pro-
duce value beyond their ‘natural’ state? My reply is: Dead
capital exists because we have forgotten (or perhaps never
realized) that converting a physical asset to generate capital —
using your house to borrow money to finance an enterprise,
for example — requires a very complex process. It is similar to
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 unleash-
ing energy from a brick and unleashing capital from brick
buildings: while 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 per cent of
the world is undercapitalized; people cannot draw economic
life from their buildings (or 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. ’
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Clues from the Past (from Smith to Marx)

To unravel the mystery of capital, we have to go back to the
seminal meaning of the word. In medieval Latin ‘capital’ 1
appears to have denoted head of cattle or other livestock, 3
which have always been important sources of wealth beyond !
the basic meat they provide. Livestock are low-maintenance
possessions; they are mobile and can be moved away from 3
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 industries,
including milk, hides, wool, meat and fuel. Livestock also f
have the useful attribute of being able to reproduce them-
selves. Thus the term ‘capital’ begins to do two jobs §
simultaneously, 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 pro- j
duction and increases productivity. E

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 prin-
cipal part of the economic whole — the pre-eminent factor as 9
in such phrases as capital issues, capital punishment, th
capital city of a country. They wanted to understand wha
capital is and how it is produced and accumulated. Whether
you agree with the classical economists or not, or perhaps 3
view them as irrelevant (maybe Smith never understood that }
the Industrial Revolution was under way, maybe Marx’s §
labour theory of value has no practical application), there is 3
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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 labour
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 pro-
ductivity would be. Marx agreed; for him, the wealth capitalism
produces presents itself as an immense pile of commodities.

Smith believed that the phenomenon of capital was a con-
sequence of man’s natural progression from a hunting, rural
and agricultural society to a commercial one where, through
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 quantity 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 produces a much
greater quantity of work.”

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 fixed and realized in some particular
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subject “which lasts for some time at least after that labour isd
past. It is, as it were, a certain quantity of labour stocked and
stored up to be employed, if necessary, upon some other;
occasion.”” Smith warned that labour invested in the pro-]
duction of assets would not leave any trace or value if not}
properly fixed. :

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.4
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 given a fixed, tangible form to be useful - was3
familiar to other classical economists. Simonde de Sismondi,
the nineteenth-century Swiss economist, wrote that capital
was ‘a permanent value, that multiplies and does not 3
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 3
‘capital is always immaterial by nature since it is not matter §
which makes capital but the value of that matter, value has §
nothing corporeal about it*. Marx agreed; for him, a table
could be made of something material, like wood, ‘but so soon ]
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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 remem-
ber a difficult concept in one of its tangible manifestations
than in its essence. The mind wraps itself around ‘money’
more easily 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 not
capital because value ‘cannot consist in those metal pieces’.6
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’.”

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. It is hard to
estimate the total value of a collection of assets of very
different types, such as machinery, buildings and land, with-
out 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 may exchange dissimilar assets. But as use-
ful as it is, money cannot fix in any way the abstract potential
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of a particular asset in order to convert it into capital. Third 4
World and former communist nations are infamous for
inflating their economies with money while not being able to j
generate much capital. i

The Potential Energy in Assets

What is it that fixes the potential of an asset so that it can put %
additional production into motion? What detaches value ;
from a simple house and fixes it in a way that allows us to §
realize it as capital? E
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 hydroelectric A
plant that allows the lake water to move rapidly downward 3
with the force of gravity, thereby transforming the placid
lake’s energy potential into the kinetic energy of tumbling
water. This new kinetic energy may then rotate turbines, }
creating mechanical energy that may be used to turn electro- 4
magnets that further convert it into electrical energy. As j
electricity, the potential energy of the placid lake is now fixed

42

THE MYSTERY OF CAPITAL

in the form necessary to produce controllable current that
may be further transmitted through wire conductors to far-
away places to deploy new production.

Thus an apparently placid lake may be used to illuminate
your room and power the machinery in a factory. What was
required was an external man-made process, which 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 that may 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 thinking actively about them as they could be. It requires
a process for fixing an asset’s economic potential into a form
that may be used to initiate additional production.

Yet, while 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 key process that converts the
economic potential of a house into capital.

This is because that key process was not deliberately set up
to create capital, but for the more mundane purpose of
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protecting property ownership. As the property systems of‘
Western nations grew, they developed, imperceptibly,
a variety of mechanisms that gradually combined into a
process that churned out capital as never before. Although
we use these mechanisms all the time, we do not realize that 4
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 4
the economic potential of an asset in such a way that it can §
be converted into capital. What creates capital in the West, in
other words, is an implicit process buried in the intricacies of 8
its formal property systems. :

The Hidden Conversion Process of the West

This may sound too simple or too complex. But consider 3
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 these assets and the transactions that trans- §

form them and raise their productivity if not in the context of :
a formal property system? Where do we record the relevant 3

economic features of assets if not in the records and titles that |
formal property systems provide? Where are the codes of -
conduct that govern the use and transfer of assets if not in the '

framework of formal property systems? It 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 3
assets into capital by describing and organizing the most 7§

economically and socially useful aspects about assets,
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preserving this information 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 pre-
cise legal rules governs this entire process. Formal property
records and titles thus represent our shared concept 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 capital 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 neighbours. This is often the only way to verify that
the owner truly 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.
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As we saw in the previous chapter, these countries’ prin-
cipal problem is not the lack of entrepreneurship: the poor
have accumulated trillions of dollars of real estate during the
last 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 governed 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 corporation, real people still own them indirectly,
through titles certifying that they own the corporation as
‘shareholders’.

Like electric power, 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 controlled, 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 capital 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 legislation, statutes,
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regulations and institutions that govern the system. Anyone
trapped in such a legal morass would be hard pressed to
figure out how the process works. The only way to see it is
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
extralegal point of view, to understand better 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 opposite side of the bridge. “To find
out what our society means by sanity’, 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 concept; it
cannot be experienced directly. Pure energy has never been
seen or touched. And no one can see property. One can only
experience 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 Third World and
former communist countries are cut off from these essential
effects.

Property Effect No. 1: Fixing the Economic 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
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into actual energy. In both cases the transition from one state

to another requires a process that transposes the physical 3

object into a man-made representative universe where we can
disengage the resource from its burdensome material i
constraints and concentrate on its potential. X

Capital is born by representing in writing - in a title, a
security, a contract and other such records — the most
economically and socially useful qualities about the asset, as
opposed to the 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 auto-
matically stepped from the material world into the
conceptual universe where capital lives. You are reading a
representation that focuses your attention on the economic %
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 representation is something
separate from the asset itself.
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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 represents the non-
visible 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 variety of purposes that may be secured by liens, mort-
gages, easements and other covenants).

In advanced nations this formal property representation
functions 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 West, for example, most formal property can be
easily used as collateral for a loan; as equity exchanged for
investment; as an address for collecting debts, rates and
taxes; as a locus point for the identification of individuals for
commercial, judicial or civic purposes; or as a liable terminal
for receiving public utility services, such as energy, water,
sewage, telephone or TV. While houses in advanced nations
are acting as shelters or workplaces, their representations are
leading a parallel life, carrying out a variety of additional
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 physical acquaintance but through the description of
their latent economic and social qualities. Whether anyone
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intended it or not, the legal property system became the stair-
case that took these nations from the universe of assets in
their natural state to the conceptual universe of capital,
where assets can be viewed in their full productive 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 :
basis, the most potentially productive qualities of their
resources. As Aristotle discovered 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 property 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.

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 enter the legal
property system, such as it is, no matter how hard they try.
Because they cannot insert their assets into the legal property
system, they end up holding them extralegally. The reason
capitalism has triumphed in the West and faltered in the rest
of the world is because most of the assets in Western nations
have been integrated into one formal representational system.

This integration did not happen casually. Over decades in
the nineteenth century, politicians, legislators and judges
pulled together the scattered facts and rules that had
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governed property throughout cities, villages, buildings and
farms and integrated them into one system. This ‘pulling
together’ of property representations, 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 accessible. Every farm
or settlement recorded its assets and the rules governing them
in rudimentary ledgers, symbols or oral testimony. But the
information was atomized, dispersed and not available to any
one agent 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 property.

Developing and former communist nations have not done
this. In all the countries I have studied I have never found just
one legal system but dozens or even hundreds, managed by
all sorts of organizations, some legal, others extralegal,
ranging from small entrepreneurial groups to housing organ-
izations. Consequently, what 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 universally avail-
able, 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 suppos-
edly is only one law — the official one. Yet the West’s reliance
on integrated property systems is a phenomenon at most of
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the last two hundred years. In most Western countries inte-
grated property systems appeared only about a hundred years
ago; Japan’s integration happened 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 century and
governments assembled all currents of law into one co-
ordinated 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 officers. It took more than one
hundred years, well into the late nineteenth century, for the
US government to pass special statutes that integrated and
formalized US assets. By enacting more than thirty-five pre-
emption 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 fuelled the United States’
explosive economic growth thereafter.

The reason why it is so hard to follow this history of the
integration 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
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nineteenth century and ended only in the late 1940s.
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.

As a result 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 neighbours; 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 politicized 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 neighbour-
hood relationships or to make local arrangements to protect
their rights to assets. Freed from primitive economic activities
and burdensome parochial constraints, 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

53

THE MYSTERY OF CAPITAL

owners lost their anonymity. By becoming inextricably linked
to real estate and businesses that could be easily identified
and located, people forfeited the ability to lose themselves in
the masses. The anonymity option has practically dis-
appeared 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 in-
fractions and dishonoured 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 transactions encourages citizens in advanced
countries to respect titles, honour contracts and obey the law.
When any citizen fails to act honourably, his breach is
recorded in the system, jeopardizing his reputation as a trust-
worthy party to his neighbours, utilities, banks, telephone
companies, insurance firms and the rest of the network to
which property ties him.

Thus the formal property systems of the West have
bestowed mixed blessings. While 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 accountability it creates, from the con-
straints it imposes, the rules it spawns and the sanctions it
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can apply. By allowing people to see 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 the dangers of doing so. Legal property invited
commitment.

The lack of legal property thus explains why citizens in
developing and former communist nations cannot make
profitable contracts with strangers, cannot get credit, in-
surance or utilities services: they have no property to lose.
Because they have no property to lose, they are taken
seriously as contracting parties only by their immediate
family and neighbours. People with nothing to lose are
trapped in the grubby basement of the pre-capitalist world.

Meanwhile, citizens of advanced nations can contract for
practically anything that is reasonable, but the entry price is
commitment. 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 things a formal property system
does is transform assets from a less to a more accessible con-
dition, so that they can do additional work. Unlike physical
assets, representations are easily combined, divided, mobil-
ized and used to stimulate business deals. By uncoupling the
economic features of an asset from its rigid, physical state, a
representation makes the asset ‘fungible’ — able to be
fashioned to suit practically any transaction.

By describing all assets in standard categories, an
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integrated formal property system makes possible the com-
parison of two architecturally different buildings constructed
for the same purpose. This allows one to discriminate quickly
and inexpensively between similarities 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 outlines their singularity but peints out their
similarity to other assets, thus making potential combi-
nations more obvious. Through the use of standardized
records, one can determine (on the basis of zoning
restrictions, who the neighbours 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, for hotel rooms, a
bookshop or squash courts and a sauna.

Representations also enable the division of assets without
touching them. While an asset such as a factory may be an
indivisible 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 countless 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
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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 entre-
preneurs to simulate hypothetical situations in order to
explore other profitable 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 representations that allow entre-
preneurs 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 available, 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 systems have signifi-
cantly reduced the transaction costs of mobilizing and using
assets.

Once assets are in a formal property system, they endow
their owners with an enormous advantage in that they can be
divided and combined in more ways than a Meccano set.
Westerners may adapt their assets to any economic circum-
stance to produce continually higher valued mixtures, while
their Third World counterparts remain trapped in the
physical world of rigid, non-fungible forms.
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Property Effect No. 5: Networking People

By making assets fungible — capable of being divided, com-
bined or mobilized to suit any transaction — by attaching
owners to assets, assets to addresses, and ownership to
enforcement, and by making information on the history of
assets and owners easily accessible, formal property systems
converted the citizens of the West into a network of in-
dividually identifiable and accountable business agents. The
formal property process created a whole infrastructure of
connecting 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 pro-
tection of ownership; squatters, housing organizations,
mafias and even primitive tribes manage to protect their
assets quite efficiently. Property’s real breakthrough is that it
radically improved the flow of communications 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 property encourages the suppliers
of such utilities as electricity and water to invest in pro-
duction 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
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without an integrated legal system where the ability to
enforce obligations 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 subscription contracts,
establish service connections and ensure access to parcels and
buildings? How would they implement billing systems,
meter-reading, collection mechanisms, loss control, fraud
control, delinquent charging procedures and enforcement
services such as meter shut-offs?

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 utility situation outside the West, where technical and
financial losses plus theft of services account for 30 to 50 per
cent of all available utilities.

Western legal property also provides businesses with
information about assets and their owners, verifiable
addresses and objective 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 centre of a complex web of con-
nections that equips ordinary citizens to form ties with both
the government 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 potential
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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 inspection and verification services be provided
efficiently and cheaply? How could tax collection work?

It is the property system that draws out the abstract
potential from buildings and fixes it in representations that
allow us to go beyond passively using the buildings only as
shelters. Many title systems in developing pations 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 additional
mechanisms required to create a network where assets can
lead a parallel life as capital. Formal property should not be
confused with such massive inventory systems as the English
Domesday Book of nine hundred years ago or a luggage
check operation in an international airport. Properly under-
stood and designed, a property system creates a network
through which people 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 agencies that are the stewards of
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an advanced nation’s representations. Public record-keepers
administer the files that contain all the economically useful
descriptions of assets, whether land, buildings, chattels,
ships, industries, mines or aeroplanes. 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 repre-
sented in appropriate formats that can be updated and easily
accessed.

In addition to public record-keeping systems many other
private services have evolved to assist parties in fixing,
moving and tracking representations so that they can easily
and securely produce surplus value. These include private
entities that record transactions, escrow and closings organiz-
ations, abstractors, appraisers, title and fidelity insurance
firms, mortgage brokers, trust 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 mortgages and un-
marketability of title. By law, all these entities have 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 systems emphasize the latter. Security is principally
focused on producing 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,
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which tilt towards 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 why most of the assets in developing and ex-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 |
transactions. How else can we explain that in developing and |
former communist nations people are still taking their pigs to
market and trading them one at a time, as they have done for

thousands of years, while in the West traders take represen-

tations of their rights over pigs to the market? Traders at the '
Chicago commodities exchange, for example, deal through 3
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 J

pigs with little concern about the security 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 3
out. 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 1
representing them in a way that our senses can pick up
quickly; and, second, it facilitates the capacity to agree on
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how to use assets to create further production and increase
the division of labour. 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
‘capital’ (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 specific 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 trans-
actions, and so providing all the mechanisms required for the
monetary and banking system to work and for investment to
function. The connection between capital and modern money
runs through property.

Today it is documented information that can ultimately be
traced back to legal records of property ownership and trans-
actions that provide monetary authorities with the indicators
they need to issue 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 ... presupposes the institution of
property.”® It is property documentation that fixes the
economic characteristics of assets so that they can be used to
secure commercial and financial transactions, and ultimately

63




THE MYSTERY OF CAPITAL

provides the justification against which central banks issue 4
money. To create credit and generate investment, what people |
encumber are not the physical assets themselves, but their
property representations — the recorded titles or shares — 1
governed by rules that can be enforced nationwide. Money |
does not earn money. You need a property right before you can |
make money. Even if you loan money, the only way E
you can earn on it is by loaning or investing it against some ]
kind of property document that establishes your rights to prin- §
cipal 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 3
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 understood without the insti- }
tution 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 banking :'
against securities’,”? or, in my terms, legal property paper.?
They agree with Harold Demsetz that the property rights
foundation 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
Triumph: ‘the many blessings of a pnvate property system
have never been properly analyzed’."’
Capital, as I argued earlier, is therefore not created :,
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money; it is created by people whose property systems help
them to cooperate and think about how they can get the
assets they accumulate to deploy additional production. The
substantial increase of capital in the West over the last two
centuries is the consequence of gradually 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 non-inflationary 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 sophisticated use of property institutions, how to give the
things we accumulate 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 gathered into one order the whole
institutional process 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 significantly, the battle for
the future of capitalism shifted from the book-lined studies of
theoreticians into a vast web of entrepreneurs, 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.
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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 the only serious
option for development. So the rest of the world turned to the
West for help and was advised to imitate the conditions of life
on the delta: stable currencies, open markets and private
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 4
headwaters. Widely accessible legal property systems are the 4
silt from upriver that permits modern capital to flourish. ,

This is one of the principal reasons why macroeconomic 3
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. Capital is needed, ]
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 summon the political 1
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will necessary to build a property system that is easily
accessible to the poor.

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 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 conquer 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? . . . It would perhaps be teasingly para-
doxical to say that whatever else was in short supply, money
certainly 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 contradiction ... between the
depressed economic climate and the splendors 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 cannot get the
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fruits of their labour represented by the formal property
system, live outside Braudel’s bell jar.
The bell jar makes capitalism a private club, open only to

a privileged few, and enrages the billions standing outside 4
looking in. This capitalist apartheid will inevitably continue

until we all come to terms with the critical flaw in many
countries’ legal and political systems that prevents the
majority from entering the formal property system.

The time is right to discover why most countries have not

been able to create open formal property systems. This is the

moment, as Third World and ex-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.
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THE MYSTERY OF POLITICAL AWARENESS

Hark, bark! the dogs do bark,
The beggars are coming to town;
Some in rags and some in jags,
And some in silken gown.
English nursery rbyme

The breakdown of population patterns and mandatory law
has been an unmistakable trend in developing countries for
the past forty years and in ex-communist countries for the
past ten. Since Deng Xiaoping’s economic reforms began in
1979, 100 million Chinese have left their official homes in
search of extralegal jobs. Three million illegal migrants
besieging Beijing have created a jumble of sweatshops on the
outskirts of the city. Port-au-Prince has grown fifteen times larger;
Guayaquil eleven times larger; and Cairo four times larger.
The underground market now accounts for 50 per cent of
GDP in Russia and Ukraine and a whopping 62 per cent in
Georgia. The International Labour Organization reports that
since 1990 85 per cent of all new jobs in Latin
America and the Caribbean have been created in the
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extralegal sector. In Zambia, only 10 per cent of the work-
force is legally employed.

What are these countries doing about this? Quite a lot.
They have rolled up their sleeves and gone to work, address-
ing each of these problems individually. In August 1999, for
example, Bangladeshi authorities demolished fifty thousand
shanties in the capital city of Dhaka. Where demolition is
impossible, governments have built schools and pavements
for the millions of squatters invading public and private
lands. At the same time governments have supported micro-
finance programmes to assist the sweatshops that are
transforming residential areas into industrial zones through-
out the world. They have improved the stalls of pavement
vendors clogging their streets; removed hordes of drifters
from their city squares and planted flowers instead; tightened
construction and safety codes to prevent buildings collapsing
as they did in Turkey during the 1999 earthquake.
Governments have tried to force the independent jitneys and
shabby taxis that glut traffic to meet minimum safety stan-
dards; they are cracking down on theft and loss of water and
electricity and trying to enforce patents and copyrights. They
have arrested and executed as many gangsters and drug
traffickers as possible (at least the more famous ones) and
jailed them (at least for a while); they have tightened security
measures to control the influence of extreme political sects
among the uprooted and vulnerable multitudes.

Each of these problems has its own academic speciality to
study it and its own political programme to cope with it. Few
seem to realize that what we have here is one huge, world-
wide industrial revolution: a gigantic movement away from

life organized on a small scale to life organized on a large 1
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one. For better or for worse, people outside the West are flee-
ing self-sufficient and isolated societies in an effort to raise
their standards of living by becoming interdependent in much
larger markets.

It is understood all too rarely that the Third World and
former communist societies are experiencing nearly the same
industrial revolution that arrived in the West more than two
centuries ago. The difference is that this new revolution is
roaring ahead much faster and transforming the lives of
many more people. Britain supported just 8 million people
when it began its 250-year progression from the farm to the
laptop computer. Indonesia is making that same journey in
only four decades and carrying a population of more than
200 million. No wonder its institutions have been slow to
adapt. But adapt they must. A tide of humanity has moved
from isolated communities and households to participate in
ever-widening circles of economic and intellectual exchange.
It is this tide that has transformed Jakarta, Mexico City, S3o
Paolo, Nairobi, Bombay, Shanghai and Manila into mega-
cities of 10, 20, 30 million and overwhelmed their political
and legal institutions.

The failure of the legal order to keep pace with this
astonishing economic and social upheaval has forced the new
migrants to invent extralegal substitutes for established law.
Whereas all manner of anonymous business transactions are
widespread in advanced countries, the migrants in the
developing world can deal only with people they know and
trust. Such informal, ad hoc business arrangements do not
work very well. The wider the market, as Adam Smith
pointed out, the more minute the division of labour can be.
And as labour grows more specialized, the economy grows

71




6

THE MYSTERY OF LEGAL FAILURE
Why Property Law Does Not Work Outside the West

The life of the law has not been logic; it has been experience.
US SUPREME COURT JUSTICE OLIVER WENDELL HOLMES

Nearly every developing and ex-communist nation has a }
formal property system. The problem is that most of their }
citizens cannot gain access to it. They have run into Fernand
Braudel’s bell jar, that invisible structure in the past of the
West that reserved capitalism for a very small sector of
society. Their only alternative, as we saw in Chapter 2, is to
retreat with their assets into the extralegal sector where they
can live and do business — but without ever being able to
convert their assets into capital.

Before we can lift the bell jar, it is important to know that
we will not be the first to try. As we shall see in this chapter,
governments in developing countries have tried for 180 years
to open up their property systems to the poor.

Why have they failed? The reason is that they usually
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operate under five basic misconceptions:

A all people who take cover in the extralegal or underground
sectors do so to avoid paying taxes;

A real estate assets are not held legally because they have not been
properly surveyed, mapped and recorded;

A enacting mandatory law on property is sufficient, and
governments can ignore the costs of compliance with that law;

A existing extralegal arrangements or ‘social contracts’ can be
ignored;

A you can change something as fundamental as people’s con-
ventions on how they can hold their assets, both legal and
extralegal, without high-level political leadership.

To explain these countries’ underground economies, in
which 50 to 80 per cent of the people typically operate,
in terms of tax evasion is partially incorrect at best. Most
people do not resort to the extralegal sector because it is a tax
haven but because existing law, however elegantly written,
does not address their needs or aspirations. In Peru, where
my team designed the program for bringing small extralegal
entrepreneurs into the legal system, some 276,000 of those
entrepreneurs recorded their businesses voluntarily in new
registry offices we set up to accommodate them — with no
promise of tax reductions. Their underground businesses had
paid no taxes at all. Four years later tax revenues from
formerly extralegal businesses totalled US$1.2 billion.

We were so successful because we modified company and
property law to adapt to the needs of entrepreneurs
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accustomed to extralegal rules. We also cut dramatically the }
costs of the red tape to enrol businesses. This is not to say §
that people do not care about their tax bill. But extralegal §
manufacturers and shopkeepers — who operate on razor-thin 1
profit margins, in cents rather than dollars — know basic
arithmetic. All we had to do was make sure the costs of |
operating legally were below those of surviving in the extra- |
legal sector, facilitate the paperwork for legalization, make a §
strong effort to communicate the advantages of the pro-
gramme, and then watch hundreds of thousands of ;;
entrepreneurs happily quit the underground. j

Contrary to popular wisdom, operating in the under- ‘
ground is hardly cost-free. Extralegal businesses are taxed by
the lack of good property law and continually having to hide
their operations from the authorities. Because they are not in-
corporated, extralegal entrepreneurs cannot lure investors by 3
selling shares; they cannot secure low-interest formal credit §
because they do not even have legal addresses; they cannot §
reduce risks by declaring limited liability or obtaining in-
surance coverage. The only ‘insurance’ available to them is J
that provided by their neighbours and the protection that |
local bullies or mafias are willing to sell them. Moreover, }
because extralegal entrepreneurs live in constant fear of )
government detection and extortion from corrupt officials, §
they are forced to split and compartmentalize their pro-
duction facilities between many locations, thereby rarely
achieving important economies of scale. In Peru 15 per cent §
of gross income from manufacturing in the extralegal sector |
is paid out in bribes, ranging from ‘free samples’ and special
‘gifts’ of merchandise to outright cash. With one eye always
on the lookout for the police, underground entrepreneurs }
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cannot openly advertise to build up their clientele or make
less costly bulk deliveries to customers.

Our research has confirmed that in most countries being
free from the costs and nuisance of the extralegal sector
generally compensates for paying taxes. Whether you are
inside the bell jar or outside, you will be taxed. What deter-
mines whether you remain outside is the relative cost of being
legal.

Another prime misconception is that real estate assets
cannot be legally registered unless they have been surveyed,
mapped and recorded with state-of-the-art geomatic infor-
mation technology. This, too, is at best partially true.
Europeans and Americans managed to record all their real
estate assets decades before computers and geographical
information systems were invented. As we saw in the last
chapter, throughout the nineteenth century the surveying of
newly settled land in the United States lagged many years
behind the conveyance of property rights. In Japan I
examined the documentation available in registry offices and
saw how some land assets had been recorded after the Second
World War using maps from the Edo period ~ three to four
centuries before the invention of aerial photography and
global positioning systems.

This does not mean that state-of-the-art computing and
geographical information systems are not extremely im-
portant to any government’s efforts to open up its property
system to the poor. What it does mean is that the widespread
undercapitalization, informal squatting and illegal housing
throughout the non-Western world are hardly caused by a
lack of advanced information and mapping technology.

Braudel’s bell jar is made not of taxes, maps and computers
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but laws. What keeps most people in developing and former{

communist nations from using modern formal property tci

i

create capital is a bad legal and administrative system. Insids
the bell jar are élites who hold property using codified law:
borrowed from the West. Outside the bell jar, where m
people live, property is used and protected by all sorts off
extralegal arrangements firmly rooted in informal consensus J
dispersed through large areas. These local social contracts!

represent collective understandings of how things are owned

and how owners relate to each other. Creating one national}
social contract on property involves understanding the psycho-'
logical and social processes — the beliefs, desires, intentions, ;

customs and rules — that are contained in these local social
contracts and then using the tools that professional law pro-
vides to weave them into one formal national social contract. }

This is what Western nations achieved not so long ago.

The crucial point to understand is that property is not a

physical thing that can be photographed or mapped. Property

is not a primary quality of assets, but the legal expression of
an economically meaningful consensus about assets. Law is }

the instrument that fixes and realizes capital. In the West the

law is less concerned with representing the physical reality of
buildings or real estate than with providing a process or rules }
that will allow society to extract potential surplus value from ]
those assets. Property is not the assets themselves but a J
consensus between people as to how those assets should be :‘
held, used and exchanged. The challenge today in most non- §
Western countries is not to put all the nation’s land and }§
buildings into the same map (which has probably already }

been done) but to integrate the formal legal conventions
inside the bell jar with the extralegal ones outside it.
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No amount of surveying and mapping will accomplish
this. No amount of computerizing will convert assets into a
form that allows them to enter expanded markets and
become capital. As we saw in Chapter 3, assets themselves
have no effect on social behaviour: they do not produce
incentives, they make no person accountable, no contract
enforceable. Assets are not intrinsically ‘fungible’ — capable
of being divided, combined or mobilized to suit any trans-
action. All of these qualities grow out of modern property
law. It is law that detaches and fixes the economic potential
of assets as a value separate from the material assets them-
selves and allows humans to discover and realize that
potential. It is law that connects assets into financial and
investment circuits. And it is the representation of assets fixed
in legal property documents that gives them the powers to
create surplus value.

More than sixty years ago, the eminent legal historian C.
Reinold Noyes wrote:

The chips in the economic game today are not so much the
physical goods and actual services that are almost exclusively
considered in economic text books, as they are that elabor-
ation of legal relations which we call property . . . One is led,
by studying its development, to conceive the social reality as
a web of intangible bonds — a cobweb of invisible filaments —
which surround and engage the individual and which thereby
organize society . . . And the process of coming to grips with
the actual world we live in is the process of objectivizing these
relations.!

Lifting the bell jar, then, is principally a legal challenge.
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The official legal order must interact with extralegal arrange-
ments outside the bell jar to create a social contract on
property and capital. To achieve this integration, many other
disciplines are, of course, necessary: economists have to get §
the costs and numbers right; urban planners and agronomists
must assign priorities; mappers, surveyors and computer |
experts are indispensable to make the information systems §
work. But, ultimately, an integrated, national social contract §
will be concretized only in laws. All other disciplines play i
only a supporting role. N
Does that mean that lawyers should lead the integration ]
process? No. Implementing major legal change is a politicz?l ]
responsibility. There are various reasons for this. First, law is 1
generally concerned with protecting property rights, but the |
real task in developing and ex-communist countries is not so
much to perfect existing rights as to give everyone a right to
property rights — ‘meta-rights’, if you will. Bestowing such ]
meta-rights, emancipating people from bad law, is a political 1
job. Second, very small, but powerful, vested interests —
mostly represented by the countries’ best commercial lawyers §
— are likely to oppose change unless they are convinced other-
wise. Bringing well-connected and moneyed people on to the |
bandwagon requires not consultants committed to serving
their clients but talented politicians committed to serving their
people. Third, creating an integrated system is not about draft-
ing laws and regulations that look good on paper, but rather }
about designing norms that are rooted in people’s beliefs and
are thus more likely to be obeyed and enforced. Being in touch %
with real people is a politician’s task. Fourth, prodding i
underground economies to become legal is a major political
sales job. Governments must convince poorer citizens — who
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mistrust government and survive on tight parochial arrange-
ments — and some of the mafias who protect them to buy an
entry ticket into a much bigger and looser game. Governments
must also convince influential leftists, who in many countries
are close to the grassroots, that enabling their constituencies to
produce capital is the best way to help them. Citizens inside
and outside the bell jar need government to make a strong case
that a redesigned, integrated property system is less costly,
more efficient and better for the nation than the existing
anarchical arrangements.

Without succeeding on these legal and political fronts, no
nation can overcome the legal apartheid between those who
can create capital and those who cannot. Without formal
property, no matter how many assets they accumulate or how
hard they work, most people will not be able to prosper in a
capitalist society. They will continue to remain beyond the
radar of policy-makers, out of the reach of official records,
and thus economically invisible.

Western governments succeeded in lifting the bell jar, but it
was an erratic, unconscious process that took hundreds of
years. My colleagues and I have synthesized what we think
they did right into a formula we call the ‘capitalization
process’, with which we are assisting various governments
throughout the world (see Figure 6.1). Explaining the details
is not part of this book, but readers who would like a tech-
nical description of the entire plan are invited to consult
unpublished documentation in Institue for Liberation and
Democracy archives. In the rest of this chapter I will focus on
the two indispensable components of the formula: the legal
challenge (A.4 in Figure 6.1) and the political challenge (B.1
in Figure 6.1).
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Figure 6.1
CAPITALIZATION PROCESS
MOVEMENT FROM DEAD CAPITAL TO LIVE CAPITAL

A. THE DISCOVERY STRATEGY
A1 identity, locate and classify extralegal assets (dead capital)
A1.1 Develop local recruitment specifications to penetrate extralegal sector. )
A1.2 Determine causes for the accumulation of extralegal assets so as to develop workable typologies.
A1.3 Locate economic sectors and geographic areas where extralegal activities are most prevalent.
A2  Quantify the actual and potential value of extralegal assets (dead capita) ]
A2.1 Develop appropriate methodologies to estimate the value of exiralegal assets using existing information and -
data gathered in the field. 9
A2.2 Customize criteria to gather and process information and to confirm results.
A2.3 Establish the importance of the value of extralegal assets.
A3 Analyze the interaction of the extralegal sector with the rest of society
A3.1 Research the relevant links between government and extralegal assets.
A3.2 Research the relevant links between legal businesses and extralegal assets.
A3.3 Identify where has already dealt with extralegal assets.
A4 Identify the extralegal norms that govern extralegal property . .
A4.1 Detect and decode the extralegal norms that define the manner in which property rights are held and exercised
by the different extralegal communities in the country.
A5 Determine the costs of extralegality to the country 1
AS5.1 The costs to the extralegal sector b
A5.2 The costs to the legal business sector
A5.3 The costs to government

B5.5 Create an expedient and low-cost alternative to squatting and other forms of extralegal appropriation.
Consolidate process and respect for the law by establishing incentives and disincentives aimed at encouraging
legal and di ing illegal

85.6 Designand i ini or private
as to encourage settliement of disputes within the law.

1o substitute judicial processes, where suitable, so

B.6  Create mechanisms that will reduce risks with private including of
titles and non-payment for public

THE OPERATIONAL STRATEGY

C1  Design and field operatic Y, offices, training and
manuals that enable to and process property rights in the extralegal

sector
C.1.1 Design mechanisms to obtain the massive participation of the members of extralegal settiements for the
purpose of reducing the costs of capitalization.
C.1.2 Carry out training courses for the organization of capitalization brigades that reflect the types of extralegality
they will encounter.
C.1.3 Develop manuals that explain to the leaders and the people of extralegal settlements the ways in which they
can participate in the selection and collection of proofs of ownership.
C.1.4 Prepare for capitalizing extralegal communities
C.1.4.1 Identify and train local promoters within each community
C.1.4.2 Implement a local promotional campaign within each community
C.1.4.3 Educate each community about the proofs of ownership required
C.1.4.4 Train local leaders to record ownership information on registration forms
C.1.4.5 Identify and train private verifiers to certify information collected by the community.
C.1.5 Gather and process information on physical assets.
C.1.5.1 Obtain or prepare maps showing the boundaries of individual parcels (where necessary prepare digital base
maps to record boundary information)
C.1.5.2 Verify that maps showing individual parcels correspond with what is on the ground
C.1.5.3 Enter the maps into the computer system.
C.1.6 Gather and process ownership information.
C.1.6.1 Gather ownership information and record on registration forms
C.1.6.2 Verify that ownership rights are valid under the new law
3 Enter the ownership information into the computer system
4 Officially register the ownership rights
.6.5 Hand out certificates to the beneficiaries at a public ceremony.
using approp media to of the
extralegal sector, support in the business and the sector, and
among those with vested interests in the status quo
C.2.1 Conduct a campaign for each particular type of community in the extralegal sector to encourage their
participation in the process.
C.22 Devise that show iaries of process that their assets are protected by the
same institutional framework that protects the rights of private investors, both domestic and foreign. This will
give these owners a reason to respect contracts governed by the formal legal order.

B. THE POLITICAL AND LEGAL STRATEGY 4 C.2.3 Conduct a campaign for each legal community that may feel vuinerable. X -
B.1  Ensure that the highest political level assumes responsibility for capitalization of the poor C.2.4 Design the means of communicating to legal sector the beneﬁ§ of capitnliza(icp. emphasizing |he_ reduc!nc_m in
B.2 Putinto operation agencies that will permit rapid change risks and making it clear that capitalization will neither affect existing property rights nor compromise the rights
B.2.1 Identify and connect with the capitalization process the different institutions that presently of third parties. . . } . - . .

govern property rights or impinge upon their abilty to generate surplus value. ) 3 2.5 Conduct a campaign for professionals with vested interests in property dsfinition, explaining their future role
B.2.2 Design, obtain approval for, and put into operation agencies that will permit the rap.ld |r_|troducwn of changes in and increased involvement within an expanded legal sector after capitalization.
the diverse processes required for capitalization. If possible, create a single organization having the sole C.3  Re-engineer the record keeping and 80 that they can pull together
mandate of capitalizing assets and decentralize offices to provide services throughout the country. 3 all the economically useful descriptions about a country's extralegal assets and integrate them into
B.2.3 Ensure that the capitalization process both incorporates the political priorities of the government and reflects & one data/knowledge based omnp\_mr uyn’m_ e e X
consensus within society that makes the process easily enforceable. C.3.1 Structure the organization of the registry and its internal work flows, ;umpMy the registration processes, establish
B.3  Remove administrative and legal bottlenecks specifications for automating information, design and implement a quality eontml s_ysvsm, select and tmn ps'sonnel
B.3.1 Calculate the costs of capitalizing extralegal assets, including: and establish procedures to ensure that the registry can handie a massive national program of capitalization.
B.3.1.1 Requirements for permits at all levels of government. Cc32 Constr_uﬁ GIS based systems to provide spatial analytical capabilities. ) )
2 Requirements for and the amount of payments for these permits. C.3.3 Establish control mechanisms to guarantee that the cost of v am_! services are ly
3 The number of forms and other documents required. efficient and cost effective that its users will not be motivated to slip back into extralegality.
B.3.1.4 Requirements that cannot be met in practice. C.3.4 Insert descriptions of features of extralegal property holdings into i ‘computer-friendly
B.3.1.5 All other transaction costs, including time delays. forms where they can be differentiated, recorded and managed in one computer environment.
Remove ini and legal i and modifying the institutions, statutes and C.3.5 Break down the information that is traditionally contained in deeds into simple categories that can be entered
practices that create unnecessary red tape. into computer software and be systematized for easy access, after having effected a legally approved
B.4  Build consensus between legal and extralegal sectors of existing i gathering " . . o
B.4.1 Determine the points where extralegal norms coincide with the law so as to be able to draﬁ_gmu\es that C.3.6 Fadilitate the mte of computerized property {Mormaﬂon by p|§gng data input centers m 1o the beneficiaries.
recognize acceptable extralegal proofs of ownership with the support of extralegal communities. 3 The purpose is to eut down on the b " and costs of legally property and
B.4.2 Ensure that the draft legal norms that incorporate extralegal property do so without compromising the level of property-related business and keeping their status legal.
security that the existing legal order now provides property that is duly recorded and effectively controlied so D. THE COMMERCIAL STRATEGY
to obtain acquiescence of the legal sector. b DA the and that will enable the provision of:
B.5  Draft statutes and procedures that lower the costs of holding assets legally below those of holding D.1.1 Banking/Mortgages/Credit D.1.5 Insurance products
them extralegally 4 D.1.2 Public Utilities (Property damage, life insurance, credit
B.5.1 Enact the statutes required for all property in a country to be governed by one consistent body of law and set (Energy, water, sewage, telecommunications) insurance, liens, title insurance)
of procedures. . D.1.3 Collection Systems D.1.6 National Identification Systems
B.5.2 Broaden the definition of proofs of ownership to suit the new process, and consolidate into administratively (Credit, rates, taxes) D.1.7 Housing and Infrastructure
manageable packages the statutes and procedures that will govern the capitalization process. D.1.4 Databases/Information Services D.1.8 National Security
5. nsolidate dispersed legislation into a single law.
::3 :v:::'p instituti a"dsg that permit of scale for all the activities which constitute the
process of capitalization.
THE MYSTERY OF CAPITAL

PART I
The Legal Challenge

As things stand, the creation of one integrated propertyi
system in non-Western nations is impossible. Extraleg
property arrangements are dispersed among dozens, |
sometimes hundreds, of communities; rights and other
information are known only to insiders or neighbours. All §
the separate, loose extralegal property arrangements
characteristic of most Third World and former communist
nations must be woven into a single system from which j
general principles of law can be drawn. In short, the many §
social contracts ‘out there’ must be integrated into one all- |
encompassing social contract.

How can this be accomplished? How can governments )
find out what the extralegal property arrangements are? That }
was precisely the question put to me by five members of the
Indonesian cabinet. I was in Indonesia to launch the trans-
lation of my previous book into Bahasa Indonesian, and they 1
took that opportunity to invite me to talk about how §
they could find out who owns what among the 90 per cent of 4
Indonesians who live in the extralegal sector. Fearing that I
would lose my audience if I went into a drawn-out technical |
explanation on how to structure a bridge between the
extralegal and legal sectors, I came up with another way, an
Indonesian way, to answer their question. During my book
tour I had taken a few days off to visit Bali, one of the most !
beautiful places on earth. As I strolled through rice fields, I
had no idea where the property boundaries were. But the
dogs knew. Every time I crossed from one farm to another, a
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Jdifferent dog barked. Those Indonesian dogs may have been
ignorant of formal law, but they were positive about which
assets their masters controlled.

I told the ministers that Indonesian dogs had the basic in-
formation they needed to set up a formal property system. By
travelling their city streets and countryside and listening to
the barking dogs, they could gradually work upwards,
through the vine of extralegal representations dispersed
throughout their country, until they made contact with the
ruling social contract. ‘Ah,” responded one of the ministers,
‘Jukum Adat [the people’s law]!

Discovering ‘the people’s law’ is how Western nations built
their formal property systems. Any government that is
serious about re-engineering the ruling informal agreements
into one national formal property social contract needs to
listen to its barking dogs. To integrate all forms of property
into a unified system, governments must find out how and
why the local conventions work and how strong they are.
The failure to do so explains why past attempts at legal
change in developing and former communist countries have
not worked. People tend to look upon the ‘Social Contract’
as an invisible, god-like abstraction that resides only in the
minds of visionaries like Locke, Hume and Rousseau. But my
colleagues and I have discovered that the social contracts of
the extralegal sector are not merely implied social obligations
that can be inferred from societal behaviour; they are also
arrangements that are explicitly documented by real people.

As a result, these extralegal social contracts can be touched,
and they can also be assembled to build a property and
capital formation system that will be recognized and enforced
by society itself.
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The Move from a Pre-capitalist to a Capitalist
Property System

Without an integrated formal property system, a modernj

market economy is inconceivable. Had the advanced nations?
of the West not integrated all representations into oné]
standardized property system and made it accessible to all,]
they could not have specialized and divided labour to creats
the expanded market network and capital that have pro
duced their present wealth. The inefficiencies of non-Western!
markets have a lot to do with the fragmentation of their
property arrangements and the unavailability of standard
representations. This lack of integration restricts interaction
not only between the legal and the extralegal sector but §
among the poor themselves. Extralegal communities do inter
change with each other, but only with great difficulty. They }
are like flotillas of ships that remain in formation by
navigating with reference to each other rather than to some }
common and objective standard, such as the stars or the
magnetic compass. 1

Common standards in one body of law are necessary to ]
create a modern market economy.? As C. Reinold Noyes has

pointed out:

Human nature demands regularity and certainty and this
demand requires that these primitive judgements be consistent
and thus be permitted to crystallize into certain rules - into
‘this body of dogma or systematized prediction which we call
law’ . . . The practical convenience of the public . . . leads to
the recurrent efforts to systematize the body of laws. The
demand for codification is a demand of the people to be
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released from the mystery and uncertainty of unwritten or
even of case law.?

To make the transition from a condition where people
already rely on a diversity of extralegal practices established by
mutual consent to one codified legal system is a daunting
challenge. As we have seen, this is what the nations of the West
had to do to move from pre-capitalist ‘primitive judgements’ to
a systematized body of laws. That is how they lifted their bell
jars. However, as successful as those nations have been, they
were not always conscious of what they were doing and left
behind no clear blueprint. Even in Britain, eager to extend the
benefits of the Industrial Revolution, reform efforts went on
for almost a full century (from 1829 to 1925) before the
government was in a position to make sure that real estate
assets could be centrally recorded and easily transferred. John
C. Payne sums up how difficult and erratic property reform
was for England:

A great many statutes were passed, and English property law
was made over from top to bottom. Much of this reform was
ad hoc improvisation, and one gets the impression that the
leaders of the movement did not always have a clear idea of
what they were doing or why they were doing it. English land
law had become so technical and had gained so many
accretions through the centuries that the task must initially
have seemed almost overwhelming. The difficulty was that
there was so much detail to be attended to that it was hard to
get to the heart of the matter. So the English reformers began
to strike about them with all good will but with more energy
than clarity of concept. In the long run they did their work
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well, but it took them a century to do it, and in the interim
they attempted many unsuccessful experiments and were

ultimately forced into a number of compromises.*

The Failure of Mandatory Law

One might assume that today it would be relatively easy for;
developing and former communist nations to lift their bell }
jars. After all, the right of universal access to property is now }
recognized by nearly every national constitution in the world
and by many international conventions. Programs to endow |
the poor with property exist in almost all developing and |
former communist countries. Whereas the reforms of the §
West during the eighteenth and nineteenth centuries en-
countered widespread intellectual and moral resistance
against sharing formal property rights, access to property is _i’
today considered part and parcel of the fundamental rights of §
humankind. A wide array of contemporary international
treaties, ranging from the Universal Declaration of Human §
Rights of 1948 and the catechism of the Catholic Church to ;
the 169th Covenant of the International Labour Office on
Indigenous and Tribal People in Independent Countries of §
1989, insist on property as a basic and stable human right. In §
different degrees courts and laws all over the world see this
right as an important legal principle. The invading army’s
age-old custom of plundering property has been explicitly }
forbidden by international law since the International |
Convention of The Hague of 1899. International law thus ;
treats the property rights of individuals as more sacred than
the sovereign rights of states, providing that even if §
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rovernments lose lands, property owners in those same terri-
tories shall not lose theirs.

The United States, Canada, Japan and Europe — the
twenty-five developed nations of the world — have prospered
so much more than those without their kind of accessible,
mtegrated formal property systems that today no one would
scriously propose economic solutions that disregarded the
nced for formal property. That is why most developing and
lormer communist nations today recognize the principle of
universal access to property rights as a political necessity as
well as an implicit ingredient of their macroeconomic and
market reform programs.

The political intention to legalize the assets of the poor has
been consecrated in Latin American law for nearly two
centuries. The first Peruvian Constitution, written in 1824,
just two years after independence from Spain, clearly stated
that the poor, then mostly Peruvians of native origin, were
the legitimate owners of their land. When it nevertheless
became obvious that Peru’s élites were gradually dispossess-
ing the indigenous poor, the government enacted over the
years a series of laws reinforcing the intent of the Peruvian
Constitution. None of them worked. The indigenous people
got statutes that generally confirmed that their assets were
legally theirs. What they did not get were the mechanisms
that would have allowed them to fix the economic rights over
their assets in representations protected by law.

The reason is now very clear: in Peru (and many other
countries outside the West) most legal procedures to create
formal property are not geared to process extralegal proofs
of ownership that lack any visible chain of title — which, of
course, is the only kind of proof the poor have. Nor can
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existing law follow and record subsequent changes in an
asset’s title as transactions continue to modify property ]
relationships over time. As we saw in Chapter 2, today, in the 3
best of circumstances, with modern maps, computers, human j
rights organizations standing by and all the best intentions i
the world, legal procedures for recording titles and changesj
to them can take twenty years. From the evidence we have
uncovered, it seems that Peruvian natives in the nineteenth
century faced delays that were no better and probably worse.
For people up against such obstacles, creating extralegal rules |
to protect their assets was the only rational thing to do.

When it became clear that the mandatory laws were not
helping the indigenous people of Peru concretize their rights, }
the economic élites swung back into action, dreaming up new
tricks to circumvent the laws’ intent. Where official titles did §
not exist, the well connected and their lawyers began invent- }
ing them, reconstituting the documentary evidence and '
getting local authorities and notaries to issue legal titles in
their favour (titulos supletorios, as they were called). Once §
again the élite dispossessed indigenous Peruvians or forced 1
them to sell on the cheap. The government, instead of in- §
vestigating why the poor were not able to use the law for
their benefit, assumed that the law was not the problem but
that the poor were inherently inferior. So instead of improv- §
ing the law, they extracted some of the poor from the
mainstream law and its leveraging tools and built firewalls }
around their land. In 1924 Peru enacted a major law to pro-
tect natives from further legal ploys by packing thousands of }
them into rural farming communities where the transfer of |
rights to any land was expressly prohibited. In thus protect-
ing the natives from the scheming and swindling élites, they 1
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also deprived them, albeit unintentionally, of the basic tools
for creating capital.

These rural enclaves, however, could hold only a small
percentage of the native population. By the late 1960s and
carly 1970s the remaining majority were still vulnerable
and unhappy and, consequently, a potentially volatile class,
especially with the sudden emergence of strong and well-
organized leftist movements. To defuse this new threat, the
Peruvian government, like those of many Third World
countries, instituted agrarian reform programs that ex-
propriated massive tracts of lands from large farms and
ranches (baciendas) to create over six hundred government-
run agrarian cooperatives for farmers. Again the aim was
noble: to make sure that natives had access to real estate.
What turned even these efforts into failures was that many of
the indigenous people disliked working inside imposed
bureaucracies. They broke up the cooperatives into private
parcels of land and turned once again to more familiar and
flexible extralegal arrangements to protect their newly estab-
lished rights. What the government had not taken into
account was that when people finally acquire property, they
have their own ideas about how to use and exchange it. If the
legal system does not facilitate the people’s needs and
ambitions, they will move out of the system in droves.

Peruvian history offers an important lesson for reformers
of all political stripes. Government programs to give property
to the poor have failed over the last 150 years whether they
followed the bias of the right (private property rights through
mandatory law) or of the left (protecting poor people’s land
in government-run collectives). The crippling political
agendas of ‘left v. right’ are largely irrelevant to the needs of
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most people in developing countries. These people move oulf
of the law not because the law has privatized or collectivized§
them but simply because it does not address what they wang}
Their wants may vary. Sometimes they need to combine the]
properties and sometimes they need to divide them. If the la
does not help them, then they will help themselves outside
law. What characterizes the enemies of property and capita
formation in developing and former communist countries
not whether they are leftists or rightists, but whether they a
the friends of the status quo. Governments in developin
countries need to stop living on the prejudices of Westerner}
hung up on the cruelty of enclosure and the creation off
property in Britain centuries ago or on the bloody di
possession of Native Americans throughout the Americas,
Those moral debts have to be paid in the West, not abroad
What governments elsewhere have to do is listen to the bark-
ing dogs in their own countries and find out what their law
should say. Only then will people stop living outside it. )

Formal law is increasingly losing its legitimacy as people]
continue to create property beyond its reach. Our data fromy
abroad indicated that from the 1960s to the 1990s, the}
extralegal sector had grown larger not only in Peru but i
other developing and ex-communist nations. Presuming that]
the failure of mandatory law was not only a Peruvian}
phenomenon, in 1994 I put together a special research team]}
to find out if in the last thirty years international financial in-
stitutions had reported carrying out any successful andj
massive ‘formalization’ program in the Third World — one
where all assets were properly represented and integrated
into one system so as to produce capital. Despite months of3
methodically sifting through the records of the US Treasury |
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and international organizations, we found nothing even
1emotely resembling the success of advanced nations.

What we did find was that over the past four decades
various governments had started many such programs by ear-
marking billions of dollars to finance a huge array of
property-related activities such as surveying, mapping and
computerized recording systems. These projects had two
main features in common: an extraordinary number of them
had been prematurely aborted because of poor results (‘Lots
of new maps and computers, but few new formal owners,’
reported one government project manager in Brazil); and,
with the exception of some rural Thai property certification
programmes, none of these efforts succeeded in turning
cxtralegal assets into legal ones. We certainly found no
cvidence that assets were being transformed into capital.

Was it because governments did not really care? Certainly
not. In Peru, for instance, the government had tried to
formalize property at least twenty-two times in the four
hundred years since the Spanish conquest. Their success rate:
zero. We called on titling authorities from other developing
countries and obtained similar replies: major programs had
failed or had only a marginal impact. Again, and signifi-
cantly, nobody we talked to in those countries could claim
that any consequential number of titles issued were fungible
and fixed in such a way as to be part of an integrated net-
work where capital formation could take place.

The evidence is overwhelming: no matter how hard
developing and former communist nations have tried, no
matter how good their intentions, there remains an enormous
distance between what mandatory law commands and
what has to be done for the law to work. Mandatory law
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is not enough. As Andrzej Rapaczynski has pointed out:

The notion that simply instituting an appropriate legal regime
will establish a set of property rights that can undergird a
modern economic system is deeply implausible, because most
property rights can only be marginally enforced by the legal
system. The core of the institution of ownership is a matter of
ungquestioned and largely unconscious social and economical
practices that must be rooted in non-legal developments. This
is the old Hobbesian problem: when most people obey the
Jaw, the government can enforce it effectively and [relatively]
cheaply against the few individuals who break it. But when
obedience breaks down on a large enough scale, no authority
is strong enough to police everyone. In such a setting, with
enforcement becoming less and less effective, individuals have
an incentive to follow their own interests, regardless of any
paper constraints.’

Throughout recent history, developing and former
communist countries have not lacked political will, budgets,
international manifestos or mandatory law drawn up with
the explicit purpose of giving rights over assets to the
majority of citizens. The problem is that when governments
set out to ensure the property rights of poor people, they
behave as if they were travelling to a place where there is a
property vacuum, as if they were landing on the moon. They
presume that all they have to do is fill this vacuum with
mandatory law. In most cases, however, there is no vacuum.
people already hold a huge amount of property through
extralegal arrangements. While the assets of the poor may be
outside the official law, their rights to those assets are
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nevertheless governed by social contracts of their own
making. And when the mandatory law does not square with
these extralegal conventions, the parties to those conventions
will resent and reject the intrusion.

Rooting Law in the Social Contract

Extralegal social contracts on property underpin nearly all
property systems and are part of the reality of every country,
even in today’s United States.® As Richard Posner has
reminded us, property is socially constructed.” This means
that property arrangements work best when people have
formed a consensus about the ownership of assets and the
rules that govern their use and exchange. Outside the West
extralegal social contracts prevail for a good reason: they
have managed much better than formal law to build on the
consensus between people about how their assets ought to be
governed. Any attempt to create a unified property system
that does not take into account the collective contracts that
underpin existing property arrangements will crash into the
very roots of the rights most people rely on for holding on to
their assets. Efforts to reform property rights fail because
officials in charge of drafting new legal rules do not realize
that most of their citizens have firmly established their own
rules by social contract.

The notion that social contracts underlie successful laws
goes all the way back to Plato, who thought that legitimacy
had to be founded on some type of social contract. Even
Immanuel Kant, in his statements against Locke, wrote that
a social contract has to precede real ownership; all property

181

THE MYSTERY OF CAPITAL

rights spring from social recognition of a claim’s legitimacy.
To be legitimate, a right does not necessarily have to be §
defined by formal law; that a group of people strongly -
supports a particular convention is enough for it to be upheld
as a right and defended against formal law. 1

That is why property law and titles imposed without |
reference to existing social contracts continually fail: they
lack legitimacy. To obtain legitimacy, they have to connect §
with the extralegal social contracts that determine existing
property rights. The problem, of course, is that these social ]
contracts are dispersed throughout hundreds of extralegal §
jurisdictions in scattered villages and city neighbourhoods. }
The only organized way to integrate these social contracts
into a formal property system is by building a legal and |
political structure, a bridge, if you will, so well anchored in
people’s own extralegal arrangements that they will gladly ,
walk across it to enter this new, all-encompassing formal |
social contract. But this must be a bridge so solid that it does }
not crack and send everyone stampeding back into extralegal §
arrangements; a bridge so wide that no one falls from it. That
is how, over hundreds of years, the West did it. Harold
Berman reminds us:

The systematization of law within various communities . . .
was possible only because there had previously developed an
informal structure of legal relations in those communities . . .
The Western legal tradition grew — in the past — out of the
structure of social and economic interrelationships within and
among groups on the ground. Behavioral patterns of inter-
relationship acquired normative dimensions: usages were
transformed into custom . . . and custom into law.®
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Building a legal and political bridge from social contracts
scattered ‘on the ground’ into one national law is what Eugen
Huber did in Switzerland at the turn of the twentieth century.
Huber adjusted the Roman doctrines of Swiss statutory law
to the customs, rules and behaviours dispersed throughout
the cities, towns and farmland of his country. He pulled
together all conventions on property into one codified law
that secured the rights and obligations of people in line with
the local norms to which they were accustomed. Huber liked
to quote an old German saying, ‘Das Gesetz muss aus dem
Gedanken des Volkes gesprochensein,” which, loosely trans-
lated, means, “The law must come from the mouth of the
people.” American law, as we saw in Chapter 5, showed the
same respect for existing social contracts. Its strength was not
its doctrinaire or professional coherence but its usefulness in
the hands of authorities who wanted to transform un-
developed assets into productive ones.

The transitions from extralegal relations to unified formal
property in advanced nations were not built on thin air. The
systematization of the laws that underpin modern property
rights structures was possible only because authorities
allowed pre-existing extralegal relationships among groups
on the ground sometimes to supersede official laws: ‘Law
both grows upward out of the structures and customs of the
whole society,” wrote Berman, ‘and moves downward from
the policies and values of the rulers of society. Law helps to
integrate the two.”

By rooting formal property law in social contracts to
which people were already committed, the governments of
the West achieved the widespread popular acceptance
required to overcome any resistance. The result was one legal
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system for property. With that in place, they were able to |
begin integrating dispersed conventions into one national §
social contract. And where once only the owner of a house and |
his neighbours could confirm whether the house belonged to
him, with the advent of formal property the whole nation j
knew he was the owner. Formal property titles allowed
people to move the fruits of their labour from a small range §
of validation into that of an expanded market. Western %
nations had thus laid out the energy plant to power a modern
market and capitalist system. . ’

Shifting the recognition of ownership from local arrange- ;
ments into- a larger order of economic and social }
relationships made life and business much easier. People no |
longer needed to rely on burdensome parochial politicking to §
protect their rights to assets. Formal property freed them 1
from the time-consuming local arrangements inherent to
closed societies. They could now control their assets. Even §
better, with adequate representations in hand, they could
focus on their assets’ economic potential. And because their
real estate and businesses could now be located easily |
and identified nationally, owners lost their anonymity and |
became accountable. Gradually, these mechanisms of legal
property set the stage for expanded markets and the creation |
of capital involving a huge number of players.

The Solidity of Pre-capitalist Social Contracts

Are the extralegal social contracts that prevail in developing 1
countries today a solid enough foundation for creating
official law? Without a doubt. There is a mountain of |
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cvidence that government officials implicitly and explicitly
comply with the extralegal social contracts when they
operate in the undercapitalized sector. Reports of inter-
national donor organizations refer continuously, albeit
obliquely, to extralegal conventions. How could governments
have developed agricultural and urban renewal projects in
the poorest sections of their countries without coming to
terms with extralegal beneficiary organizations? The fact that
governments and international financial institutions help
squatter settlements put in public services (roads, electricity,
water and schools), in defiance of property law, is an implicit
recognition of extralegal property arrangements. As Robert
Cooter and Thomas Ulen have noted, ‘the terms [of property
rights] are often more efficient when people agree upon them
than when a law-maker imposes them’.1°

Extralegal social contracts rely on a combination of
customs, ad hoc improvisations and rules selectively
borrowed. from the official legal system. In the absence of
legal protection from the state in most developing nations it
is extralegal law that regulates the assets of most citizens.
This may sound oxymoronic or even subversive to Western
readers who have come to believe there is only one law to
obey. But my experience visiting and working in dozens of
developing nations has made it clear to me that legal and
extralegal laws coexist in all of them. As Margaret Gruter
succinctly puts it:

Law is . . . not simply a set of spoken, written or formalized
rules that people blindly follow. Rather, law represents the
formalization of behavioral rules, about which a high per-
centage of people agree, that reflect behavioral propensities
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and that offer potential benefits to those who follow them.
(When people do not recognize or believe in these potential
benefits, laws are often disregarded or disobeyed . . .)!!

Another legal scholar has noted that the West’s ‘modern
reliance on government to make law and establish order is
not the historical norm’.12 Diverse laws within one nation are
nothing new. Legal pluralism ruled continental Europe until §
Roman law was rediscovered in the thirteenth and fourteenth
centuries and all currents of law were gradually brought into
one coordinated system.

We should not be surprised, then, to find that extralegal
activity in developing and former communist countries is
rarely haphazard. In the course of issuing formal title to
hundreds of thousands of home and business owners in Peru
my organization never found an extralegal group that did not ]
comply with well-defined consensual rules. Whenever we
visited an undercapitalized area, whether in Asia, America or
the Middle East, we never stepped into a wilderness. By
observing carefully, we were always able to distinguish
patterns of rules. In the worst cases we found a neglected
garden — never a jungle.

Like their Western predecessors, the undercapitalized
sectors in the Third World and ex-communist countries have
spontaneously generated their own varieties of property
rules. To defend their incipient property rights from others,
they have been forced to work out among themselves their
own extralegal institutions. Remember, it is not your own
mind that gives you certain exclusive rights over a specific
asset, but other minds thinking about your rights in the same
way you do. These minds vitally need each other to protect
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and control their assets. Moreover, people need to make their
social contracts even stronger than formal law to fend off
intruders, especially the government. Anyone doubting
the strength of social contracts has only to challenge some
of these extralegal rights. The resistance will be most
impressive.

Extralegal arrangements have become astonishingly wide-
spread over the past forty years. Reports about ‘the
mushrooming extralegal sector’ seem as common as football
scores in the newspapers of practically every Third World
city. The reason is that formal law has not been able to
accommodate rapidly evolving extralegal agreements. In real
estate, for example, extralegal social contracts originate not
only from outright squatting by migrants, but from deficient
housing and urban or agrarian reform programs, the gradual
deterioration of rent control programs, and the illegal
purchase or lease of land for dwelling and industrial pur-
poses. Most social contracts are facilitated by active agents:
commercially, politically or religiously motivated ‘real estate
brokers’ who have either something to gain from these trans-
actions or a constituency to protect. The common
denominator among their clients is that they cannot pay the
costs of legally obtaining property. In some countries I have
visited, branches of the armed forces appoint military officers
to obtain real estate extralegally as living quarters for non-
commissioned officers. More surprising still, I have seen
municipal authorities in charge of real estate titling and
registry operations organize informal squatting in order to
provide their union members with decent land for their
homes. One large squatter settlement I visited recently was
initiated by the city council itself, to provide homes for some
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seven thousand families of government employees. In another 1
country a local newspaper, intrigued by our evidence of ex- :
tensive extralegal real estate holdings, checked to see if the §
head of state’s official residence had a recorded title. It did
not. The newspaper joked that the nation’s laws were being 3
enacted from an extralegal location.

Once rights to land have been created extralegally, those.
involved create institutions to administer the social contract |
they have built: informal business and residential organiz- i
ations meet regularly, make decisions, obtain and supervise §
infrastructure investment, follow administrative procedure
and issue credentials. They typically have a headquarters
where maps and manual ledgers with ownership records may 1
be found. The most striking feature of these institutions,
throughout the world, is their desire to be integrated into the §
formal sector. In urban areas extralegal buildings and busi- |
nesses evolve over time until they are barely distinguishable §
from property that is perfectly legal. In all developing and
former communist nations I have visited a long frontier
separates the legal from the extralegal. All along it there are 1
checkpoints where extralegal organizations connect with §
government officials; where the former struggle to gain
official acceptance and the latter try to achieve a semblance .
of order.”? Usually, extralegal organizations will have worked
out a way to coexist with some stratum of the government,
probably at the municipal or local level. Most groups are try- |
ing to negotiate a legal niche to protect their rights, while
others have already reached some sort of agreement that
stabilizes their situation outside mainstream law. There is one
other clue pointing to the fact that the extralegals want to §
come in from the cold: the engaging and diplomatic leaders
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they select to negotiate on their behalf hardly fit the stereo-
type of the street boss.

Listening to the Barking Dogs

Most governments of developing and former communist
nations are probably ready to recognize that the reason why
their extralegal sectors are growing exponentially is not
because people have suddenly abandoned their respect for the
law but because they have no alternative for protecting their
property and earning a living. Once governments come to
terms with this fact of modern life, they will have to strike a
deal. Although the extralegals are already primed to cross the
bridge into legal recognition, they will do so only if their
governments make the trip easy, safe and cheap. Asset
owners in the extralegal sector are already relatively well
organized; they are also ‘law-abiding’, although the laws they
abide by are not the government’s. It is up to the government
to find out what these extralegal arrangements are and then
find ways to integrate them into the formal property system.
But they will not be able to do that by hiring lawyers in high-
rise offices in Delhi, Jakarta or Moscow to draft new laws.
They will have to go out into the streets and roads, and listen
to the barking dogs.

The law that prevails today in the West did not come from
dusty tomes or official government statute books. It is a
living entity, born in the real world and bred by ordinary
people long before it got into the hands of professional
lawyers. The law had to be discovered before it could be
systematized. As the legal scholar Bruno Leoni reminds us:
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The Romans and the English shared the idea that the law is
something to be discovered more than to be enacted and that
nobody is so powerful in his society as to be in a position to
identify his own will with the law of the land. The task of
“discovering’ the law was entrusted in their two countries to
the jurist consult and to the judges, respectively — two
categories of people who are comparable, at least to a certain
extent, to the scientific experts of today.™*

‘Discovering the law” is precisely what my colleagues and I
have been doing in various countries for the past fifteen years ;
as a first step towards helping governments in developing
countries build formal property systems that embrace all |
their people. When you push aside the Hollywood stereo-
types of Third Worlders and ex-communists as a motley
assortment of street. vendors, mustachioed guerrillas and
Slavic gangsters, you will find few differences between the
cultures of the West and elsewhere when it comes to protect- }
ing assets and doing business. After years of study in many |
countries I have become convinced that most extralegal social
contracts about property are basically similar to national ‘
social contracts in Western nations. Both tend to contain
some explicit or tacit rules about who has rights over what |
and the limits to those rights and to transactions; they also 3
include provisions to record ownership of assets, procedures
to enforce property rights and claims, symbols to determine
where the boundaries are, norms to govern transactions,
criteria for deciding what requires authorized action and
what can be carried out without authorization, guidelines to |
determine which representations are valid, devices to encour- §
age people to honour contracts and respect the law, and 1
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criteria to determine the degree of anonymity authorized for
each transaction.

It is fair to assume, therefore, that people are prepared to
think about property rights in very similar ways. This should
not come as a big surprise; folk conventions have always
spread by analogy from one place to another spontaneously.
Moreover, the massive migrations of the past forty years, not
to mention the worldwide revolution in communications,
mean that we are sharing more and more values and
ambitions. (Third Worlders watch TV, too; they also go to
the movies, use telephones and want their children to have
good educations and become computer literate.) It is
inevitable that individual extralegal social contracts in the
same country will be more alike than different.!

The problem with extralegal social contracts is that their
property representations are not sufficiently codified and
fungible to have a broad range of application outside their
own geographical parameters. Extralegal property systems
are stable and meaningful for those who are part of the
group, but they do operate at lower systemic levels and do
not have representations that allow them to interact easily
among each other. Again, this is similar to the past of the
West when official titles did not exist. Before the fifteenth
century in Europe, for example, even though some isolated
registries did exist in some parts of what is today Germany,
most official rules on how property transactions ought to
work were unwritten and known only through oral
traditions.

Many view those rituals and symbols as the represent-
ational predecessors of official titles, shares and records
today. According to the eighteenth-century British
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philosopher and historian David Hume, in certain parts of
Europe during his day landowners passed stones and earth
between each other to commemorate the exchange of land;

farmers symbolized the selling of wheat by handing over the }

key to the barn where it had been stored. Written parchments

testifying to property transactions on land were ritually |

pressed to the soil to represent the agreement. Similarly,
centuries before in Imperial Rome, Roman law provided that
grass and branches were to be passed from hand to hand to

represent the legal transfer of property rights, The Japanese, ‘

too, had their own ritual confirmations of transactions; for
example, in the region of Gumma Kodzuke, during the
Tokugawa period from the seventeenth to the nineteenth
century when the sale of agricultura} land was forbidden by
law, land holders transferred their assets anyway, confirming
these extralegal deals in written documents sealed by the
seller’s relatives and the village leader. Gradually, the written
documents were collected in local registries. It took time
before these representations were put in book form. But it
was only during the nineteenth century that these different
property registries and the social contracts governing them
were standardized and brought together to create the
integrated formal property systems that the West has today.

The former communist nations and the Third World are
exactly where Europe, Japan and the United States were a

couple of hundred years ago. Like the West, they must ;

identify and gather up the existing property representations
scattered throughout their nations and bring them into one
integrated system to give the assets of all their citizens the
fungibility, bureaucratic machinery and network required to
produce capital.
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Decoding Extralegal Law

When my colleagues and I first faced the task of integrating
pre-capitalist property arrangements into a capitalist formal
property system, the West was our inspiration. But when we
started searching for the information on how the advanced
nations integrated their extralegal arrangements into law,
there were no blueprints for us to study. How Western
nations identified which categories of extralegal proofs of
property would be the common denominators of a standard-
ized formal property system is unfortunately poorly
documented. John Payne explains the situation in England:

Formal proof of title as a part of commercial land trans-
actions is apparently a late development in English law but
present information is so scant as to make such a hypothesis
merely tentative. It is a source of exasperation to the historian
that, while great events are chronicled in detail, people seldom
feel it necessary to set down an account of the homely, every-
day activities in which they engage. To do so would appear
superfluous and banal, for no one wants to be reminded of
the obvious. Consequently what everyone takes for granted in
one era is unknown in the next, and the reconstruction of
ordinary procedures requires painstaking piecing together
of sources left for an altogether different purpose. This is
certainly true of the practices of conveyancers, for, until the
[nineteenth] century we have only limited knowledge of how
they actually carried on their work.!

Guided by the few historical records we could find and fill-
ing the gaps with our own empirical research, we Brailled our
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way through extralegal worlds and eventually learned how to
get in touch with the social contracts that underlay property
rights there. Discovering these arrangements is nothing like
searching for proofs of ownership in a formal legal system,
where you can rely on a record-keeping system that has over
the years created a paper trail, a ‘chain of title’, that allows
you to search for its origin. In the undercapitalized sector, the
chain of title is blurry, at best, to the outsider. The under-
capitalized sector does not have, among other things, the
centralized recording and tracking bureaucracy that is at the
centre of formal society. What people in the undercapitalized
sector do have are strong, clear and detailed understandings
among themselves of who owns what today.

Consequently, the only way to find the extralegal social
contract on property in a particular area is by contacting
those who live and work by it. If property is like a tree, the
formal property system is diachronic, in the sense that it
allows you to trace the origins of each leaf back in time from
twig and branch to the trunk and finally to the roots. The
approach to extralegal property has to be synchronic: the only
way an outsider can determine which rights belong to whom is by
slicing the tree top at right angles to the trunk so as to define the
status of each branch and leaf in relation to its neighbours.

Obtaining synchronic information takes fieldwork: going
directly to those areas where property is not officially
recorded (or poorly recorded) and getting in touch with local
legal and extralegal authorities to find out what the property
arrangements are. This is not as hard as it sounds. Although
oral traditions may predominate in the rural backwoods of
some countries, most people in the undercapitalized urban
sector have found ways to represent their property in written
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form according to rules that they respect and that govern-
ment, at some level, is forced to accept.

In Haiti, for instance, no one believed we would find docu-
ments fixing representations of property rights. Haiti is one
of the world’s poorest countries; 55 per cent of the popu-
lation is illiterate. Nevertheless, after an intensive survey of
Haiti’s urban areas, we did not find a single extralegal plot of
land, shack or building whose owner did not have at least
one document to defend his right — even his ‘squatting rights’
(see Figure 6.2 for a selection of informal Haitian titles).
Everywhere we have been in the world, most informals have
some physical artefact to represent and substantiate their
claim to property. And it is on the basis of these extralegal
representations, as well as records and interviews, that we are
everywhere able to extract the social contracts undergirding
property.

While extralegal sources of information to identify
property conventions are important, there are also official
and legal sources. Politicians at the top are rarely conscious
of the extent to which people at lower administrative levels
of government are constantly in touch with the extralegal
sector. Municipal authorities, urban planners, sanitation
officers, police and many others have to produce official
assessments of the extent of illegality of the informal settle-
ments or groups of new businesses that are sprouting
constantly throughout their districts. We have learned how to
read official documentation to spot areas where extralegal
social contracts prevail.

Once governments know where to look for extralegal
representations and get their hands on them, they have found
the Ariadne’s thread leading to the social contract.
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Rep.rcsentations are the result of a specific group of people
having reached a respected consensus as to who owns what
property and what each owner may do with it. Reading rep-
resentations themselves and extracting meaning from them
does not require a degree in archaeology. They contain no
mysterious codes to be deciphered. People with very straight-
forward, businesslike intentions have written these
d.ocurnents to make absolutely clear to all concerned what
rights they claim to have over the specific assets they control.
They want to communicate the legitimacy of their rights and
are prepared to provide as much supporting evidence as
possible. Their representations have nothing to hide; they
bave been designed to be recognizable for what they are’. This
1s not always so obvious because, regrettably, when dealing
with the poor we tend to confuse the lack of a centralized
record-keeping facility with ignorance. As John P. Powelson
correctly concludes in The Story of Land, even in primitive
rural areas of developing nations the people themselves have
been their own most effective advocates and have always had
the capacity to represent themselves intelligently.!”

When governments obtain documentary evidence of rep-
res?entations, they can then ‘deconstruct’ them to identify the
principles and rules that constitute the social contract that
sustains them. Once reformers have done that, they will have
all the major relevant pieces of extralegal law. The next task
is to codify them - organize them in temporary formal
statutes so that they can be examined and compared with
existing formal law. Encoding loose systems is also not a
problem; it is not ‘much different from government pro-
cedures to make legal texts uniform within countries (such as
the US Unified Commercial Code), or between countries at
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an international level (such as the many integrated
mandatory codes produced by the European Union or the
World Trade Organization). By comparing the extralegal to
the legal codes, government leaders can see how both have
to be adjusted to fit each other and then build a regulatory
framework for property — a common bedrock of law for all
citizens — that is genuinely legitimate and self-enforceable
because it reflects both legal and extralegal reality. That is the
way for developing and ex-communist nations to meet
the legal challenge and was basically how Western law was
built: by gradually discarding what was not useful and
enforceable, and absorbing what worked.

If all this sounds more like an anthropological adventure
than the basis for legal reform, it is because knowledge about
the poor has been monopolized by academics, journalists and
activists moved by compassion or intellectual curiosity rather
than by the nuts and bolts of legal reform. Where have the
lawyers been? Why haven’t they taken a hard look at the law
and order that their own people produce? The truth is that
lawyers in these countries are generally too busy studying
Western law and adapting it. They have been taught that
local practices are not genuine law, but a romantic area of
study best left to folklorists. But if lawyers want to play a role
in creating good laws, they must step out of their law
libraries into the extralegal sector, which is the only source of
the information they need to build a truly legitimate formal
legal system. By examining this ‘people’s law’ and under-
standing its logic, reformers can get a sense of what they need
to do to create a self-enforcing legal system.

When they have done this, governments will have literally
touched the social contract. They will have the information
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required to integrate the poor and their possessions into a
legal framework, so that they may finally begin to have
a stake in the capitalist system. But implementing legal
reform will mean tampering with the status quo. That makes
it a major political task.

PART II:
The Political Challenge

Nobody planned the evolution from feudal and patrimonial
systems to the modern property systems that exist in the West
today. However, on the long evolutionary path to modernity,
in those stretches of the journey when reformers embarked on
deliberate programs to make property more accessible to a
wider range of citizens, these programs were successful because
they were supported by well-thought-out political strategies.
That is what Thomas Jefferson did in Virginia at the end of the
eighteenth century, when he increased the fungibility
of property by abolishing, among other things, the practice of
entail (not being able to transfer property outside the family).
When Stein and Hardenberg set the stage for universal property
rights in Germany at the beginning of the nineteenth century,
and when Eugen Huber, in Switzerland at the beginning of the
twentieth century, began to integrate all the dispersed property
systems of his country, they likewise employed carefully
planned strategies to storm the barricades of the status quo.
They made sure that they were armed with astutely aimed legis-
lation that permitted government to create popularly
supported, bloodless revolutions that could not be halted.
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Why do you need a political strategy today? Who could |
possibly be against removing so obviously unjust a legal
apartheid? Few, in fact, would dispute the need for reform.
But a tiny, powerful minority will intuit that reform is bound
to perturb their little niches, and they will resist silently and
insidiously. There is also a related problem: many of the
statutes that wall off the majority of people from capital may -
also contain provisions that protect vital interests of power-
ful groups. Opening up capitalism to the poor will not be as

simple as running a bulldozer through garbage. It is more like 1

rearranging the thousands of branches and twigs of a huge

eagle’s nest — without irritating the eagle. Although this

rearrangement will impose only small inconveniences on this
tiny minority, in comparison to the nationwide benefits of
bringing capital to the poor, those affected will not see this
unless reform is driven by a strong political initiative with the
message and numbers to back it up.

Clearly, this is a job for experienced political operatives
with the sophistication to rearrange the eagle’s nest without
being clawed. They are the only ones in a position to syn-
chronize change for the majority and stability for the wary
minorities. A strategy to capitalize the poor has to integrate
two apparently contradictory property systems within the
same body of law. If it is to succeed, a president or prime
minister who is more than a mere technocrat has to take
charge and make formalization a pillar of government policy.
Only at the highest political level can reform command over-
whelming support and wipe out the wilful inertia of the
status quo. Only the top level of government can prevent
bureaucratic infighting and political conflicts from paralysing
the progress of reform. Whenever a nation sets out to make
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a major change, whether to stabilize money, privatize govern-
ment agencies or open up the schools to all races, the head of
state steps forward to lead the charge. Emancipating the poor
surely falls within the responsibilities of the nation’s leader.

History and personal experience have taught us that, to
make a property revolution, a leader has to do at least three
specific things: take the perspective of the poor, co-opt the
élite and deal with the legal and technical bureaucracies that
are the bell jar’s current custodians.

Taking the Perspective of the Poor

Everyone will benefit from globalizing capitalism within a
country, but the most obvious and largest beneficiary will be
the poor. With the poor on his side, a leader intent on reform
has already won at least half the battle. Any opposition will
be hard pressed to take on the head of state and most of the
people. But, to win, he or she will have to acquire the facts
necessary to build a case. This involves carrying out original
research: reformers have to put themselves in the shoes of the
poor and walk their streets. Official statistics do not contain
the information they need. The facts and figures can only be
seen from outside the bell jar.

When I began studying the possibility of giving the poor
access to formal property in Peru in the 1980s, every major
law firm I consulted assured me that setting up a formal
business to access capital would take only a few days. I knew
this was true for me and my lawyers, but I had a hunch it was
not true for the majority of Peruvians. So my colleagues and
I decided to set up a two-sewing-machine garment factory in
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a Lima shanty town. To experience the process from the
point of view of the poor, we used a stopwatch to measure |
the amount of time a typical entrepreneur in Lima would -
have to spend to get through the red tape. We discovered that
to become legal took over three hundred days, working six
hours a day. The cost: thirty-two times the monthly minimum
wage. We performed a similar experiment to find out what it
would take for a person living in an extralegal housing settle-
ment, whose permanence the government had aiready |
acknowledged, to acquire legal title to a home. To receive
approval from only the municipality of Lima — just one of the
eleven governmental agencies involved — took 728 bureau- |
cratic steps (see Figure 6.3). This confirmed what I suspected |
from the beginning: most conventional data reflects the inter-

ests of those, like the lawyers I consulted, who are already

inside the bell jar. That is why the bell jar can be seen only 3
from the outside looking in: from the perspective of the poor.

Once government obtains this information, it will be able
to explain its intent in a way the poor can understand and
relate to. As a result, they will support the agenda of reform
enthusiastically. The poor will become the most effective
public relations machine for reform, providing the feedback }
from the streets necessary to keep the program on course.

This is what happened in Peru. From 1984 to 1994 my }

colleagues and 1 directed all our efforts to informing the
public about the benefits of lifting the bell jar (at the time we §

called it “formalization’). Our objective was to prove to the .}

politicians that there was a hidden national consensus for }

reform and that formalizing the assets of the poor was ;
politically a winning strategy. By the late 1980s the polls ]
confirmed this: our proposals to change the formal property
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Figure 6.3
728 BUREAUCRATIC STEPS REQUIRED BY THE MUNICIPALITY OF
LIMA TO OBTAIN LEGAL TITLE TO A HOME IN A
VALIDATED HOUSING SETTLEMENT
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system had an approval rating of nearly 90 per cent. With 4
numbers like that, it was not surprising that when the first §
pieces of legislation and regulations that my organization 4
drafted for formalization came before the Peruvian Congress 3
in 1988 and early 1990, they were unanimously approved.
During the 1990 presidential campaign every candidate,
including Mario Vargas Llosa, the novelist and candidate of 1
the libertarian—conservative coalition, and Alberto Fujimori,
the dark-horse populist and eventual winner, along with the
outgoing socialist president Alan Garcia, subscribed to the
agenda of formalization. Even today, in spite of implemen-
tation efforts that have been erratic and very incomplete,
formalization is an uncontested and permanent fixture on the
Peruvian political landscape.

With the facts, figures and public opinion all on the side of
reform, the government will be in a position to move the
whole issue of poverty dramatically into its agenda for
economic growth. Relieving poverty will no longer be seen as
a charitable cause, to be undertaken if and when it ever }
becomes affordable. On the contrary, the future of the poor
can now top the list of the government’s program for growth.

Co-opting the Elites

Once the economic potential of the poor — the largest 1
constituency in the nation — has been revealed and their
support for reform is manifest, reformers will have the ;
attention of the élite. This is the moment to break their 4
illusion that lifting the bell jar benefits only the poor. It is not
only that bridging the gap between classes is a general social ;
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good. This kind of legal integration can help almost every
interest group in the nation. Just as reformers collected facts
and numbers to win the support of the poor, they must use
other facts and figures to win over vested interests. The élites
must support reform not out of patriotism or altruism but
because it will also enlarge their wallets.

For example, bringing the extralegal sector inside the law
will open up the opportunity for massive low-cost housing
programs that will provide the poor with homes that are not
only better built but much cheaper than what they themselves
have been building in the extralegal sector. Creating a home in
the topsy-turvy world of the extralegal sector is equivalent to
getting dressed by putting on your shoes first, then your socks.
Consider what it takes for a new migrant from a rural area to
create a home for his family in a shanty town outside a large
city. First, he not only has to find a spot for his house, but has
to occupy the land personally, with his family. The next step is to
set up a tent or shelter made from, depending on the country,
straw matting, mud bricks, cardboard, plywood, corrugated
iron or tin cans — and thus stake out a physical claim (because
a legal one is unavailable). The migrant and his family will then
gradually bring in furniture and other household items.
Obviously, they need a more livable and durable edifice. But
how to build it without access to credit? They do what every-
one else does — stock solid building materials and begin to
build a better house, stage by stage, according to what kinds of
material they can accumulate.

Once the inhabitants of one of these new neighbourhoods
have organized enough to protect their holdings or the local
authorities take pity on their deprivation, they can bring in
pavement, water, waste-disposal and electricity — typically at

205

THE MYSTERY OF CAPITAL

the cost of having to destroy parts of their houses in order to
hook up to the utilities. Only after years of building and
rebuilding, and saving construction materials, are these
homeowners finally in a position to live comfortably.

In the West creating a home is the equivalent of putting on
your socks before your shoes, and is thus much less
hazardous, expensive and degrading. A developer typically
holds title to the land which gives him the security to develop
the infrastructure (paved roads, utilities, etc.). Then he sells the
house, which he proceeds to build according to the buyer’s
preferences. The new owners, who have probably borrowed
most of the price of the house from a bank, will then move
their furniture in and, finally, the kids and the cat.

At the moment when the poor become accountable under
formal law they will be able to afford low-cost housing and
thus escape from the topsy-turvy world of the extralegal
sector. The élites will then begin to collect their rewards as
well; builders and construction material manufacturers will
find their markets expanding, as will banks, mortgage com-
panies, title agencies and insurance firms. Formalization will
also help the suppliers of public utilities to convert home
addresses into liable terminals. It will provide governments
and businesses with information and addresses for
merchandising, securing interests and collecting debts, fees
and taxes. In addition a formal property system supplies a
database for investment decisions in healthcare, education,
tax assessment and environmental planning.

Widespread legal property will even help solve one of their
loudest and most persistent complaints about the expanding
urban poor — the need for more ‘law and order’. Civil society
in market economies is not simply due to greater prosperity.
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The right to property also engenders respect for law. As the
eminent historian Richard Pipes pointed out in his book
about the Russian Revolution:

Private property is arguably the single most important
institution of social and political integration. Ownership of
property creates a commitment to the political and legal order
since the latter guarantees property rights: it makes the citizen
into a co-sovereign, as it were. As such, property is the prin-
cipal vehicle for inculcating in the mass of the population
respect for law and an interest in the preservation of the status
quo. Historical evidence indicates that societies with a wide
distribution of property, notably in land and residential
housing, are more conservative and stabler, and for that
reason more resilient to upheavals of all sorts. Thus the
French peasant, who in the eighteenth century was a
source of instability, became in the nineteenth, as a result
of the gains of the French Revolution, a pillar of
conservatism.!®

When poor people have confidence that their land and
businesses are legally theirs, their respect for other people’s
property increases.

Formal, up-to-date property records will also provide the
police with the information necessary for civilized restraint.
In developing and former communist nations one of the chief
characteristics of outlaws is not having a legal address. When
a crime is committed, police do not have the records, leads
and other property-based information necessary to ‘skip
trace’ prime suspects. That is why law enforcement
authorities cannot be as selective as their Western
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counterparts when rounding up suspects and are thus more §

likely to violate people’s civil rights.

Owning formal property also tends to discourage unruly
behaviour. When people are forced to divide their property §
into smaller and smaller parcels, the heirs of their heirs, j

crowded off the family land, are more likely to squat else-

where. Also, when a person cannot prove he owns anything
he is more likely to have to bribe his way through the bureauc- }

racy, or with the help of his neighbours, take the law into his

own hands. Worse still, without good law, to enforce obli-

gations, society in effect invites the gangsters and terrorists to
do the job. My colleagues and I have carried out formal
titling campaigns that have displaced terrorists by co-opting
their role as the area’s security force against the real or
imagined threat of land expropriation.

Property also provides a legal alternative to drug trafficking.
As long as the farmers remain illegal landowners, short-term
cash crops, like coca and opium poppies, remain their only
alternative. For small farmers in some areas of the developing
world, money advanced by drug traffickers is practically the
only credit available, and because their property arrangements
appear in no official system, law enforcement cannot even find
them, never mind work out an enforceable crop-substitution
agreement. This lack of legal protection also means that
growers of drug crops have to band together to defend their
assets or call on traffickers to defend them. Without a formal
property system that includes such landowners, controlling
growers of drug crops, chasing drug traffickers and identifying
environment polluters becomes virtually impossible. There is no
way for authorities to penetrate the tight extralegal arrange-
ments the people create to protect their interests.
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Legalizing property is hardly mere charity for the poor.
Creating an orderly market that makes owners accountable
and gives their homes clear titles worthy of financing will
generate an expanded market, encourage law and order and
put money into the pockets of the élite.

Dealing with the Custodians of the Bell Jar

Once reformers have the poor and at least some of the élite
on their side, it will be time to take on the public and private
bureaucracy who administer and maintain the status quo -
principally, the lawyers and the technicians.

The Lawyers

In theory the legal community should favour reform because
it will expand the rule of law. But most lawyers in developing
and former communist countries have been trained not to
expand the rule of law but to defend it as they found it.
Lawyers are the professionals most involved in the day-to-
day business of property. They sit in the key government
offices where they exert a stranglehold on major decisions.
No group - aside from terrorists — is better positioned to
sabotage capitalist expansion. And, unlike terrorists, the
lawyers know how to do it legally.

Although entrepreneurs and ordinary people are the
builders of capital and capitalism, it is the lawyers who fix
property concepts in tangible representative form and define
those concepts in statutes. The security of ownership, the
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accountability of owners and the enforceability of trans-
actions must ultimately be concretized in procedures and
rules drafted by lawyers. It is the legal profession that per-
fects all the artefacts of formal property: titles, records,
trademarks, copyrights, promissory notes, bills of exchange,
patent rights, shares of corporate stock. Whether you like
lawyers or not, no genuine change in the property regime and
the capital formation process will take place without the
cooperation of at least some of them.

The difficulty is that few lawyers understand the economic
consequences of their work, and their knee-jerk reaction to
extralegal behaviour and to large-scale change is generally
hostile. All the reformers I have met working to make
property more accessible to the poor operate with the pre-
sumption that the legal profession is their natural enemy.
Economists involved in reform have become so frustrated
with legal conservatism that they have invested time and
money to discredit the legal profession. Using economic data
from fifty-two countries from 1960 to 1980, Samar K. Datta
and Jeffrey B. Nugent have shown that for every percentage
point increase in the number of lawyers in the labour force

{from, say, 0.5 to 1.5 per cent), economic growth is reduced :
by 4.76 to 3.68 per cent — thus showing that economic

growth is inversely related to the prudence of lawyers."

What especially irritates many reformers is how lawyers ;
shift the blame for bad property systems to other people. I §

have often heard lawyers commending existing property law,

while in the same breath conceding that legally issued }

property titles were difficult or impossible to use. This is, of

course, unacceptable. A lawyer cannot design the law and the }
administrative procedures for implementing it and. then ;
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blame its failure on the inadequacies of the low-level techno-
crats who implement the law or the poor education of those
who use it. It is not enough to draft elegant laws. They must
also work in the administrative and social reality for which
they were drafted.

Interestingly, the strongest criticism of lawyers® efforts to
stall property reform often comes from their fellow-
attorneys. S. Rowton Simpson, a lawyer and the world’s most
renowned author on the subject of land registration, writes of
his colleagues:

Lawyers, the world over, are notorious for their reluctance to
accept even the smallest changes in their traditional pro-
cedures ... Torrens [the Australian creator of one of the
world’s most secure recording systems], who was opposed
tooth and nail by the legal profession, overcame the oppo-
sition of the lawyers in South Australia; but his story is
exceptional. It takes a diamond to cut a diamond, and in most
countries registration of title has, as a rule, owed its intro-
duction to the efforts of a lawyer, handicapped as he may
have been by the active opposition of the practising members
of his profession; and passive opposition may be even worse
than active, which at least either wins or is defeated. Passive
opposition is more insidious; it can stultify progress. Not a
few statutes have withered on the vine after receiving a
welcome from practitioners which proved to be merely lip
service or even ‘the kiss of death’; other statutes have had
built into them a procedure so long-term as to make progress
almost imperceptible; such statutes certainly offer no dangers
to established practice, and so tend to be acceptable to the
legal profession, but they do not really achieve the objective;
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they merely swell the list, if not of failures, at least of ‘non-
successes’.2

Although lawyers often concede that other disciplines have ‘1
to be dynamic, they argue that the law must be stable. Such
veneration of the rule of law, no matter the consequences, can '
reach the point where attorneys who support reform risk 1
ostracism by their peers. In German-speaking countries ’

during the nineteenth and early twentieth centuries the legal
profession’s hostility towards property reform ran so high

that any reformist lawyer was called a Mestbeschmutzer —a §

beast that fouls its own nest.

The good news for reformers is that the most brilliant (but
not necessarily the most successful) lawyers believe that law
is made to serve life and not the other way around. Forward-
looking jurists ultimately triumphed over the reactionary
tendency of their profession in the West, even in the context
of Roman law. To be sure, the battle was uphill all the way,
mainly because, as Peter Stein has remarked, lawyers’ ‘con-
tribution to a proper understanding of legal institutions was
obscured by their emphasis on antiquarianism and their
acceptance of Roman law as a finished product’.?* Never-
theless, over time, great European jurists overcame excessive
rigidity because, as Stein points out, they ‘made it their pro-
fession to become experts in the intricacies of the Roman law,
and to ensure that it moved with the time’.? Against their
colleagues’ rampant unresponsiveness, in every European
country an élite band of lawyers emerged to help lift the bell
jar.

Any government eager to pursue an integrated property
system must therefore draw up a careful strategy for dealing
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with the legal profession. The key is choosing the right
lawyers. It takes a wise and cunning political leader to avoid
the lawyers skilled at the subtleties of scaring politicians into
a state of immobility and to find instead those who will give
legal form to an agenda for transformation even if it means
bucking the system. Unless the reform-minded politician
hand-picks his lawyers, he will be at the mercy of the ruling
legal technocrats who will give lip service to reform while
subverting it in the shadows.

Courageous, reform-minded lawyers exist in every nation,
and once the selection criteria for such qualities is clear, the
right people can be identified. Many understand that
the primary determinants of change rest outside the law. In
every country [ have visited I have found groups of government
lawyers very familiar with the extralegal sector, striving daily
to find harmony between the formal system and the extralegal
arrangements. Some academic lawyers are also acutely aware
that the parallel orders of legal and extralegal law operate
simultaneously. But their work tends to go unnoticed in the
higher reaches of government, and so they, too, remain
invisible. Indeed, it is nearly a rule that lawyers who are clued
in to the existence of the two orders and are sympathetic with
reform are pushed to the margins of political decision-making.

It is these people whom the political leadership must
marshal to storm the status quo and implement an irresistible
national programme to formalize property. Such an army,
however, does not step forward spontaneously. Each lawyer
must be located and recruited. Altogether, they will form the
vanguard that can make the case of reform to their fellow-
lawyers. It is they who will be able to beat back the dinosaurs
and explain to the legal profession in its own language how
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crucial it is to their own and their nation’s future to integrate §
all property into one unified legal system open to all people.
They alone can explain to the rest of the profession that |
existing legal procedures have become not simply a nuisance §
but the insurmountable obstacle that keeps most of the people 3
of the world from being in a position to create capital. Lawyers
are human, too. Once they understand that the system they 1

defend is hopelessly outdated, they will react positively.

The Technicians N

Developing and former communist countries are forever
spending hundreds of millions of dollars on mapping and com-
puterized record-keeping technology to modernize their
property systems — and they still cannot integrate their extra-
legal sectors. This no longer surprises anyone who has thought
hard about the priorities of property reform. In 1993 a World
Bank expert warned that “There has been a tendency to con-
sider land titling a technical problem. Often the maps are made
and surveys carried out, but the titles are not made or issued
because of a blockage in systems or legal problems.’>

Even the technicians are concerned that they may be too

mesmerized by the amazing new technologies. One of

Canada’s foremost experts in land and information systems
has expressed concern that some governments continue to
view mapping as the cornerstone of property:

We are currently in danger of perpetuating this myth by try-
ing to reduce resource management to a geographical
information system (GIS) problem. Technology is attractive; it
produces tangible results. But it is only part of the solution . . .
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Consultants and aid organizations frequently export systems
they are familiar with (usually their own or ones they have
worked with) without giving sufficient consideration to the
needs and constraints of the recipient country ... There is a
need for more modesty among professional consultants; there
is a need to occasionally admit that they do not always know
the answer or that their system may not be appropriate.2*

Property creation programmes will continue to fail as long
as governments think that creating property only requires
getting acquainted with physical things — that once they have
photographed, surveyed, measured and computerized the
inventories of their physical assets they have all the infor-
mation required to issue property titles. They do not.
Photographs and inventories only inform authorities of the
physical state of the assets; they say nothing about who
really owns those assets or how people have organized the
rights that govern them. All the photographs and computer
inventories in the world cannot tell anyone what local rules
enforce these rights or what network of relationships sus-
tains them. As important as maps and inventories are to
measure and locate the physical assets to which property is
anchored, they do not tell governments how to build the
national social contract that will enable them to create wide-
spread legal property.

The propensity in some countries to squeeze the issues
related to property into the departments of mapping and
information technology has obscured the real nature of
property. Property is not really part of the physical world: its
natural habitat is legal and economic. Property is about
invisible things, while maps are resemblances of physical
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things on the ground. Maps capture the physical information
of assets but miss the big picture. Without the pertinent §
institutional and economic information about extralegal
arrangements they cannot capture the reality outside the bell,
jar. They are thus unable to do their real job, which is to ;
help anchor the property aspects of assets in physical reality
so as to keep virtuality and physicality in sync. A
Until the obstacles to using formal property systems are §
removed and the extralegal arrangements have been replaced }
by the law, people have little incentive to supply the
information necessary to keep maps and data bases updated 3
and reliable. People do not want to get inside the formal
property system because they are eager to be mapped, |
recorded or taxed; they will join the system when its
economic benefits are obvious to them and when they are
certain their rights will continue to be protected. 1
As long as these rights are protected by an extralegal social §
contract, people will see no reason to notify authorities of }
any changes in the disposition of their assets. Only when §
formal law replaces extralegal arrangements as the source of |
protection for property will people accept its legitimacy and
be interested in providing authorities with the information |
required to keep their maps and records current. The place §
where the social contract is located determines where the §
records and maps can be kept current.
This is not a trivial point. Technically driven titling projects f
tend to degenerate into identification systems for physical 3
stock, outdated Domesday Books or historical relics. The map-
ping and computer industries suffer as a result. Their project
budgets are approved by politicians who expect that these new 1
methods will incorporate the poor. Once they realize they do !
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not, the mapping projects get scaled down or terminated. My
team and I have found this happening time and again.

These technologies work so well in advanced nations,
without the need for much legal and political tinkering,
because the tinkering was done more than a hundred years
ago. The all-encompassing social contract on property is
already firmly in place. When the database systems, geo-
graphical information systems, remote sensing, global
positioning system, and all the wonderful information tech-
nology tools became available during the last thirty years,
they could fit neatly into a well-integrated information and
legal infrastructure. Thus the written and graphic represen-
tational devices, and facilities for better storage, retrieval and
manipulation of information, could be put to good use.

I am not saying that engineering, systems integration,
information technology companies, equipment vendors,
registry advisers and all the others who provide property
documentation services specialized in surveying, mapping
and the modernization of registries are unimportant to
property creation — quite the contrary. If appropriately
adapted to massive registration and to operating in an
extralegal environment, they are indispensable for defining
physical locations as well as for processing and integrating
information. They will consume most of the money spent on
property reform, but only after the legal and political
problems of bringing in the extralegal sector are solved.

Only true political leadership can coax the law of property out
of its preoccupation with the past and into an appreciation of
the present; from being much too impressed with technology
to becoming concerned with the good of society. Politicians are
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needed because existing institutions are inclined to favour and
protect the status quo. It is a political task to persuade §
technocracy to make itself over and support change.
Political intervention is also necessary because government '
organizations within the bell jar are generally not designed to j
undertake swift, broad reform programs. They are usually
organized as specialized departments, a structure that makes
more sense in developed nations, where only gradual change
is necessary because the law and formal property are already
functioning for all. Property creation is not at all like a -
privatization programme, which only involves selling a dozen |
or so bundles of assets a year. The goal of property reform is ‘
to award property rights for millions of assets to millions of :
people in a short time. This means that at least half the job
is about communications. The leaders of property reform
need to describe how popular capitalism will affect many
different interest groups, show them the benefits they will
derive from it and persuade them that it is a win-win exer- }
cise for all segments of society. For the extralegal sector, these §
leaders must address their pent-up entrepreneurial energy 3
and demonstrate the advantages of integrating a new formal 1
law. For the legal sector, they must explain that the proposed }
reforms will not hurt legitimate and enforceable rights and
that there will be aggregate gains for all interest groups.
Creating a property system that is accessible to all is !
primarily a political job because it has to be kept on track by
people who understand that the final goal of a property |
system is not drafting elegant statutes, connecting shiny com- |
puters or printing multicoloured maps but putting capital in '
the hands of the whole nation. i
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By WAy oF CONCLUSION

Where is the wisdom we have lost in knowledge?
Where is the knowledge we have lost in information?
T.S. ELIOT, Choruses from “The Rock’

The Private Club of Globalization

Capitalism is in crisis outside the West not because inter-
national globalization is failing but because developing and
ex-communist nations have been unable to ‘globalize’ capital
within their own countries. Most people in those nations
view capitalism as a private club, a discriminatory system
that benefits only the West and the élites who live inside the
bell jars of poor countries.

More people throughout the world may wear Nike shoes
and flash their digital watches, but even as they consume the
goods of the West, they are quite aware that they still linger
at the periphery of the capitalist game. They have no stake in
it. Globalization should not be just about interconnecting the
bell jars of the privileged few. That kind of globalization has
existed before: in the nineteenth century Europe’s ruling
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