CHAPTER ONE

The Five Mysteries
of Capital

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

—V¥ernand Braudel, The Wheels of Commerce

HE HOUR OF capitalism’s greatest triumph is its hour of crisis.
e fall of the Berlin Wall ended more than a century of political
mpetition between capitalism and communism. Capitalism
ands alone as the only feasible way to rationally organize a mod-
n econorny. At this moment in history, no responsible nation has
oice. As a result, with varying degrees of enthusiasm, Third

id and former communist nations have balanced their budgets,

ubsidies, welcomed foreign investment, and dropped their tar-

eir efforts have been repaid with bitter disappointment.
ussia to Venezuela, the past half-decade has been a time of
ic suffering, tumbling incomes, anxiety, and resentment;

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

For Americans enjoying both peace and prosperity, 1t has been
all too easy to ignore the turmoil elsewhere. How can capitalism
be in trouble when the Dow Jones Tndustrial average is climbing
higher than Sir Edmund Hillary? Americans look at other nations
and see progress, even if it is slow and uneven. Can’t you eat a Big
Mac in Moscow, rent a video from Blockbuster in Shanghal, and
reach the Internet in Caracas?’

Even in the United States, however, the foreboding cannot be
completely stifled. Americans see Colombia poised on the brink of

a major civil war between drug-trafficking guerrillas and repres-

sive militias, an intractable insurgency in the south of Mexico,and.

an important part of Asia’s force-fed economic grthh draining

away into corruption and chaos. In Latin America, sympathy for
free markets is dwindling: Support for privatization has dropped
from 46 percent of the population to 36 percent in May 2000
Most ominously of all, in the former communist nations capital

ism has been found wanting, and men associated with old regime

stand poised to resume power. Some Americans sense oo that'on

reason for their decade-long boom is that the more precarious the
rest of the world looks, the more attractive American stocks an

bonds become as a haven for international money.

In the business community of the West, there is a growing ¢

cern that the failure of most of the rest of the world to implem

capitalism will eventually drive the rich econotmies into recesst

As millions of investors have painfully learned from the evapo
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tion of their emerging market funds, globalization is a two-way
street: If the Third World and former communist nations cannot
escape the influence of the West, neither can the West disentangle
itself from them. Adverse reactions to capitalism have also been
growing stronger within rich countries themselves. The rioting in
Seattle at the meeting of the World Trade Organization in
December 1999 and a few months later at the IMF/World Bank
meeting in Washington, D.C., regardless of the diversity of the
grievances, highlighted the anger that spreading capitalism
inspires. Many have begun recalling the economic historian Karl
Polanyl’s warnings that free markets can collide with society and
lead to fascism. Japan is struggling through its most prolonged
slump since the Great Depression. Western Europeans vote for
politicians who promise them a “third way” that rejects what a
French best-seller has labeled L’Horreur économigue.

These whispers of alarm, disturbing though they are, have thus
4t only prompted American and European leaders to repeat to the
est of the world the same wearisome lectures: Stabilize your cur-

cies, hang tough, ignore the food riots, and wait patiently for
foreign investors to return.

Foreign investment is, of course, a very good thing. The more of

e better. Stable currencies are good, too, as are free trade and

sparent banking practices and the privatization of state-owned
ies and every other remedy in the Western pharmacopoeia.

e continiially forget that global capitalism has been tried

. In Latin'America, for example, reforms directed at creating
list systems have been tried at least four times since indepen-
'f)m Spain in the 1820s. Each time, after the initial eupho-
in Americans swung back from capitalist and market
policies. These remedies are clearly not enough. Indeed

so far shortas to be almost irrelevant. 7

hese remedies fail, Westerners all too often respond not




4 THE MYSTERY OF CAPITAL

by questioning the adequacy of the remedies but by blaming
Third World peoples for their lack of entrepreneurial spirit or
market orientation. If they have failed to prosper despite all the
excellent advice, 1t 1s because something is the matter with them:
They missed the Protestant Reformation, or they are crippled by
the disabling legacy of colonial Europe, or their IQs are too low.
But the suggestion that it is culture that explains the success of
such diverse places as Japan, Switzerland, and California, and cul-
ture again that explains the relative poverty of such equally
diverse places as China, Estonia, and Baja California, is worse than
inhumane; it is unconvincing. The disparity of wealth between
the West and the rest of the world is far too great to be explained
by culture alone. Most people want the fruits of capital—so much
so that many, from the children of Sanchez to Khrushchev's son,
are flocking to Western nations.

The cities of the Third World and the former communist coun-
tries are teeming with entrepreneurs. You cannot walk through a
Middle Eastern market, hike up to a Latin American village, or
climb into a taxicab in Moscow without someone trying to make a
deal with you. The inhabitants of these countries possess talent,
enthusiasm, and an astonishing ability to wring a profit out of
practically nothing. They can grasp and use modern technology.
Otherwise, American businesses would not be struggling to control
the unauthorized use of thelr patents abroad, nor would the U$
government be striving so desperately to keep modern weapoi
technology out of the hands of Third World countries. Market

are an ancient and universal tradition: Christ drove the merchant:

out of the temple two thousand years ago, and Mexicans were tak

ing their products to market long before Columbus reache

America.

But if people in countries making the transition to capitalisit

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

In this book I intend to demonstrate that the major stumbling
block that keeps the rest of the world from benefiting from capi-
talism 1s its inability to produce capital. Capital is the force that
raises the productivity of labor and creates the wealth of nations.
Tt:is the lifeblood of the capitalist system, the foundation of
progress, and the one thing that the poor countries of the world
cannot seem to produce for themselves, no matter how eagerly
their people engage in all the other activities that characterize a
capitalist €Conomy.

I will also show, with the help of facts and figures that my
research team and I have collected, block by block and farm by
farm in Asia, Africa, the Middle East, and Latin America, that

most of the poor already possess the assets they need to make a

_suceess of capitalism. Even in the poorest countries, the poor save.

he value of savings among the poor is, in fact, immense—forty
es all the foreign aid received throughout the world since 194.5.
Egypt, for instance, the wealth that the poor have accumullate:d
worth fifty-five times as much as the sum of all direct foreign
estment ever recorded there, including the Suez Canal and the

an Dam. In Haiti, the poorest nation in Latin America, the

ter than all the foreign investment received since Haiti’s inde-
lence from France in 1804. If the United States were to hike
eign-aid budget to the level recommended by the United
Qs—~o.7 percent of national income—it would take the richest
Iy on earth more than 150 years to transfer to the world’s
ources equal to those they already possess.

ey hold these resources in defective forms: houses built on
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land whose ownership rights are not adequately recorded, unincor-
porated businesses with undefined liability, industries located
where financiers and investors cannot see them. Because the rights
to these possessions are not adequately documented, these assets
cannot readily be turned into capital, cannot be traded outside of
narrow local circles where people know and trust each other, can-
not be used as collateral for a loan, and cannot be used as a share
against an investment.

In the West, by contrast, every parcel of land, every building,
every piece of equipment, or store of inventories is represented in
a property document that is the visible sign of a vast hidden
process that connects all these assets to the rest of the economy.
Thanks to this representa‘cional process, assets can lead an invisi-
ble, parallel life alongside their material existence. They can be
used as collateral for credit. The single most important source of
funds for new businesses in the United States is a mortgage on the
entrepreneur’s house. These assets can also provide a link to the
owner’s credit history, an accountable address for the collection of

debts and taxes, the basis for the creation of reliable and universal

public utilities, and a foundation for the creation of securities (like
mortgage-backed bonds) that can then be rediscounted and sold in

secondary markets. By this process the ‘West injects life into assets

and makes them generate capital.
Third World and former communist nations do not have this

representational process. As a result, most of them are undercapl-
talized, in the same way that a firm 1s undercapitalized when it
issues fewer securities than its income and assets would justify.
The enterprises of the poor are very much like corporations thal
cannot issue shares or bonds to obtain new investment and finane
Without representations, their assets are dead capital.

The poor inhabitants of these nations—five-sixths of humanity
do have things, but they lack the process to represent their propel
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and create capital. They have houses but not titles: crops but not
deeds; businesses but not statutes of incorporation. It7is the una '(;
ability of these essential representations that explains wh evall “
who have adapted every other Western invention. from t}}:ep ;)p .
clip to the nuclear reactor, have not been able to plioduce suffipc'per
capital to make their domestic capitalism work. o
This 1s the mystery of capital. Selving it requires an understand
ing of why Westerners, by representing assets with titles, are able_
to'see and draw out capital from them. One of the greafjest chal
lenges to the human mind is to comprehend and to gain access t _
those things we know exist but cannot see. Not everything that io
real and useful is tangible and visible. Time, for examplegis reals
but it can only be efficiently managed when it is represen;;ed b, 37
clock or a calendar. Throughout history, human beings h:,v
invented representational systems—writing, musical notatifn dou(f
ble-entry bookkeeping—to grasp with the mind what hl,lman
hands could never touch. In the same way, the great practitioners of

capitalism, from the creators of integrated title systems and corpo

1e invisible potential that is locked up in the assets we accumulate
At, t-his very moment you are surrounded by waves ot;
ainian, Chinese, and Brazilian television that you cannot see
100, are you surrounded by assets that invisibly harbor capitalh
t as the waves of Ukrainian television are far too weak for 'ou.
nse them directly but can, with the help of a television setybe
ded to be seen and heard, so can capital be extracted ;nd
ssed from assets. But only the West has the conversion process
ed to‘ transform the invisible to the visible. It is /s disparit
Xplalns why Western nations can create capital and th}e’
World and former communist nations cannot,
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world—where two-thirds of humanity lives—is not the conse-
quence of some Western monopolistic conspiracy. It is rather that
Westerners take this mechanism so completely for granted that
they have lost all awareness of its existence. Although it 1s huge,
nobody sees 1t, including the Americans, Furopeans, and Japanese
who owe all their wealth to their ability to use it. It is an implicit
legal infrastructure hidden deep within their property systems—of
which ownership is but the tip of the iceberg. The rest of the ice-
berg is an intricate man-made process that can transform assets
and labor into capital. This process was not created from a blue-
print and is not described in a glossy brochure. Tts origins are
obscure and its significance buried in the economic subconscious
of Western capitalist nations.

How could something so important have slipped our minds? It
is not uncommon for us to know how to use things without
understanding why they work. Sailors used magnetic compasses
long before there was 2 satisfactory theory of magnetism.
Animal breeders had a working knowledge of genetics long
before Gregor Mendel explained genetic principles. Even as the
West prospers from abundant capital, do people really under-
stand the origin of capital? If they don’t, there always remains
the possibility that the West might damage the source of its own
strength. Being clear about the source of capital will also pre-
pare the West to protect itself and the rest of the world as soon
as the prosperity of the moment yields to the crisis that is sure to
come. Then the question that always arises 1n international
crises will be heard again: Whose money will be used to solve

the problem?
So far, Western countries have been happy to take their sy

tem for producing capital entirely for granted and to leave its
history undocumented. That history must be recovered. Th
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book is an effort to reopen the exploration of the source of capi-
tal and thus explain how to correct the economic failures of poor
countries. These failures have nothing to do with deficiencies in
cultural or genetic heritage. Would anyone suggest “cultural”
commonalities between Latin Americans and Russians? Yet in
the last decade, ever since both regions began to build capitalism
without capital, they have shared the same political, social, and
economic problems: glaring inequality, underground econor7nies

Pervasive mafias, political instability, capital flight, flagrant dis—7
regard for the law. These troubles did not originate in the
monasteries of the Orthodox Church or along the pathways of
the Incas.

Bt it is not only former communist and Third World countries
that have suffered all of these problems. The same was true of the
United States in 1783, when President George Washington com-
plained about “banditti ... skimming and disposing of the cream of

the country at the expense of the many.” These “banditti” were

squatters and small illegal entrepreneurs occupying lands they did

ot own. For the next one hundred years, such squatters battled for
egal rights to their land and miners warred over their claims
ecause ownership laws differed from town to town and camp to
p. Enforcing property rights created such a quagmire of social
rest and antagonism throughout the young United States that

> Chief Justice of the Supreme Court, Joseph Story, wondered in

whether lawyers would ever be able to settle them.

ovsquatters, bandits, and flagrant disregard of the law sound
116.11‘? Americans and Europeans have been telling the other
ties of the world, “You have to be more like us.” In fact, they

}"y much like the United States of a century ago when 7it too
undeveloped country. Western politicians once faced the
ramatic challenges that leaders of the developing and for-
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mer communist countries are facing today. But their successors
have lost contact with the days when the pioneers who opened the
American West were undercapitalized because they seldom pos-
sessed title to the lands they settled and the goods they owned,
when Adam Smith did his shopping in black markets and English
street urchins plucked pennies cast by laughing tourists into the
mud banks of the Thames, when Jean-Baptiste Colbert’s tech-
nocrats executed 16,000 small entrepreneurs whose only crime was
manufacturing and importing cotton cloth in violation of France’s
industrial codes.

That past is many nations’ present. The Western nations have so
successfully integrated their poor into their economies that they
have lost even the memory of how it was done, how the creation of
capital began back when, as the American historian Gordon Wood
has written, “something momentous was happening in the society
and culture that released the aspirations and energies of common
people as never before in American history.”* The “something
momentous” was that Americans and Europeans were on the
verge of establishing widespread formal property law and invent-
ing the conversion process in that law that allowed them to create

capital. This was the moment when the West crossed the demarca-

tion line that led to successful capitalism—when it ceased being a

private club and became a popular culture, when Georg
Washington’s dreaded “banditti” were transformed into th

beloved pioneers that American culture now venerates.

The paradox 1s as clear as it is unsetthing: Capital, the most €s5¢

tial component of Western economic advance, is the one that h
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recei 1
1Yed the least attention. Neglect has shrouded it in mystery—in
fact, in a series of five mysteries. ’

The Mystery of the Missing Information

Charitable organizations have so emphasized the miserie d
helplessness of the world’s poor that no one has properl csi o

mented their capacity for accumulating assets. Over tie };stof?u_
years, I and a hundred colleagues from six different nati(I))ns h .
closed our books and opened our eyes—and gone out in\t a}\lle
streets and countrysides of four continents to count how mucil ihz

poorest sectors of society have saved. The quantity is enormou
But most of it is dead capital. S.

The Mystery of Capital

his i.s the key mystery and the centerpiece of this book. Capital i
’ subject that has fascinated thinkers for the past three'cen}zuri .
Marx said that you needed to go beyond physics to touch “the hes.
at lays the golden eggs”; Adam Smith felt you had to create ‘e‘n
rt of waggon-way through the air” to reach that same hen Bu?

on 1

e has told us where the hen hides. What is capital, how is it
. .. ’

duced, and how is it related to money?

ystery of Political Awareness

re 18 so much dead capital in the world, and in the hands of
y poor people, why haven’t governments tried to tap into

ential wealth? Simply because the evidence they needed
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has only become available in the past forty years as billions of peo-
ple throughout the world have moved from life organized on a
small scale to life on a large scale. This migration to the cities has
rapidly divided labor and spawned in poorer countries a huge
industrial-commercial revolution—one that, incredibly, has been

virtually ignored.

The Missing Lessons of ULS. History

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

example being that of U.S. history.

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

Since the nineteenth century, nations have been copying the law:
of the West to give their citizens the institutional framework
produce wealth. They continue to copy such laws today, and obv
ously it doesn’t work. Most citizens still cannot use the law to co
vert their savings into capital. Why this is so and what is needed
make the law work remains a mystery. ;
The solution to each of these mysteries is the subject of a cha

ter in this book.

T
HE FIVE MYSTERIES OF CAPITAL

€ I ent is Ilpe to S()lVe (]\e [)l 0O ]. f y Capit ]. 1
omen }) em o VVll alism 1s

triumphant in the Wi i i
est and stalling practically everywhere else.

As all plausible i
alternatives to capitali
apitalism have no
W evaporated,

we are finally in a positi
position to st . . )
carefully, study capital dispassionately and




CHAPTER THREE

The Mystery of Capital

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

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

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

It must lie outside the world.

~Ludwig Wittgenstein, Tractatus Logico-Philosophicus

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

hapter 2—8$9.3 trillion of dead capital—produce value beyond
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their “natural” state? My reply is, Dead capital exists because we

have forgotten (or perhaps never realized) that converting a physi-

cal asset to generate capital—using your house to borrow money to

finance an enterprise, for example—requires a very complex
process. It is not unlike the process that Einstein taught us whereby
a single brick can be made to release a huge amount of energy in
the form of an atomic explosion. By analogy, capital 1s the result of
discovering and unleashing potential energy from the trillions of
bricks that the poor have accumulated in their buildings.

There is, however, one crucial difference between unleashing
energy from a brick and unleashing capital from brick buildings:
Although humanity (or at least a large group of scientists) has
mastered the process of obtaining energy from matter, we seem to
have forgotten the process that allows us to obtain capital from
assets. The result is that 8o percent of the world is undercapital-
ized; people cannot draw economic life from their buildings (or
any other asset) to generate capital. Worse, the advanced nations
seemn unable to teach them. Why assets can be made to produce

abundant capital in the West but very little in the rest of the world

is a mystery.

Clues from the Past (from Smith te Marx)

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

additional wealth, or surplus value, by setting in motion: ot

THE MYSTERY OF CAPITAL
41

d g 3 ) - A
¥ , 1INcC ud y h 3 1 meat
ustries l n ]Illlk ldeS WOO alld fl]el [ lVeSt()Ck

also have the useful attribute of being able to reproduce th
ce them-

§ 1V . m apita ins (] tw 1ltane-
C
eives ]llus 'he ter p beg 0 Ao (8] ObS S1m e

! . . .
ously, capturing the physical dimension of assets (livestock) as well
s we

as the r 4 »
1 Potentlal to generate Surplus leue. I rom he baln ald 1t
was o 4 3
h rt st p the de kS e l e ] e
I [ a short (] ¢] S ()I 1 iventors o (()ll()llllCS,

who generally defined “capital”
y capital” as that part of a country’s assets

that it 1
t ates surplus production and increases productivity.

great classical economists such as Adam Smith and Karl M
believed thatlcapita] was the engine that powered t}‘lear ETX
econom?f. Capital was considered to be the principal aurtmiClr .
economic whole—the preeminent factor (as the capitil iss(;e t}'le
Z;;hoil';ri(s)is e;s c)ap‘;'\t;}zll importance, capital punishment, the capsitl;

ntry). at they wa
ital is and how 1t is producedyandr;iii;?uli:’i:s@iitzas -
with the classical economists or not, or perhap; view the;rio; Eillrgrreie
el-

evant. (ma Smi
(maybe Smith never understood that the Industrial

P\ ? Y
evOIutIOIl was undel % ay Inaybe MaIX S lab()r theOI Of Valu
e

as no. practi icati 1
. hp actical application), there is no doubt that these think
uilt t i ifi ] nd
; e towering edifices of thought on which we can now stand
try to fin capital i / o o
y d out what capital is, what produces it, and why n
. ’ )
estern nations generate so little of it e
For Smit 1 ialization.
: h, economic specialization—the division of labor and
¢ subsequent exchan » N
ge of products in the
| ! . market—w.
urce of 1vi o
ncreasing productivity and therefore “
= Tenne P ity 2 ore “the wealth of
e hW. hh e this specialization and exchange possible w
al, which Smith defin N
; ed as the stock of a
; ' ts accumul
L ‘ sse ulated for
= purposes. Entrepreneurs could use their accumulated
ces: to iali
o support specialized enterprises until they could
e thei
| g . lelr products for the other things they needed. Th
capita e
pital was accumulated, the more specialization became

1ble i i
» and the higher society’s productivity would be. Marx




42 THE MYSTERY OF CAPITAL

agreed; for him, the wealth that capitalisin produces presents itself

as an immense pile of commeodities.

Smith believed that the phenomenon of capital was a conse-

an’s natural progression from a hunting, pastoral, and
a commercial one where, through mutual

nd trade, he could increase his

quence of m
agricultural society to
interdependence, specialization, a
productive powers immensely. Capital was t

would enhance productivity and create surplus value.
“not only increases In every country

o be the magic that
“The quan-

tity of industry,” wrote Smith,
tock [capital] which employs it, but, in

with the increase of the s
consequence of that increase, the same quantity of industry pro-

duces 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 accurmulated assets to become

active capital and put addition
be fized and realized in some particulars
some time at least after that labour is past. It is, as itw
abour stocked and stored up to be employed, 1f neces.

al production in motion, they must
ubject “which lasts for

ere, a certain

quantity of 1
sary, upon some othe
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value if not properly fized.
What Smith really meant may be the subject of legitimat

s would not leave any trace o

debate. What I take from him, however, is that capital is not th
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brick is just a brick. Creating capital also requires a cONvers

process.
This notion—that capital is first an abstract concept and mus

r occasion.”? Smith warned that labor

THE MYSTERY OF CAPITAL
43

gl l7 g u
cla economaists. o monde de 1 n ]1' eI -
! SSICal sts. o1 d S Snl()]l(] 1, t[le nineteent
C

tury 5 P p 5
SVVISS economaist, wrote dlat ca ltal was a ermanent Value

Fhat multiplies and does not perish.... Now this value d h
1tseh.C from the product that creates 1t, it becomes a met elzac' N
an:dlnszbétantial quantity always in the possession of iihzzlvc:l}
E;mlsl.ii Tl;;,e fo:ezth;m this value .could [be fixed in] different
o iSg o rej-nch eCOllemlSt Jean Baptiste Say believed
o B . ays immaterial by nature since it is not matter
: capital but the value of that matter, value he
ing corporeal about it.”* Marx agreed; for him ,a table ci)surll((i)t:-
, e

made S()Illelhln ]llate!lal llke VV()()d b L sos X S e[)s
g 4
()f u 0 s00n a st

‘Olth as a COIIllllodlt& 1t 1s Cllan Ed into SOIIlethln trans eIld(,Ilt. It
? g g C
ot on y
1 1 S‘ands W1 ll 1ts feet on the gr()unCL but, n relatl()n to dll
otne ) and 6\01 es out Of 1ts
th T COH]-IIlOdltleS 1t Stands on 1ts hedd7

wooden brai 1
. n grotesque ideas, far more wonderful th
turning ever was,”s e

lhlS esselltlal meanin Of apltal Jflas beell IOSt to hlst()l y
g C
(;a 1tal 18 now COIlf Sed Wlth IIIOIley, W}110h 18 Ollly one 0:f dle
p u
orms 1n Wh.lch 1t travels. It 1S lea § easler to lemembe] a

dlfflcu
C pt 111 one Of 1ts tanglble manlfestatlons than ln t
t conce 1Ls

essence. The mind wraps itself around “

b M
- money” more easily than

4] ltal. But 1isa Illlstake to assume dlat nlOIley 18 Wllat illlally

p

IXes. ca .[a AS A(]a[[l S[[ [(l 4)””8(1 out, mone s le
p p ut, y

. 4
heel of circulation,” great

but 1t 1s not Capl tal beCauSe Value cannot

nsist in tho i
se metal pieces.”® In other words, money facilitat,
es

ansactions, allowi
, allowing us to buy and sell things, but it is not itself

€ progenitor of additi 1
ditional production. As Smith insisted, “the

ld and S1 m T 1
Ver ()lley Wh ates 1 I y cour ly may Vely
‘ f ICh Cl Cul tes 1n a f

erly b i
. ZO e co;npared to a highway, which, while it circulates and
market all the grass and corn
. of th
f not a single pile of either.”” "oy produces




44 THE MYSTERY OF CAPITAL

Much of the mystery of capital dissipates as soon as you stop
thinking of “capital” as a synonym for “money saved and
» The misapprehension that it is money that fixes capital
t, I suspect, because modern business expresses the
terms of money. In fact, it is hard to estimate
on of assets of very different types, such
d, without resorting to money.
ed; it provides a standard

invested.
comes abou
value of capital in
the total value of a collecti
as machinery, buildings, and lan
After all, that is why money was invent
index to measure the value of things so that we
similar assets. But as useful as it is, money cannot fix in any way
the abstract potential of a particular asset in order to convert it
Third World and former communist nations are infa-
eir economies with money—while not being

can exchange dis-

into capital.
mous for inflating th
able to generate much capital.

The Potential Energy in Assets

VWhat is it that fixes the potential of an asset so that it can put addi-
nto motion? What detaches value from a simple

tional production 1
that allows us to realize it as capital?

house and fixes it in a way
We can begin to find an answer by using our energy analogy,
k about this lake in its
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immediate physical context and see some primary u
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key process that converts the economic potential of a house into
capital.

This is because that key process was not deliberately set up to cre-
ate capital but for the more mundane purpose of protecting property
ownership. As the property systems of Western nations grew, they
developed, imperceptibly, a variety of mechanisms that gradually
combined into a process that churned out capital as never before.
Although we use these mechanisms all the time, we do not realize
that they have capital-generating functions because they do not
wear that label. We view them as parts of the system that protects
property, not as interlocking mechanisms for fixing the economic
potential of an asset in such a way that it can be converted into cap-
ital. What creates capital in the West, in other words, is an implicit

process buried in the intricacies of its formal property systems.

The Hidden Conversion Process of the West

This may sound too simple or 100 complex. But consider whether it
is possible for assets to be used productively if they do not belon,
to something or someone. Where do we confirm the existence o
these assets and the transactions that transform them and rais
their productivity, if not in the context of a formal property sy
tem? Where do we record the relevant economic features of asset
if not in the records and titles that formal property systems pro
vide? Where are the codes of conduct that govern the use an
transfer of assets, if not in the framework of formal property s |
tems? It is formal property that provides the process, the for
and the rules that fix assets in a condition that allows us toreal
them as active capital.

Tn the West, this formal property system begins to process as

into capital by describing and organizing the most economic

it. Property is the
’ combine them, and link them to other ass

system 1s capital’s hydroelectri
. ctric pl RIS
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trillions of dollars of real estate during the past forty years. What
the poor lack is easy access to the property mechanisms that could
legally fix the economic potential of their assets so that they could
be used to produce, secure, or guarantee greater value in the
expanded market. In the West, every asset—every piece of land,
every house, every chattel—is formally fixed in updated records gov-
erned by rules contained in the property system. FEvery increment in
production, every new building, product, or commercially valuable
thing is someone’s formal property. Even if assets belong to a corpo-
ration, real people still own them indirectly, through titles certifying
that they own the corporation as “shareholders.”

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

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

For some time now I have been looking at the law from
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triking aspects of the asset. This is where potential
d and registered. The moment you focus
a house, for example, and not on the
y stepped from the material
capital lives. You are

visually more s
value is first describe
your attention on the title of
house itself, you have automaticall
world into the conceptual universe where
reading a representation that focuses your attentl
omic potential of the house by filtering out all the confusing
d 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
r—and thus a dead asset—and to see 1t as

on on the eco-

n
lights an

the house as mere shelte
live capital.

The proof that property is pure concept co
changes hands; nothing physically changes. Looking at a house
ot tell you who owns it. A house that is yours today looks
did yesterday when it was mine. It looks the same
tit, or sell it to you. Property is not the house
pt about the house, embodied in a

mes when a house

will n
exactly as 1t
whether I own it, ren
itself but an economic conce

legal representation. This means that a formal property represen.

t represents.

tation is something separate from the asset 1
at allows the

What do formal property representations have th
to do additional work? Are they not just simple stand-ins for th
assets? No. I repeat: A formal property representation such as
oduction of the house, like a photograph, but
cepts about the house. Specifically, it re
hat have potential for producin
s of the house itself b
alities we hum
t for a var

title is not a repr
representation of our con
resents the nonvisible qualities t
value. These are not physical qualitie
rather economically and socially meaningful qu
have attributed to the house (such as the ability to use i
ety of purposes that can be secured by liens, mortgages, easeme

and other covenants).
In advanced nations, this formal property representation f
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Property Effect No. 2: Integrating Dispersed Information into One System

As we saw in the previous chapter, most people in developing and
former communist nations cannot get into the legal property sys-
tem, such as it is, no matter how hard they try. Because they can-
not insert their assets into the legal property system, they end up
holding them extralegally. The reason capitalism has triumphed
in the West and sputtered in the rest of the world is because most
of the assets in Western nations have been integrated into one for-
mal representational system.

This integration did not happen casually. Over decades in the

nineteenth century, politicians, legislators, and judges pulled

together the scattered facts and rules that had governed property

throughout cities, villages, buildings, and farms and integrated
them into one system. This “pulling together” of property repre-
sentations, a revolutionary moment in the history of developed
nations, deposited all the information and rules governing the
accumulated wealth of their citizens into one knowledge base.
Before that moment, information about assets was far less accessi-
ble. Every farm or settlement recorded its assets and the rules go
erning them in rudimentary ledgers, symbols, or oral testimon
But the information was atomized, dispersed, and not available
any one agent at any given moment. As we know too well today, a
abundance of facts is not necessarily an abundance of knowledg
For knowledge to be functional, advanced nations had to integra
into one comprehensive system all their loose and isolated d k
about property.

Developing and former communist nations have not done t
In all the countries I have studied, I have never found just one l¢
system but dozens or even hundreds, managed by all sorts of or|
nizations, some legal, others extralegal, ranging from small ent

preneurial groups to housing organizations. Consequently, w
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of widespread property systems is that the process took place over
a very long time. Formal property registries began to appear in
Germany, for example, in the twelfth century but were not fully
integrated until 1896, when the Grundbuch system for recording
land transactions began operating orn a national scale. In Japan, the
national campaign to formalize the property of farmers began in
the late nineteenth century and ended only in the late 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
neighbors; the formal property system lets them know what assets
are available and what opportunities exist to create surplus value,

Consequently, an asset’s potential has become easier to evaluate and
q Ys P

exchange, enhancing the production of capital.

Property Effect No. 3: Making People Accountable

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

By transforming people with property interests into accountd
individuals, formal property created individuals from mass
People no longer needed to rely on neighborhood relationships

make local arrangements to protect their rights to assets. Fr
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ocial potential of assets, formal property
anced societies of not only the
e dangers. Legal prop-

the economic and s
changed the perception in adv
potential rewards of using assets but also th
erty invited commitment.

The lack of legal property thus explains why citizens in devel-

oping and former communist nations cannot make profitable con-

tracts with strangers, cannot get
services: They have no property to lose. Becaus
o lose, they are taken seriously as contracting parties
ily and neighbors. People with nothing to lose
sement of the precapitalist world.

ons can contract for practi-

credit, insurance, or utilities
e they have no prop-

erty t only by
their immediate fam
are trapped in the grubby ba

Meanwhile, citizens of advanced natl
cally anything that 1s reasonable, but the entry price is cormmit-
d commitment is better understood when backed up by a

ment. An
whether it be a mortgage, a lien, or any other

pledge of property,
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 i

transform assets from a less accessible conditio
ble condition, so that they can do additional work. Unlike physica
ations are easily combined, divided, mobilized
ss deals. By uncoupling the economi
ysical state, a representa

1 to a more accessi

assets, represent
and used to stimulate busine

features of an asset from thelr rigid, ph

tion makes the asset “fungible”—able to be fashioned to suit prac

tically any transaction.
By describing all assets in standard categories, an integrated f

mal property system enables the comparison of two archit

turally different buildings constructed for the same purpose. T

allows one to discriminate quickly and inexpensively between si
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ay switchyard, allowed the assets

. . eopl
strategy for a battle by moving symbols of their troops and contribution to mankind ig notﬁh ple
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simulate hypothetical situations in order to explore other prof- ing devices that, like a railw
itable uses of their assets—much as military officers plan their (trains) to run safely between (
stations). Formal
: property’s
weapons around a map. If you think about it, it 1s property repre- ters, housing organizations mafia
3 S, a

sentations that allow entrepreneurs to simulate business strategies | age to protect their assets quite eff;
ite efficiently, P

Toperty’s real
oved the flow of communica-

to grow their companies and build capital. breakthrough is that it radically im
pr

In addition, all standard formal property documents are crafted = tions about assets and their potential
in such a way as to facilitate the easy measurement of an asset’s '
attributes. If standard descriptions of assets were not readily avail- assets within a broader network.
able, anyone who wanted to buy, rent, or give credit against an This explains how legal

. . o property encour .
asset would have to expend enormous resources comparing and such utilities as electricity and w ty ages the suppliers of
ater to 1

evaluating it against other assets—which also would lack standard distribution facilities to service buildj nvest in production and
descriptions. By providing standards, Western formal property sys- ildi . . Ings. By legally attaching the
tems have significantly 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 split up
and combined in more ways than an Erector set. Westerners can.

adapt their assets to any economic circumstance to produce con

tinually higher valued mixtures, whereas their Third Worl

counterparts remain trapped in the physical world of rigid, non

fungible forms.

d they implement billi
collection mech e billing 5ys-

. . . t . anisms
By making assets fungible, by attaching owners to assets, asset! ntrol, delinquent charging proced d  loss control, fraud
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Property Effect No. 5: Networking People

ms, meter reading,

addresses, and ownership to enforcement, and by making infor h as meter shutoffs)
tion on the history of assets and owners easily accessible, for

property systems converted the citizens of the West into a netw

of individually identifiable and accountable business agents.

formal property process created a whole infrastructure of conne
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plus theft of services account for 30 to 50 percent of all available
utilities.

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

Few seem to have noticed that the legal property system of an
advanced nation is the center of a complex web of connections
that equips ordinary citizens to form ties with both the govern-

ment and the private sector, and so to obtain additional goods and

services. Without the tools of formal property, it is hard to see how

assets could be used for everything they accomplish in the West
How else could financial organizations identify trustworthy poten-
tial borrowers on a massive scale? How could physical objects, like
timber in Oregon, secure an industrial investment in Chicago?
How could insurance companies find and contract customers who
will pay their bills? How could information brokerage or inspec-
tion and verification services be provided efficiently and cheaply?
How could tax collection work? 7
Tt is the property system that draws out the abstract potentj
from buildings and fixes it in representations that allow us to
beyond passively using the buildings only as shelters. Many tit
systems in developing nations fail to produce capital because th
do not acknowledge that property can go way beyond ownershi
These systems function purely as an ownership inventory of dee
and maps standing in for assets, without allowing for the add
tional mechanisms required to create a network where assets
lead a parallel life as capital. Formal property should not be ¢
fused with such massive inventory systems as the Engl

Domesday Book of nine hundred years ago or a luggage ch
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Property Effect No. 6. Protecting Transactions

One unportant reason why the Western for
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to follow strict operating standards that govern their document-

tracking capabilities, physical storage facilities, and staffing.
Although they are established to protect both the security of

ownership and that of transactions, it is obvious that Western sys-

4 o .
lead a parallel life, doing economic things they could not have d
one

before. A well-i
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representin
our senses can pick up quickly;
?

ity

ducing trust in transactions so that people can more easily make
their assets lead a parallel life as capital.
In most developing countries, by contrast, the law and official

agencies are trapped by early colonial and Roman law, which tilg

toward protecting ownership. They have become custodians of the

wishes of the dead. This may explain why the creation of capital hands could never toych,

in Western property happens so easily, and why most of the assets Centuries ago, scholars speculated th
€a that

tal” (from the Latin for

we use the word “capi
13 3 pl_
hold the tools wi . head”) because the head is wher

s with which we create capital. This suggests th

in developing and former communist countries have slipped out of
e we

at the

the formal legal system in search of mobility.

The Western emphasis on the security of transactions allows

citizens to move large amounts of assets with very few transac-

tions. How else can we explain that in developing and former com

munist nations people are still taking their pigs to market and

trading them one at a time, as they have done for thousands o
years, whereas in the West, traders take representations of their

rights over pigs to the market? Traders at the Chicago commod:

ties exchange, for example, deal through representations, which

give them more information about the pigs they are trading than

if they could physically examine each pig. They are able to m
deals for huge quantities of pigs with little concern about the see

rity of transactions.

: 1ve scientists George A. Miller
-aird wrote in 196;

ns to- the writing of debt notes, [Ther
s the institution of property.

Capital and Money

“p,
aper curr €NCYy owes its

The six effects of an integrated property process mean
efore]

money ... presup-

Westerners’ houses no longer merely keep the rain and cold Ny
t1s property documentation that
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fixes the economic characteristics of assets so that they can be used

to secure commercial and financial transactions and ultimately to
provide the justification against which central banks issue money.
To create credit and generate investment, what people encumber are
not the physical assets themselves, but their property representa-
tions—the recorded titles or shares—governed by rules that can be
enforced nationwide. Money does not earn money. You need a prop-
erty right before you can make money. Even if you loan money, the
only way you can earn on it is by loaning or investing it against some
kind of property document that establishes your rights to principal
and interests. To repeat: Money presupposes property.
As the eminent German economists Gunnar Heinsohn and Otto
Steiger point out, “Money is never created ex nihilo from the point

of view of property, which must always exist before money can

come into existence.”t® Recognizing similarities between their

work and mine, they brought to my attention an unpublished draft
of an article stating “that interest and money cannot be under-
stood without the institution of property.”“ This relationship is
obscured, they maintain, by the common misapprehension that
central banks issue notes and support the ability of commercial
banks to make payments. In Heinsohn and Steiger’s view, what
escapes the naked eye is “that all advances are made in good ban
ing against securities,”*? or in my terms, legal property pape
They agree with Harold Demsetz that the property rights found
tion of capitalism has been taken for granted and note that Josep
Schumpeter already had an inkling that it is property rights th
secure the creation of money. As Tom Bethell correctly states inh

extraordinary book The Noblest Triumph, “the many blessings of

private property system have never been properly analyzed.”*?

Capital, as I argued earlier, is therefore not created by money;
0 Co0

is created by people whose property systems help them t
ate and think about how they can get the assets they accumulal
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.deploy additional production. The substantial increase of capital
in the. West o.ver the past two centuries is the consequence of I:a;
uall?r Lmproving property systems, which allowed economic agent-
Fo d1scoY§r and realize the potential in their assets, and thus fo bs
1? a position to produce the noninflationary money with which i
finance and generate additional production. e
So, W.e are more than squirrels who store food for winter and
engage in deferred consumption. We know, through the sop} 'an'
cate;d use of property institutions, how to give the fhings j:r)ep ;:11'
mu .ate a parallel life. When advanced nations !
the information and rules about their known asszrslfjdt(;ijtﬁilag
pmpejrty systems that tracked their economic evolution the tfl
ered 1nto. one order the whole institutional Process tha; ungega' _
?;he creation of capital. If capitalism had a mind, it would be 1 rpmc;
m'the legal property system. But like most things pertainin :Catfl
mind, mI%Ch of “capitalism” today operates at a subconsciougl . tl )
Why did the classical economists, who knew capital was asxbe: e.
and had to be fixed, not make the connection between capit SI raC;
prope’rty? One explanation may be that in Adam Smith’f o: ean
M:rx s éay property systems were still restricted and undevelopveedn
z:m;}:e;; nr;)porltanfce was difficult to gauge. Perhaps more signifi-’
, e vattle for the future of capitalism shifted fr h
book-lined studies of theoreticians nto a vast N
nwe;:;;,tﬁnan;ifers, politicians, and jurists. The V::tk;r(ji;;l t(f;} ptl:f;
urned from theories to the re 1
ground, day by day, fiscal year after fisild;:ii e made on the
Once the vast machine of capitalism was firmly in place and it
z:st]:r.s were b.usy creating wealth, the question of how it all cames
, It:a z;nag ll;):lt 1ts. urgency. Like people living in the rich and fertile
g river, the advocates of capitalism had no i
eed to explore upstream for th i Pressmg
1 e gource of their prosperity. Why
; 1th the end of the Cold War, however, capitalism became
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the only serious option for development. So the rest of the world
turned to the West for help and was advised to imitate the condi-
tions of life on the delta: stable currencies, open markets, and pri-

vate businesses, the objectives of so-called macroeconomic and

capit.

al for i G i 1
& mation was possible only in certain sectors and not in the

whole market economy of the time?... It would perhaps be teasingl
y

aradoxi
p ical to say that whatever else was in short supply, money ce
tainly was n 1 7 .
' y Ot ... so this was an age where poor land was bought up
and magnifi " resi 1
gnificent country residences built, great monuments erected
. )

and cultural extravagance financed

structural adjustment reforms. Everyone forgot that the reason for
the delta’s rich life lay far upriver, in its unexplored headwaters.
Widely accessible legal property systems are the silt from upriver
that permits modern capital to flourish.

This is one of the principal reasons macroeconomic reforms are

. [How do we] r
-' esolve t -
tradiction . ] o

.. bet 1
ween the depressed economic climate and the splen-
dors of Florence under Lorenzo the Magnificent?t+

not working. Imitating capitalism at the level of the delta, by
importing McDonald’s and Blockbuster franchises, is not enough
to create wealth. What is needed is capital, and this requires a

complex and mighty system of legal property that we have all

be 1 e q
I ] ev lhe answer to Blaudel S uestion lles in lestllcted

access to formal property, both in the West’s past and in developing

d 1 i 1
and lormer communist countries today. Local and foreign investor
. . . S
do have capital; their assets are more or less int 1
taken for granted. petworked, and e sy
1 ed, nda protected by formal property systems. But they are
o at . . . '
f) }(; Hy minority—those who can afford the expert lawyers
u;slher connections, and patience required to navigate the red tape7
thei
ol thewr property systems. The great majority of people, who can
- . ’ i
not get tklxe fruits of their labor represented by the formal propert
system, live outside Braudel’s bel] jar. o

Braudel’s Bell Jar

Much of the marginalization of the poor in developing and former
communist nations comes from their inability to benefit from the
six effects that property provides. The challenge these countries
face is not whether they should produce or receive more money
but whether they can understand the legal institutions and sum

mon the political will necessary to build a property system that

1 The bell jar makes capitalism a private club, open only to a priv-
eged fe.vv, 'and enrages the billions standing outside looking in
This capitalist apartheid will inevitably continue until we all com '

e

o . . .
o terms with the critical flaw in many countries’ legal and politi

al syst jori
ystems that prevents the majority from entering the formal

easily accessible to the poor. roperty system.

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

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

The time is ri i
. time 1s right to find out why most countries have not been
e to
- C(l:rs\e;te open formal property systems. This is the moment
s Thir : 1
orld and former communist nations are living through7

S most ambitious attempts to im
tt the bell jar.

The key problem is to find out why that sector of society of the past plement capitalist systems, to

which I would not hesitate to call capitalist, should have lived as if in But before we answer th
€r that question, we have to
. solve the rest of

a bell jar, cut off from the rest; why was it not able to expand and con

quer the whole of society? ... [Why was it that] a significant rate 0




