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Economic Insights is a
publication of the Colo-
rado Council on Eco-
nomic Education, a
not-for-profit organiza-
tion founded in 1974 to
promote and improve
economic literacy in
Colorado schools.

We feel that an under-
standing of key eco-
nomic concepts is vital
for all citizens in order
to live, work and make
informed decisions in
our modern economy.
We present high-quality
graduate courses de-
signed to provide an un-
derstanding of impor-
tant economic concepts
to Colorado K-12 teach-
ers, so they can then
bring these concepts to
their classrooms. Topics
covered include mon-
etary policy, taxation,
spending, inflation, the
environment, growth,
conservation, trade and
energy, to name a few.
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The Evolution of Poverty

By Hernando de Soto

Since The Mystery of Capital came out, the Institute for
Liberty and Democracy (ILD) has been called in by
32 heads of state, and is working to bring into these
countries the tools of freedom: markets, property
rights and business organizations. However, even
though there is now no competing model to the
market economy—since the fall of the Berlin Wall,
it’s the only game in town—advocates of markets in
the developing world still face difficulties because the
pro-market message is hard to get across.

ILD has come to the conclusion that the message of
how you start off a market economy, how you start off
freedom, isn't that clear. In other words, when you're
substituting a new order for an old one, you've got to
start thinking genesis: how to begin.

One of the things that captured our imagination was
the question, “Where did organic evolution begin?”
That opened our eyes to a variety of things that we
found useful for thinking about the evolution of mar-
kets, because, essentially, what Charles Darwin has told
us is that the universe can be very overwhelming. The
only places where you can get complexity into place,
Darwin said, were small places. He talked about “warm
little ponds.” The idea, discussed by other thinkers as
well, was that the beginning of life requires small spac-
es. This inspired us to think of the origins of markets
differently, that you catch the market from a smaller
enclosure, from something more encapsulated.
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Thatis why ILD has been, in recent years, exploring the
role of enterprise—a cell in the economy. We find that
the business organization or enterprise is essential for
understanding the market, for examining an enormous
amount of apparently disorderly information and se-
lecting from it what is needed to produce prosperity.

In elementary biology, we learn that as cells become
more complex, they absorb information from a huge,
swirling environment—a larger “market.” Most of the
information that actually gets to cells is the result of
adiscriminatory process—what is relevant and what
isirrelevant. Given how biological cells function, it’s
important to ask of economically advanced countries,
“Isn’t there something that you are doing with your
companies, with your firms that we may not be doing
in developing countries and that we have to do?”

When we examine the history of economics, we find
that Adam Smith was fascinated by the division of labor.
You will remember that he begins The Wealth of Nations
discussing what it takes to produce a simple pin. Ashe
said, by dividing labor among its 10 workers, one small
factory produced 48,000 pins a day versus only as many
as 20 if each worker individually manufactured an en-
tire pin. This added productivity explains prosperity.

But Smith didn’t really address much about the
organizations which, like living entities that were
studied by Darwin, were going to put all of this




productivity into place. That in itself was a
huge revolution: the creation of the firm as
a “legal person.” Up until the 19th century,
forming a company was very difficult if not
impossible—in the UK, you needed a charter
of the king.

In the United States, the revolution began
somewhere about 1811, creating the wider
possibility of having business organiza-
tions. By 1860, about 14 states had general
incorporation acts, but it wasn't until the
end of the 19th century that anybody could
form a company and get people together in
a productive enterprise.

The ability to form companies was absolutely
crucial to the great U.S. economic success
story. If you do not have companies—that is
to say, the possibility of associating people
with different specialties that may not be
part of your family—you're not going to be
able to produce those 48,000 pins of Adam
Smith. Youre going to be forced to work
within your family. So if you open up the
market, but you're not given the legal tools to
organize and cope with the information that
comes from the market, the market’s going
to overwhelm you.

This is what's happening today in develop-
ing countries and many countries of the
former Soviet Union, where most people
are not organized to create a complex orga-
nization that allows them to discriminate
this enormous amount of information and
expand into wider markets beyond family
and acquaintances.

In the middle of the 19th century, French
Libertarians, led by Charles Coquelin, ad-
vised, “Look at what the Americans have
been doing. We've got to follow.” The main
characteristic of the advent of the market is
the downfall of the traditional patrimonial
institutions, which were like a rope pulling
us in one direction—the state and the people.
We're now realizing that to be able to honor
the division of labor, we don't need a rope but
fine threads that unite us not to government,
but to the rest of society. Those fine threads are
legal instruments—such as contracts, property
rights, and especially the means to create more
productive business organizations.

The French liberal reform movement con-
fronted much resistance where the argument
against those who wanted everybody to have
theright to get into enterprise was: What you
are in effect proposing is the creation of states
in miniature. Government, these critics of
legal reform argued, has got to be reserved
for the public sector for which we can all vote.
If you start allowing the formation of little
governments by little people, one day those
little governments will take over.

What was very important is that in about
1863 Coquelin managed to start creating the
first laws to allow the French government to
grant people the right to have a company. In
Britain, where there was similar resistance
to these small governments, the legal revo-
lution occurred in the period between 1840
and 1860.

This fight against little states is actually
very much what we're facing in developing
countries. The whole idea—careful of those
multinationals, which my friend Jagdish
Bhagwati calls the B-52s of globalization—is
the fear of what people you didn't vote for
are going to do to your life.

Evidence that this legal revolution has not yet
reached developing countries is the tendency
of people who are interested in helping coun-
tries in Africa to say, “But they re from differ-
ent cultures. These guys aren’t built for joint
stock companies. They like being in tribes.
That makes them feel warm and fuzzy.”
On the other hand, here’s a market. It’s like
telling everybody to go out into outer space,
but without an encapsulated area where you
can organize the information and convert
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energy into something that can actually be
metabolized for growth.

So markets, yes. We Third Worlders already
decided that we believed in markets with
the fall of the Berlin Wall. We've got market
economies, and we also have enterprises. But
our enterprises are not of a form that allows
people to organize different specialties to
be able to deal with that swirling mass of
information.

ILD, in cooperation with the Inter-American
Development Bank, investigated various
Latin American countries to determine
whether they have what is crucial for the suc-
cess of enterprises. Looking at 12 countries,
from Mexico to Argentina, we learned that
people are in business organizations. Most
of these enterprises, however, are what we
call the “extra-legal sector.”

The question then to be asked is: Have Latin
American democracies given enterprises all
the legal devices that rich nations have been
fine-tuning over the last 120 years—things
that companies should have to become
information-sensitive agents that allow en-
trepreneurs to filter information so that they
can get what they need?

The first thing needed is an organization sepa-
rate from family. It doesn't mean that people
can't own enterprises. It just means that when
you do business, you do it according to rules
that are different from how a family operates.

In the Third World, the tendency of govern-
ment has been to protect the family and say,
“Just stay there. We're going to let your family
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buy and sell. We're going to call that a micro
enterprise.” But by doing so, these countries
have essentially created families taking care
of their own survival needs with hierarchies
that have nothing to do with what you need
to succeed in the market.

You go to a small little micro enterprise in
Peru and say, “Who runs this place?” And a
good-looking Peruvian comes out and says,
“I'do.” You know he’s the head of the family.
But you look over his shoulder and see his
wife, who's a pretty imposing lady, and you
realize that really she may be the one that
runs the place. You don't really know. When
you deal with acompany in the United States,
it’s all determined by law: This is the CEO
and you know who's accountable.

When you do not give these other organiza-
tions a separate rule, you have not created the
first indispensable structure whose purpose
is to make money and be profitable. And you
have also not created the vehicle that will al-
low your society to pass from uniqueness to
individuality, because the characteristic of all
pre-market societies is uniqueness.

When markets came to the West, you had
to destroy that order to create one based on
meritocracy and individuals. You lost the
comfort of belonging to a specific organiza-
tion. You could now belong anywhere. You
could be today in The Colorado Council on
Economic Education; you could be tomorrow
at McDonald’s. You're an individual. You can
move around. And the thing that allows you
to convert yourself from a unique person
within a strict society is an institution that is
separate from the church, the family, and the
tribe—an institution dedicated to business.

The second thing you need is an identity that
is not just your personal identity. You need to
be able to describe your wealth in documents.
You've got to also be able to have property
because we know that in the majority of cases,
you're going to need property to get a track re-
cord or use the property itself to collateralize the
loan. Otherwise, how are you going to achieve
the credibility that is necessary to get credit?

How many Latin American companies have
all of these qualities: the property rights, the

capacity to issue shares, etc.? It turns out
only about 8 percent—the other 92 percent
don't understand how to access the market,
because they don't have the legal tools with
which you can actually globalize.

The first thing you have to do if you are going
to get into international trade is to fill in a bill
of lading on an airway bill. First is your name.
I'm going to say “de Soto.” What's your ad-
dress? Well, what happens if most of us Latin
Americans don't have official addresses? We
can'’t even fill in the second line. It’s a totally
alien world. In a wonderful example Leonard
Read tells us that it takes about 1,600 compa-
nies to produce a simple wooden pencil—to
be productive in today’s world, you simply
can’t do without other businesses.

In the country of Tanzania, we did find
evidence of private property ownership—in
every village we went into, ninety percent
of the land is privately owned. Tanzanians
have titles, although very simple ones. Every
area that we've gone we see a pattern of social
practices created by the people themselves
for themselves. We started seeing documents
that effectively indicate that land and assets
can be traded for money—of course, within
very restricted and small groups because
there’s not one standard document. There are
many kinds of documents, but at least they
have local value in a way similar to the Unit-
ed States in the 18th and 19th centuries.

While Tanzania’s progress is encouraging,
the basic problem is that all emerging econo-
mies have not developed legal institutions to
the same degree because legal institutions
haven't connected with the social order. Basi-
cally, what we've done are legal transplants.
The real problem is to figure out how we
mesh legal institutions with people’s beliefs.
What adjustment has to be made so that a
good rule becomes applicable and culturally
recognizable in a country? What's really im-
portant in a market economy is how things
are actually brought together, and the tools to
bring things together are essentially the law.
To be able to catch the kind of information
you need on an everyday basis, you need
companies, associations of people that will
get that information which is indispensable,
and if they don't get it, they will fail.

In effect, when the United States and other
Western European countries began creating
companies, they were creating the devices
that process information and make sense
out of huge, unruly markets. What brings
the rules into place is essentially what com-
panies have got, which is business law and
property law. Thus, by connecting law to
local customs, which ILD thinks is the miss-
ing link to make markets work and to make a
Western-type order available to all countries,
we will be closer to success.
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[Editor’s note: This article is based on a
Thatcher Freedom Lecture: Is Economic Free-
dom for Everyone?, delivered at The Heritage
Foundation (Sept. 29, 2006). It has been edited
for length and is reprinted with permission.
The entire lecture can be found at: www.
heritage.org/research/world wide freedom/
hl977.cfm.]

Upcoming Classes

Check out www.ccee.net for a complete
class listing with detailed descriptions.

Role of Women in
Economic Development

Do women hold the se-
cret to economic devel-
opment in poor regions
of the world? Find out
about how programs for §
women are affecting eco-
nomic development and
improving opportunities for women around
the world.

% Saturday, February 2, 2008

< Denver

Property Rights and
Economic Development

Whatis the economicrela- S8
tionship between poverty
and property rights? This
is the question this class
seeks to answer. Learn
what happens when a
government forcibly buys
private property and pushes the limits of
eminent domain.

% Saturday, April 26, 2008

< Denver

Economic Insights, Colorado Council on Economic Education, www.ccee.net



Board of Directors
Chairman

B Jerome Bruni
J.V. Bruni & Company

Chairman, Adam Smith Society
B Walter (Buz) Koelbel, Jr.
Koelbel and Company

Secretary
B Robert Fogler

Kamlet Shepherd & Reichert
Treasurer
B Harold Roth

Colorado Rockies Baseball Club
Members
B Peggy Altoff

Colorado Springs School District 11
B Paul Ballantyne, Ph.D.

CU at Colorado Springs
B Rep. David Balmer

Assistant House Minority Leader
B Christine Burtt

CQB & Associates, Inc.
B Christine Calvert

Wells Fargo Bank, N.A.
B Ward Cerny

Green Manning & Bunch, Ltd.

B Peter J. Coors
Coors Brewing Company

John Couzens

Trinity Capital Services, LLC
Robert Deuschle

FirstBank North

B Meg Duke
B Terry Fleming

B&B Electric, Grand Junction

Jay Grenawalt
Heritage High School

Steven Gunderson
US Bank, N.A., Grand Junction

B Sherri Koelbel

B Susan Koonsman

Joe Pariseau
Colorado Lending Source

John Pritzlaff, IIT

Aviation Technology Solutions
Brooks Rarden

Northern Trust Bank, N.A.
LaKay Schmidt

CCEE President Emeritus
William Schuck

The Schuck Corporation
Michael Serio

Citicorp North America, Inc.

Brian Travis
Eaton Sales & Service LLC

B Lisa Vogt

ThunderRidge High School
B Michele Warren

JPMorgan Chase Bank, N.A.
B Jeffrey Whiton

TransPort

B William Wright
Xcel Energy

CCEE Staff

B Robert Clinton
President

B Heidi Conley
Vice President

B Dennis Grogan
Program Director

B Amanda Dixon
Development & Program Associate

B Erica Fukuhara
Program Associate

B Audrey McKee
Administrative Assistant

B Michele Wing
Office Assistant

Editors

B Jerome Bruni
Chairman, CCEE

B John Brock, Ph.D.
CU at Colorado Springs

Copyright © 2007. Views
expressed in Economic
Insights are those of the
author, and do not neces-
sarily represent the views
of the Colorado Council
on Economic Education
and its affiliates. Individ-
ual subscriptions are free
upon request. Prior edi-
tions are available online
in PDF format at www.
ccee.net. Bulk black and
white reprints are avail-
able for $25 per 50 copies.

ISSN 1937-1977

* % % % ¥ k¥ % % %

The Colorado Council on
Economic Education is
an independent affiliate
of the National Council
on Economic Education,
www.ncee.net.

I

NCEE

Suite 350

303.832.8480
888.815.2974

N

303.832.8474 fax

www.ccee.net

COLORADD E[]UNEI ON

CLONOMIC
OUCAT

225 East 16th Avenue

Denver, Colorado 80203

Nonprofit
Organization
U.S. Postage

PAID
Denver, CO
Permit #2508




