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their political or economic institutions. Does this explain why
we see people like Mohamed Atta, a man from Saudi Arabia
with a university degree, taking up terrorism? Is the message
of the ILD the antidote to terrorism because it offers that hope
of change and reform?

Hernando de Soto: | completely agree with Mr. Weber.
Poor people are generally very peaceable. The people that
get angry are those who are excluded, and because they're
excluded they have no hope and become capable of extreme
violence. The solution is to give them hope, and to do that
you've got to interact with them. At an institutional level this
means promoting the establishment of democracy and opening
up opportunities that the expanded marketplace can provide.
| think that ILD's proposal is one entry point to this solution.
At one time, the Shining Path in Peru comprised over 80,000
armed insurgents and it was defeated ideologically, not on
the battlefield but simply by giving people hope. We started
opening up the legal system to the people’s participation and
to their entrepreneurship.

CIPE: You founded the Institute for Liberty and Democracy in
1984 to begin defining and seeking solutions to the problem
of why capitalism didn’t work in Peru and other developing
countries. Do you think you’ve found the answer as to what
needs to be done?
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The three hundred thousand members of Peru’s drivers
Federation (FECHOP) announced their decision to follow the
other path of peace and reform.

2

Hernando de Soto: | think we have found some answers,
and they revolve very much around a set of rules or laws
that compromise the basic elements of a capitalist or market
economy system. It is these rules that allow people to take
advantage of their natural entrepreneurship. We have found
that the economic entry point relates very much to property

| think the key institution
is property law

law because those that are excluded, mainly the poor, will
understand the rule of law and the rules of the game much
better if it affects the things that concern them the most,
which happen to be the land they own, the homes they own,
and the businesses that they operate.

On the political side participation is crucial and capitalism
doesn't work unless it continually gets feedback from the
market as to how to make those rules function. Partial
democracies like the one we have in Peru, which are limited
to elections and don't have participation in the acts of
government, deprive the government of both the information
it needs to make the rules work and of the accountability
which is necessary to enforce the reforms that are required.

CIPE: Since your work places such an emphasis on institutions,
can you tell us what are the key institutions and why don’t
they exist in developing countries?

Hernando de Soto: | think the key institution is property
law. The reason it doesn't exist today in developing
countries is that many of these countries use statutory law
or civil law. Countries with civil codes in the West did not
spontaneously evolve their legal systems and it is unlikely that
the developing world will either. Western European countries
that have Roman law, like France and Germany, had to make a
deliberate reform from old patrimonial and mercantilist legal
orderings to one which provided space for both property and
democracy. Those enormous social and legal re-engineering
jobs of Germany in the 19th century, or what the French did
with their civil codes, are simply revolutions that have not yet
taken place in developing countries.

| think there are other reasons as well. One is that the
European reforms came as a result of large migrations, which
created the pressure for the feudal and patrimonial systems
to collapse and obliged the Europeans to reconsider social
organization as their cities or towns grew. That migratory
phenomenon and that pressure has only come to most of the
developing world in the course of the last 50 years, and that's
why | think that we are now ripe for that reform.

The reason that developed countries have had difficulty in
helping us carry out these reforms is because the Europeans
and North Americans that knew something about these reforms
lived in the 18th, 19th, and early 20th century, and those that
live in the 21st century have forgotten all about it.

CIPE: You have made some very concrete recommendations
about helping the poor to register their businesses so
that they can join the legal economy. Have most of your
recommendations been implemented?
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Hernando de Soto: Most of our recommendations have
been implemented, but the problem is not fully. Property
legislation and the recording systems that now exist in
Peru were originally designed and run by ILD and they have
worked. Most of the reforms we proposed at the political
level, including comment and notice periods, the ombudsman
system, the accountability systems, the procedures for cost
and benefit analysis of legislation before it's carried out, et
cetera, are all now in the constitution. The problem is that
in many cases the constitution has not been enforced, and in
other cases it's only been enforced half-heartedly.

This, of course, is disappointing, but what's interesting is that
our reforms continue to be part of the national agenda. For
example, one reform that we thought was indispensable had
to do with access to public information. And it's only now,
years later, that the Congress is starting to implement it. It
will take probably a decade or two before the system fully
adopts what we began.

CIPE: You also make a very strong case about why poor people
don’t have property rights and why and redistribution systems
have always failed. What is your recommendation and have
your ideas been put into place in Peru?

Hernando de Soto: We have been successful in the sense that
those areas where our system has been allowed to function,
specifically the urban sectors of Peru, over 75 percent of all
the real estate and other business assets are now legal. What
is missing are the legislation and rules that connect property
rights to capital formation, such as the securitization of
credits, the enforcement of mortgages, and other financial
and investment devices.

We've got most of the people into the formal economy,
but what's still missing is giving them the tools with which
these property rights allow them to leverage their assets
appropriately. Most of the reforms are actually already
designed, and we're getting there but, unfortunately, very
slowly.

CIPE: Since working in Peru, ILD has developed initiatives in
El Salvador, Haiti, Egypt, the Philippines and other countries.
How have those efforts fared to date?

Hernando de Soto: These are all projects at different
stages. For example, in the case of El Salvador, the system
we initiated there ten years ago has already legalized over a
quarter of a million previously illegally-settled plots of land.
This process is accelerating and nearly one million farmers
and other individuals are expected to have gained legal titles
to their land by next year. The registry system now records
approximately $800 million in mortgages per year.

In Haiti, we have worked with the government to finalize
proposed legislation that will change the legal system so as
to include the poor. We hope that the Haitian parliament will
pass the law, allowing us to begin implementing the reforms
before the beginning of next year. The reform process is in a
less developed stage in the Philippines but in Egypt it should
be ready for implementation by early 2003.
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Welcoming Mr. de Soto, President Kufuor said his visit should be
seen as marking the beginning of a sustained interaction between
Ghana and the ILD into the future by way of recapitalizing the
poor in the society to achieve progress for themselves.

—John Kufuor, President of Ghana

TIMES Front page
Accra, January 24, 2002

It is important to understand that the whole reform process,
including the inventories that have to be made of existing
extralegal assets in the country and the informal organizations
that must be asked to participate, never takes less than five
years.

CIPE: What do you think it's going to take to accomplish the
last phase of reform in Peru, specifically improving the access
to capital?

Hernando de Soto: | think that leadership is crucial to any
reform program. If the head of state does not understand
the reforms and doesn't take an active role in promoting
them, they won't happen. You can have the best plans in
the world, but if the political leadership doesn't understand
and isn't behind them, they won't happen, or they'll happen
very slowly. In Peru, the problem we have is that the current
President has lost his leadership: he is now disapproved of by
more that 80 percent of the populations and, | suspect, has
always had personal difficulties in grasping the meaning of
the impact of institutions. | think that he is a good man but
lacks the cognitive abilities to comprehend abstractions.

CIPE: Since your two books came out, a series of economic
and political crises have hit Latin America with the most
recent example being Argentina, long held up as a model of
reform. What do these crises say about both the commitment
of the region to democratic ideals as well as the capacity
of Latin American institutions to foster competitive market
economies?

Continued on page 6

3



The Other Path: The Economic Answer to Terrorism
An Interview With Hernando de Soto

The ILD Reform Strategy

The Institute for Liberty and Democracy (ILD), a Non
Governmental Organization headquartered in Lima, Peru,
works with Heads of State in developing countries to
implement institutional and policy reforms that empower
the people who are virtually excluded from participating in
the overall national and global economy. Such people —who
comprise more than 70% of the world’s population— are
brought into the law by giving them access to formal property
rights and providing them with the tools to release the
potential locked up in the assets they have accumulated.

ILD’s program contains the following four components:

1. Reforming property law —the hidden architecture
of capitalism— so that it is accessible to the
overwhelming majority of people.

2. Using the rule of law to allow the poor entrepreneur
to participate in capitalism.

3. Providing the Head of State with the tools and
political motivation to implement capitalist reform
by championing the cause of the largest segment of
the population —the poor.

4. Providing governments with an 5 stage plan for the
transition to popular capitalism.

ILD SELECTED AWARDS

The Swiss Peace Prize, awarded by the
Swiss President at St. Gallen in 1995, for
overcoming terrorism.

The Antony Fisher Prize, given by the
Institute of Economic Affairs in London in
1990, in recognition of economic reforms
implemented.

The Adam Smith Award, given by the
US Association of Private Enterprise
Education in 2002, for legal reforms
carried out throughout the world.

The CARE Canada Award for Outstanding
Development Thinking, conferred in
Ottawa in April 2002 for “helping the poor

on the ground.”
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DIAGNOSIS

ILD presents the Head of State with a
detailed explanation of how, by getting rid
of extra-legal markets and replacing them
with an inclusive property system, the
most fundamental economic and political
problems will be resolved, including:
terrorism; crime and corruption; poverty
and exclusion; stymied economic growth;
lack of access to capital and credit;
resistance to foreign investment; or an
unenforceable tax system.

ILD provides the political leadership with
a diagnosis of the size and nature of the
extralegal sector and detailed information
on the present legal barriers that cause
citizens to prefer to stay outside the formal
economy. The results compel Dpolitical
action due to their enormous scope. For
instance, ILD found that in Egypt 90% of
the population held their assets outside
the law and that these assets were worth
an estimated $245 billion.
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“The Mystery of Capital has the potential to
create a new, enormously beneficial revolution,
for it addresses the single greatest source of
failure in the Third World and ex-communist
countries—the lack of a rule dgf law that upholds
private property and provides a framework for
enterprise.” It should be compulsory reading for
all in charge of the Wealth of Nations."

—Margaret Thatcher,
former Prime Minister of the United Kingdom

“De Soto has demonstrated in practice that
titling hitherto untitled assets is an extremely
effective way to promote economic development
of society as a whole. He offers politicians a
project which can contribute to the welfare of
their country and at the same time enhance
their own political standing, a wonderful
combination.”

—Milton Friedman
Nobel Laureate in Economics

R e r—_— ma
"El Cara Sendem”™ engendio reaceicnirio
“The Mystery of Capital makes a powerful case... i

e My, pitals ~~ ALEJAR A LOS JOVENES
It is an important book. ..E’T': pE Ln‘-'l GUERRJ'!L P{}PUL-I'“.ILR

Shining Path tabloid, El Diario, accusing The Other Path
of being responsible for reducing support for terrorism

— THE WALL STREET JOURNAL
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IMPLEMENTATION

Once a new legal framework has been
approved, ILD works with policy makers
to create an agency to progressively bring
extralegal real estate and enterprises
into the formal economy. ILD helps to
recruit and train agency personnel, build
consensus through an advocacy strategy,
track the results of the new system, and
provide analysis of proposed legislation.

CAPITAL FORMATION
AND GOOD GOVERNANCE

ILD offers, and helps to implement,
recommendations for introducing newly
legalized property to national and
international  market  opportunities,
allowing property to generate additional
wealth, create capital and achieve
sustainable development. Governance is
improved when reliable information about
market behavior, property status, and the
extent of the rule of law is available to
both public and private decision makers.
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Hernando de Soto: The commitment in the region to
democratic ideals as well as to competitive market economies
is still there. In Colombia, Alvaro Uribe was recently elected
President, and he is very committed to both democracy and a
market economy.

The election in Bolivia of Gonzalo Sanchez de Lozada, a
committed free-marketer and a democrat, and the likely
victory in Brazil of Luiz Inacio Lula da Silva, who has expressed
his commitment to democracy and a competitive market
economy, is further evidence of the strength of democracy in
Latin America.

What the crises tell us is that macroeconomic reforms have
not gone far enough. It's not sufficient to have a policy
goal for a stable currency if you do not have the democratic
instruments with which you can control the expenditures of
politicians. In the case of Argentina it is quite clear that many
of the politicians, especially those who ran the provinces,
spent themselves into a fiscal deficit that eventually sent the
stability of the local currency tumbling down. If politicians
are not accountable, if figures are not transparent, if people
do not have sufficient property rights to leverage their assets
then no amount of good macroeconomics is going to help
because you simply can't control spending, and you are not
able to unleash all of the forces that make a market economy
successful. According to a comment made to me by Domingo
Cavallo, the previous Minister of Finance of Argentina, 50
percent of Argentines do not have clear and transferable
property rights.

CIPE: You describe the importance of stronger protection of
property rights in Western countries in your book, The Mystery
of Capital, and how that process has evolved over hundreds
of years. How can developing countries leapfrog their way to
stronger property rights protection so that it does not take
them the same amount of time to develop?

Hernando de Soto: We've got plenty of good examples of
countries that made this developmental leap. From the late

The World Bank loaned $37 million to
support the ILD’s real estate property
project bringing over four million
Peruvians into the formal economy, and
creating close to $6 billion in assets.

“One of the most important
developments, which could have global
applicability, is the work of Hernando de
Soto...”
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Reporting to the National Endowment For
Democracy CIPE ranked its partnership
with ILD as its most successful project.
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Major Legal Reforms Designed by the ILD

Reforming decision making procedures

Bringing the people’s voice into the law-making process has
become an established political ideal in Peru after the ILD
completed its first project, handing President Belande a draft
for legislation, the goal of which was to keep lawmakers
informed about the public’s concerns and make them
accountable by giving the people an opportunity to comment
on the drafts of the laws as well as their effects.

Activating Peru’s First Ombudsman

In 1984 the ILD mounted a campaign for an independent
national “ombudsman” to represent the interests of citizens,
no matter how poor they might be. The ILD’s hard work of
setting the ombudsman concept into motion turned out not
to be in vain: Peru’s New Constitution of 1993 incorporated
the Office of the Ombudsman as an autonomous entity.

Access to Public Information

Throughout the 1980s, the ILD continued to work toward
making the Peruvian government more accountable to the
people. Seven years later the proposed law was incorporated
into the 1993 Constitution.

Bringing Extralegal Property into the Legal System
The ILD launched a campaign to probe public opinion about
what informal legal arrangements people actually had to
secure and transfer their assets in the extralegal sector. The
information gathered from these meetings allowed the ILD
drafted the “Property Registry Law,” which was unanimously
enacted into law by Peruvian Parliament.

Administrative Simplification

To deal with the queues, paperwork and excessive
bureaucratic procedures that caused most Peruvians so
much lost time, unnecessary expense, not to mention the
general constraints on economic activity, the ILD created a
draft of the law and an administrative strategy to streamline
bureaucratic procedures and facilitate institutional reform.
As a result the ILD’s draft was unanimously approved in
Congress by all political parties and became a law.

The Unified Business Registry

In September 1990, the ILD presented the president with a
draft law aimed at reducing the time required to obtain a
license to operate a business legally. The existence of the
new government agency, established by the government,
reduced red tape and costs dramatically: the nearly 300 days
it took to obtain a business license were cut to one day, and
the cost was slashed by seven times.

The Municipal Operating License

The ILD proposed in May 1990 to all of Peru’s municipalities

a public ordinance for simplifying the granting of municipal
operating licenses. Some ten municipalities adopted the
ILD’s model ordinance and thereby cut the costs for obtaining
municipal licenses for a business from $690 to $70 and
reduced the bureaucratic gauntlet from two months to one
day.

The System of Arbitration

To create a conflict resolution system that would be
accessible to the poor, the ILD studied the limitations of the
official legal system along with the extralegal mechanisms
that the poor themselves used to resolve their disputes

that were relatively efficient. ILD’s draft of the law which
addressed the problem was included in General Arbitration
Law No. 25935.
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1930s the end of World War Two, Japan's GNP per capita was
20 percent below Peru's. Millions of Japanese, including the
family of President Fujimori, migrated to Peru and Brazil,
which also had a GNP per capita higher than Japan.

Today Japan has a GNP per capita that is at least five to six
times higher than ours because they leapfrogged to a property
system that was basically set up at the urging of U.S. occupying
forces. A similar process took place in Taiwan and South
Korea. At the beginning of the 20th century, Switzerland was
the poorest country in Western Europe until it re-engineered
the property system through the creation of the civil code of
1908, launching it into prosperity.

We studied all of these transformations quite closely, and it is
on the basis of these experiences and our own projects that
we are working all over the world. In other words, there is a
blueprint and we have it.

CIPE: In the preface to the new edition of The Other Path,
you state that there is class warfare in Peru but that it is
characterized by a vertical line rather than a horizontal one.
Can you describe what you mean? How does this class warfare
account for current populist trends visible throughout Latin
America?

Hernando de Soto: The
Shining Path believed in the
Marxist tenet that Peru had a
horizontal line that separated
entrepreneurs, who owned
the means of production,
from a huge proletariat that
only had their labor to offer.
Our research showed that the
formal proletariat of Peru was
no more than 5 percent of the population, and that actually
70 percent of Peruvians were entrepreneurs. The division
line was not between a proletariat and those who had the
means of production but, rather, a vertical line between those
who had the means of production and competed in an open
market outside the legal system and those who had means
of production with special access to government and were
supported by official law. Therefore, the challenge was to
destroy that vertical line so that everybody could compete
and have a chance to produce wealth and accumulate it under
the same rules of the game. This reality completely undercut
the Shining Path’s message of class struggle and eventually led
to their defeat.

CIPE: How does this new vertical class warfare relate to the
current populist trends we see in Latin America these days?

Hernando de Soto: | think that in the case of Peru those who
implemented macroeconomic reforms have been unable or
unwilling to address the need for legal reforms and that slack
has been taken up by the old left. While in some countries
the old left is actually democratizing the notion of capitalism,
as is the case in Chile, in countries like mine, unfortunately,
the left insists on a return to the old, failed, populist policies
of the '80s, which is why their predominance will not last. |
think Chile's experience indicates, like that of New Labor in
the U.K., that it is not necessarily the right that is going to
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The reforms that are required to
create a legal framework within
which everybody can compete in
a capitalist economy must begin
through the reform of property law. of
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implement the fundamental market reforms that reach the
people. These reforms can also come from converted leftists.
The populism that you're seeing today in Latin America is
simply an attempt by former leftist to find a way to spread
the benefits of capitalism to accommodate their social goals
to the capitalist model.

CIPE: Many voices in the news today are proclaiming the
failure of market reforms in Latin America. However, you
describe Peru, for example, as having never progressed past
a mercantilist economy. Can you elaborate on your point of
view and explain what this means for international donors
who are looking to foster democratic institutions and market
economies?

Hernando de Soto: Market reforms have not failed in Latin
America, they have not been tried out. What has been tried
out in Latin America is macroeconomic reform. The reforms
that are required to create a legal framework within which
everybody can compete in a capitalist economy must begin
through the reform of property law.

In the West, property is generally taken for granted and is
perceived as an ownership issue, which is why so much foreign
aid is focused on simple land titling efforts. However, for
us at the ILD, we have learned
that a good property system
goes far beyond the protection
of ownership. It is the hidden
architecture  that  actually
organizes a peaceful capitalist
market economy. It is property
law that provides the framework
rules that organize the
market, the titles and records

that identify and locate people,
business, and organizations that underlie all the contractual
mechanisms that allow economic agents to exchange goods
and services in the expanded market. In other words, it's
property law that provides the means to enforce rules and
contracts and facilitates the procedures that permit citizens
to transform their assets into capital they can leverage
through credit and investment.

The problem is that not only have these reforms not begun,
but if you look at the budget items of all bilateral foreign
aid assistance programs, from whatever developed country,
and even those of international financial institutions, you
will not even see a line item for them. The real basic
revolution of a market is essentially a property revolution. It
involves everybody having access to assets and to have them
represented in such a form that they can enter the market.

Nobody in the United States drives 10,000 head of cattle into
the Chicago Mercantile Exchange. | don't see people in Wall
Street buying and selling hardware or computer disks in the
market. All they basically exchange is property paper that
represents assets. Without a property system that represents
assets, the market cannot function, and that revolution has
not yet begun in most of the developing world.

“_D For more information please visit
www.ild.org.pe
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