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(Resefias)

Charm and Chasm : Hernando de Soto’s
The Mystery of Capital and its Reviews

Yoshiaki HISAMATSU

“The Mystery of Capital” written by Hernando de Soto has charm and
chasm. Its charm resides in his simple argument that developing countries
have abundant capital in the form of residences held by extralegal sector.
He calls for property right reform which would mobilize this hidden capital
towards development. He argues the residence would become collateral for
loans. The book has chasm, however, in a variety of ways. First, he ignores
political economy considerations inseparable from property right reform.
Second, he disregards the complex realities around banking and loan issues.

Third, his numerical evidence is Likely to overestimate the amount of hid-
den capital. “The Mystery of Capital” is itself a half mystery.

The book starts pointing out that the information on wealth held by the
non-rich in developing countries is missing. It means that the capital in de-
veloping countries could be underestimated. De Soto in fact claims that
there is substantial wealth (9.3 trillion dollars) held by the non-rich in devel-
oping countries. Lamentably, de Soto goes on to say, the wealth is not util-
ized as capital. Capital is not the accumulated stock of assets per se, but the
potential it holds to deploy new production. When the wealth is used for col-

lateral for loans, the wealth is converted into capital. In developing countries,
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there is dead capital in the sense that the wealth is not used for production.
The non-rich in developing countries have accumulated their wealth in the
form of residence. But, their houses are not used for collateral because they
lack official property rights. De Soto claims that there are so high institu-
tional hurdles that the non-rich don’t dare to own the official property rights.
Instead, they frequently own unofficial property rights. It follows that prop-
erty right reform changes all the obstacles. It allows the non-poor to hold
official property right, exercise it for collateral for loans, and purchase physi-
cal assets for production. That is his recipe for development. He uses the
US experience extensively in the book.

The book is applauded by the media and international community. For
example, UN Technical Report on Financing Development cites his book.
Professional researchers, however, raise three issues against the book. They
contend that the book needs substantial qualifications.

First, the book lacks political economy considerations. If the reform is
beneficial, why haven’t the reform been implemented in developing coun-
tries? It is partly because the non-rich is so diverse that they can’t form a
united political force. It is also partly because the assets are under the name
of others officially. The feasibility of the reform is doubtful.

Second, banking issues are much more complex than de Soto argues.
Banks are weak on monitoring in developing countries. It means that banks
demand a very large amount of collateral for loans. In addition, the banking
regulation may include zoning restriction, which could prevents loans from
going toward the non-rich. And, banks need not only collateral but also
proof of earnings from borrowers, which the non-rich would find hard to ob-
tain. The nuts and bolts of loans are not considered in de Soto’s book.

Third, the estimation method is in short supply. The book does not
specify the sources and the method of estimating the wealth held by the non
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-rich. This review specifically examines his method and proposes an alter-
native method of estimation for comparison. The result indicates that in the
case of Mexico his result is two times higher than the one from alternative
method, which is based on official statistics. The overestimation makes his
claimed impact doubtful.

In sum, “Mystery of Capital” has charm and chasm. Its charm resides in
his simple and straightforward argument. The chasm comes from the com-

plex realities and hard numbers.





