
The Somali Pirates' Business Model 
 

A basic piracy operation requires a minimum eight to twelve militia prepared to 

stay at sea for extended periods of time, in the hopes of hijacking a passing 
vessel.  
 
Each team requires a minimum of two attack skiffs, weapons, equipment, 

provisions, fuel and preferably a supply boat.  
 
The costs of the operation are usually borne by investors, some of whom may 
also be pirates. 

 
 
To be eligible for employment as a pirate, a volunteer should already possess a 
firearm. 

 
For this ‘contribution’, he receives a ‘class A’ share of any profit.  
 
Pirates who provide a skiff or an RPG or machine gun, may be entitled to an 

additional A-share. 
 
 The first pirate to board a vessel may also be entitled to an extra A-share. 
 

  



12 other volunteers are recruited as militiamen to provide protection on land of a 
hijacked ship. 
  

Militiamen receive a ‘class B’ share — usually a fixed amount equivalent to 
approximately US$15,000. 
 
 

The pirates and the militiamen require food, drink, qaad, fresh clothes, cell 
phones, air time, etc.  
The captured crew must also be cared for.  
 

These services are provided by one or more suppliers, who advance the costs in 
anticipation of reimbursement, with a significant margin of profit, when ransom is 
eventually paid. 

 

When ransom is received, fixed costs are the first to be paid out: 
• Reimbursement of supplier(s) 
• Financier(s) and/or investor(s): 30% of the ransom 
• Local elders: 5 to 10 % of the ransom (anchoring rights) 

• Class B shares (approx. $15,000 each): militiamen, interpreters etc. 
 
The remaining sum — the profit — is divided between class-A shareholders. 
 

Why aren’t they paid an hourly wage? 
  



Borrowing on human capital: Stocks or bonds? 
 
 Adverse selection 
 

Moral Hazard 
 

No Market for Control 
          
 Australia; high earners subsidize low earners 
  



  



Kjerstin Erickson is selling a 6% stake in her lifetime income for $600,000: 

Think of Kjerstin as a self-managed firm.   

She could issue debt or equity.   

The Modigliani-Miller theorem explains why most people choose to issue 
debt.  Her income is taxed, but interest on debt is often tax-deductible. 

 

But a key difference between Kjerstin and a firm is that you cannot fire the 
manager.  

So your capital structure is also your managerial incentive scheme.   

Debt makes Kjerstin a risk-lover:   

She gets all the upside after paying off her debts but her downside is 
limited  

With equity she owns 94% of her earnings no matter what they are. 

 Moral Hazard 

       Kjerstin now has a huge incentive to take in-kind compensation that is hard 
to value.   

  



I have argued that efficiency determines the organization of production and 

ownership patterns 

(for example, whether there is a firm or a market, corporation or partnership, 

central ownership or franchise, equity or bond financing).  

 

Of course, firms are interested in maximizing profits, not necessarily economic 

efficiency.  In the examples I have provided, the two tend to coincide.  

  



Sometimes the firm structure that maximizes profits does not maximize economic 

efficiency. 

For example, the firm is liable to parties not doing business with the firm  

(victims of automobile accidents and pollution).  

 

A corporation can limit its exposure to tort liability by creating smaller 

subsidiaries or selling off the business to smaller firms. These “independent 

entities” and smaller firms may be judgment proof against large awards, where 

the larger firm might not be.  

  



To illustrate, consider shipping. There could be  

(1) one large firm composed of many ships;  

(2) an umbrella organization, where each ship is incorporated 

separately; or  

(3) a large number of totally independent firms.  

 

If the firm is composed of only one or two ships’ worth in total, $200 

million, then the firm can avoid all liability beyond $200 million.  

However, if the ship were the Exxon Valdez and part of a much larger 

firm, then the firm would be liable for much more.  

Now Exxon had actually undertaken the middle strategy where each 

ship was incorporated separately but under the corporate 

directorship of Exxon. However, the court pierced through the 

organizational veil and made Exxon Corporation liable. When courts 

behave this way, firms will not change the ownership structure to 

avoid liability to third parties. 

 



Oher ways that the law can undermine attempts by businesses to 

reduce liability to third parties. 

 

The law can require shipping firms to buy adequate insurance or post 

bonds;  

Therefore, a firm cannot reduce liability by selling off to independent 

firms.  

 

Once again, although not perfectly so, the interests of the firm are 

aligned with the interests of society; the choice of structure is for the 

most part independent of the issue of liability.  


