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Understanding Piketty’s Capital in
the Twenty-First Century

Thomas Piketty’s Capital in the Twenty-First Century reached the top of
most best seller lists shortly after it was released. Nonetheless, few people
actually read the book. Yet reviewers have agreed that the book is
important because it touches on one of the major problems facing the US
economy, the UK economy, and many developed nations: rising income
and wealth inequality. It also provides an explanation of the problem and a
policy solution: a global wealth tax.

This book is intended to do three things. First, it provides a summary of
the argument of Piketty’s work, which many people have bought and few
people have read. Second, it fills in some of the gaps in the book, by
providing readers with the background that is needed to understand the
volume and the argument. This background information discusses
economic data sources, measures of inequality, and why income inequality
is such an important issue today. Finally, the work provides a defense of
Piketty’s analysis and at times some criticism of his work.

Pressman explains why the problem of rising inequality is important,
where Piketty’s data comes from, and the strengths and weaknesses of that
data. It defends Piketty’s inequality, r>g, as the reason inequality has risen
over the past several decades in many developed nations. Using Piketty’s
own data, this book argues that rising inequality is not just a characteristic
of capitalism, but results from different growth rates for income and
wealth, which can occur under any type of economic system.

Understanding Piketty’s Capital in the Twenty-First Century is the ideal
introduction to one of the most important books of recent years for anyone
interested in Piketty’s work and the inevitability of inequality.



Steven Pressman is Professor of Economics at Colorado State University in
Fort Collins, Colorado, and Professor Emeritus of Economics and Finance at
Monmouth University in West Long Branch, NJ. He also serves as North
American Editor of the Review of Political Economy, Book Review Editor of
the Eastern Economic Journal, and Treasurer of the Eastern Economic
Association. Pressman has published more than 150 articles in refereed
journals and as book chapters, and has authored or edited 17 books,
including A New Guide to Post Keynesian Economics (2001), Alternative
Theories of the State (2006), and 50 Major Economists, 3rd ed. (2013), which
has been translated into five different languages. He is also a frequent
contributor to local newspapers, and appears frequently on local and
national TV.

“This is the most important critique of the most important book in economics in recent years.
Pressman breaks down Piketty in a manner that will be valuable to both scholars and students
alike.”

Robert S. Rycroft, Professor of Economics, University of Mary Washington, USA

“Piketty’s Capital in the Twenty-First Century is one of the most widely discussed books so far in
this century, but what is badly needed is a good-humored, readable introduction, which is
provided by Steven Pressman’s Understanding Piketty’s Capital in the Twenty-First Century.
Like Piketty, Pressman is a chronicler of inequality.”

E. Ray Canterbery, Professor Emeritus of Economics, Florida State University, USA



Preface

This book began in May 2014, shortly after the release of Piketty’s Capital
in the Twenty-First Century. When I finished my semester, I immediately
took off for Paris, where I was an Invited Professor of Economics at the
University of Paris 13 thanks to the efforts of Dany Lang. Piketty’s book
was selling like hot cakes (it was #1 on Amazon) and it was not easy to get
a copy; many places, including Amazon, were sold out of all the copies they
had and Harvard University Press (the publisher of the book) was running
out of copies due to its unexpected success.

Fortunately, I got a review copy from the publisher shortly before I was
ready to head to Paris. I was reviewing the book for Dollars & Sense, where
I had been a regular reviewer for several years. Since the book was of great
interest to me (I have written extensively on poverty and income
inequality) and as everyone was interested in Piketty’s book, I thought that
this was an obvious choice as a book to review. Even better, I would be able
to read the book in Piketty’s home town of Paris.

It was Chris Sturr, co-editor of Dollars & Sense, who encouraged me to
start blogging about the book while I was reading it. I even began by
blogging on some of the early reviews of the book while still in the US.

Many other people helped along the way, including the Economics
students and faculty at Paris 13, especially Pascal Petit, the faculty and
students at Chadron State College, and the American Institute for
Economic Research (the places where I first presented my thoughts on
Piketty).

A special note of gratitude is due to Mark Price of Keystone Research,
who sent me some of Piketty’s Excel spreadsheet estimates so that I could
verify that I understood how he obtained the estimates of inequality that
appear in Capital in the Twenty-First Century.

Finally, thanks are due to various people and publishers who allowed me



to reproduce figures for this book. The Financial Times for letting me
reproduce the controversial figure of Chris Giles that appeared there.
Bloomsbury Press and Richard Wilkinson for allowing me to reproduce the
Figure 12.1 from The Spirit Level by Richard Wilkinson and Kate Pickett.
Olivier Berruyer allowed me to reproduce his Figure estimating the US Gini
Coefficient back over the past century. Last but not least, thanks to Thomas
Piketty for allowing me to reproduce the figures from his website that
appear in his book and for writing such a stimulating and important book—
so much so that it led to this book.



1
Hello Piketty

“The outstanding faults of the economic society in which we live are its failure to provide for full
employment and its arbitrary and inequitable distribution of wealth and income”

—J.M. Keynes (1936, p. 372)

Introduction

Keynes wrote those words during the middle of the Great Depression. They
appear at the end of The General Theory of Employment, Interest and
Money, which Keynes wrote to explain the causes of the depression and the
policies required to end it. Mass unemployment was the problem of the
day. During the 1930s unemployment in the US peaked at 25% and
averaged nearly 20%. In Canada the unemployment rate reached 27%; in the
UK it hit 20%. This was beyond anything the world had seen before. The
economic slump at the end of the nineteenth century had been called “the
Great Depression” (Capie & Wood 1997; Fels 1949), but the 1930s changed
that. Extremely high unemployment continued for a decade; it seemed like
it would last forever.

The takeaway from Keynes was that we can’t count on free markets to
solve our economic problems. Government action was required to create
jobs and stabilize capitalism. World War II provided empirical support for
this view. Government spending on the war effort immediately put people
to work. The unemployment rate in the US quickly fell from 14.6% in 1940
to 4.7% in 1942 and then to 1.2% in 1944. Similar declines took place in other
developed countries.

Keynes did not favor a massive war to eliminate unemployment or even



large military spending in preparation for a possible war. His preferred
solution was government investment on things likes roads, bridges and
schools—infrastructure. He also recognized that improving income
distribution would lead to greater spending. Toward this end, he advocated
more progressive income taxes (Pressman 1987, 1997). In earlier work,
Keynes (1930) supported various social programs (such as family
allowances and unemployment insurance) to put a floor on aggregate
demand and improve income distribution. These, he thought, would
stabilize consumer spending as well as increase and stabilize business
profits. The result would be more spending, more robust growth and more
jobs.

Keynes did not focus on income distribution a great deal in The General
Theory. He had bigger fish to fry—the unemployment problem. Another
reason for not tackling income distribution was the nature of economics
itself. Standard microeconomic theory, stemming from the work of
American economist John Bates Clark (1899), held that wages depended on
the (marginal) productivity of workers. Each worker was thought to receive
what they contributed to the revenues of their firm. Everyone got what
they produced and what they deserved. Distributional issues could be
ignored for both economic and moral reasons.

The issue of income distribution was thus left to Keynes’s followers to
grapple with and address. Two of them, Joan Robinson and John Kenneth
Galbraith (see Pressman 2013), took the lead here.

Robinson was a member of “the circus” at Cambridge that helped Keynes
work out the ideas in The General Theory. Her Ely lecture to the American
Economic Association, titled “The Second Crisis in Economics” focuses to a
large extent on income distribution. Robinson (1972) argued that while
Keynes solved the problems of growth and employment, he did not solve
the problems of poverty or inequality. People need jobs not just because
they like to stay busy; rather, they need the income to support themselves
and their families. The second crisis in economics was that incomes were
not sufficient to ensure everyone had a decent standard of living, or a
standard of living that was not extremely different from that of other
citizens.

Early in her career, Robinson (1953–54) sparked the Cambridge Capital



Controversy (see Harcourt 1972) by raising a simple question—how can we
measure capital? This rather simple question cast doubt on the marginal
productivity theory of distribution. As is true of workers, marginal
productivity theory assumes that capital gets paid its contribution to firm
revenues. That contribution will depend on the amount of capital used and
the rate of return on capital. Robinson recognized that this theory requires
we know the demand for capital. A demand curve for capital would relate
the profit rate and the quantity of capital, showing lower profit rates as
firms invest more in capital equipment. The problem Robinson raised is
that capital consists of large plants and small plants, automated assembly
lines, hammers and screwdrivers, computers and computer software. These
disparate goods have nothing in common that we can add up to find “a
quantity of capital.” Another approach is necessary. The traditional means
of measuring capital is through its value or future profitability. This works
fine as a practical or accounting matter, but it is unsatisfactory as part of a
theory that is supposed to explain what determines the rate of profit. As
Robinson pointed out, if economic theory is supposed to explain the rate of
profit, it cannot assume it knows the profitability of capital in order to
measure the quantity of capital. This procedure is circular and so the
marginal productivity theory of distribution must be abandoned.

Galbraith took things a step further. He argued (Galbraith 1996, p. 65)
that the distribution of income was the result of power relationships rather
than any economic principles. The economic power held by firms was the
result of firms’ need to plan and their desire to grow and control the
market (Galbraith 1967). Galbraith (1958, 1973) also wrote about the people
left out of the post-war economic boom, bemoaning the poverty that
existed in the US amidst rising affluence. He looked toward the government
to provide what the market was not providing, and he wanted the
government to employ policies that would help equalize incomes. He
frequently argued that the tax revenues coming from the rich would not
make them much worse off, while the benefits they funded would aid
everyone else immensely.

Neither Keynes, nor Galbraith, nor Robinson, nor other followers of
Keynes, went much further than pointing out the distribution problem.
They wrote about the injustice of some people not partaking in the great



increase in living standards following World War II. They wrote about the
macroeconomic consequences of inequality and redistribution, and the
redistributive policies needed to remedy the problems. But they did not
carefully analyze the causes of inequality. One problem was the lack of
good income distribution data. So Keynes and his followers had to circle
around the problem, doing the best they could with the little information at
their disposal. They had theories but, to sort of paraphrase the great
German philosopher Immanuel Kant, theories without data are blind.

Income distribution data for the US was developed in the 1950s by Simon
Kuznets, who won a Nobel Prize in Economics for his efforts. Based on tax
return data, Kuznets (1953) estimated the fraction of total income received
by each of ten income groups or deciles (the top 10% of income earners, the
next 10%, the third 10%, etc.) for virtually every year between 1913 and
1948. He found that during the interwar years the top 1% of the US
population received 15% of all national income and the top 5% of the US
population received between 25% and 30% of all income. He also found a
decline in income inequality in the US during and after World War II, so
that in the post-war years the top 1% of the population got only 8.5% of all
income and the top 5% got only 18% of all income.

Data on poverty did not exist until a little later. It wasn’t until the 1960s
that the US had an official definition of poverty (Orshansky 1965, 1969) and
the Census Bureau began to make annual estimates of the US poverty rate.
The data source for this, household surveys, only began in the 1960s when
the US Census Bureau first asked households about their income, and then
used this information to report on distribution.

Most developed countries began taxing income in the first two decades
of the twentieth century, so historical information about distribution exists
in government tax data throughout the world; however, no one followed
Kuznets by estimating income distribution in other nations as Kuznets did
for the US. Household surveys also began much later in other countries.

Over several decades Thomas Piketty extended the pioneering work of
Kuznets, moving forward in time and moving across space by including a
large number of additional countries. Such data is necessary as a prelude to
theory. To again sort of paraphrase Kant, data without theory is empty.
Capital in the Twenty-First Century takes the next step. It provides an



explanation for observed changes in inequality over the past century or
more. Last but not least, it sets forth a set of reasonable policy solutions to
address the problem it identifies.

Incredibly, a wonky book on economics with lots of graphs and some
equations quickly became a best seller; and its author has become a sort of
rock star despite having cured no economic ills. He has merely come up
with an important insight into how economies work—in particular, how
they distribute income and how income distribution will change over time.
Before examining this, and the book that has generated so much
controversy, let’s look at Piketty the man.

Who is Thomas Piketty?

Given the attention and the praise lavished on Capital in the Twenty-First
Century, it is surprising that so little information is available regarding
Thomas Piketty. This may be due to the fact that his fame is so recent and
journalists haven’t had the chance to interview him extensively about his
childhood, the influences on his economic ideas, and how he became
interested in the problem of income inequality. Another reason for the
paucity of information on Piketty may be that he lives in France, where the
media spotlight does not magnify the lives of celebrities to the same extent
it does in the US. Finally, Piketty is rather shy and his natural instincts are
to avoid the limelight. Whatever the reason, here is what we know about
Piketty.

He was born on May 7, 1971, in the Parisian suburb of Clichy. Clichy is
located around four miles to the north of Paris. It houses the national
headquarters of the world’s largest cosmetic company, L’Oréal. Although
Piketty has denied being a Marxist (Chotiner 2014), there is no disputing
that he was born with some radical DNA in his genes. His parents were
part of the generation of French students who occupied the Paris
universities in May 1968 to protest capitalism. What followed was a series
of strikes across Paris. When President de Gaulle sought to stem the protest,
this only inflamed the situation further (Singer 2002).

Piketty’s childhood heroes were left-of-center French historians Lucien



Febvre and Fernand Braudel (Cassidy 2014). Febvre was a co-founder of
EHESS (École des Hautes Études en Sciences Sociales or the School of
Advanced Studies in the Social Sciences); his academic work sought to
understand the lives of French villagers in the sixteenth century (Febvre
1978). Braudel (1979) is best known for his three-volume economic history
of the world, Civilization and Capitalism, 15th–18th Centuries, which
describes everyday life in the ancient world and in the developing capitalist
world. It describes how ordinary people, producing for their own daily
needs and also trading with others to improve their lives, led to the rise of
towns and enabled economic life to flourish.

At the age of 18 Piketty entered the École Normale Supérieure (ENS),
where he studied mathematics and economics. Founded as a school to train
high school teachers, this private university (in a country where most
universities are public) is one of the premier universities in France and the
world. Its main goal today is to train professors, researchers and civil
servants.

After graduating from the ENS, Piketty went to the London School of
Economics (LSE) for his graduate education. Michio Morishima, a Japanese
economist, was teaching there at the time. Morishima was interested in
general equilibrium theory and practical political issues as well as the
history of economic thought. His work sought to combine the insights of
Walras and von Neumann on the possibility of simultaneous equilibrium
throughout the economy with the insights of Marx on how production
takes place in capitalist economies (Morishima 1973). Interested in both
history and the practical side of public economics, as well as in
mathematical economics, Piketty went to the LSE intending to work with
Morishima. However, he soon came under the influence of Roger
Guesnerie and began working with him on the problem of income
distribution (Cassidy 2014). At the young age of 22, Piketty was awarded
his PhD. His recent notoriety makes him the second most famous rock star
to come out of the LSE—which may or may not get him any satisfaction.
His doctoral thesis was on wealth redistribution. Piketty (p. 310) has
described the dissertation as “several relatively abstract mathematical
theorems.”

PhD in hand, Piketty landed a job teaching economics and doing



research at the Massachusetts Institute of Technology (MIT) in Cambridge,
Massachusetts. The MIT Economics Department was built by Paul
Samuelson and Robert Solow in the 1950s and 1960s. Today it is regarded as
one of the top two or three economics programs in the United States. It has
been the home to a large number of Nobel Prize winners in economics.
Some received the award as faculty members, including Peter Diamond,
Robert Engel, Franco Modigliani and Myron Scholes. Others, such as Paul
Krugman, taught there for several years before moving on to teach
elsewhere and write for the New York Times. And several Nobel Laureates
in Economics, including George Akerlof, Lawrence Klein, Robert Shiller,
and Joseph Stiglitz, received their economic training and their PhD from
MIT.

Piketty worked as an Assistant Professor at MIT between 1993 and 1995.
Overall, he was not impressed with the school or its economics department.
Piketty also disliked the US system of graduate education in economics. He
thought it focused too much on mathematics and too little on trying to
understand real world problems and develop policies to remedy them. He
might have also been a little homesick for Paris and his home country. As
reported in the UK newspaper, the Guardian (2014a): “after a spell in a
swaggering, top-flight US department, he hankered to return home, where
economists did not pretend they could explain everything but worked
alongside sociologists, anthropologists and others in a social studies
faculty.”

Whatever the reason, Piketty left MIT in 1995 to join the French National
Centre for Scientific Research (CNRS) as a researcher. In 2000 he became
professor at EHESS. Founded in 1947 by three prominent French historians,
including Ferdinand Braudel, the school provides interdisciplinary
education in the social sciences as well as in mathematics and philosophy.
Then, in 2006, Piketty became the first head of the Paris School of
Economics, which he helped to set up and establish. The school is a
research institute in economics that engages in teaching, organizing
research conferences and seminars, training programs for professionals as
well as offering masters and doctoral programs in economics. It stresses the
relationship between economics and the other social sciences, so there is a
focus on things such as behavioral economics, experimental economics, and



the impact of social phenomena on the economy.
In the two decades since returning to Paris from the US, Piketty has

worked indefatigably, compiling data on income and wealth inequality in
many nations over long historical intervals. He has said (at an LSE talk on
June 16, 2014) that his research was prompted by fact that there was
historical data out there ready to be collected and studied. In addition, he
was unhappy proving theorems divorced from historical facts. When he
began this line of research, there was no plan. The goal was to learn about
inequality from historical data rather than by engaging in theoretical
speculation. A secondary goal was to explain the changes he found.
Piketty’s efforts established the field of dynamic inequality, which studies
how wealth and income inequality change over time and what determines
these changes.

In talks and interviews Piketty frequently says he is better at collecting
data and analyzing data than at forecasting the future. His purpose is not to
tell a story about the future but to tell a story about the past and start a
discussion about the future.

When he began to study income distribution Piketty (2001) first
examined his home country of France and published a book on income
inequality in France that followed the methodology pioneered by Kuznets.
An English summary of the book was published in the Journal of Political
Economy (Piketty 2003). Then Piketty teamed up with Berkeley economist
Emmanuel Saez to study income distribution in the US over a long time
frame (see Piketty & Saez 2003). At this point Piketty began collaborating
with other economists to study income distribution in other developed
nations. Over time, he has expanded his boundaries further, examining a
number of developing countries, including China, India, and Uruguay.

While starting with income distribution, Piketty soon began to examine
wealth distribution. For this he relied on estate tax data. Like annual
income taxes that most people must file, the estates left by wealthy
individuals must file tax returns and pay taxes. Piketty has used this data to
measure changes in the distribution of wealth over time. With British
economist Anthony Atkinson, he edited two studies of trends in income
and wealth inequality, covering 22 countries (Atkinson & Piketty 2007,
2010).



The result of this immense effort is available at Piketty’s World Top
Incomes Database (WTID), which was released in 2011. Piketty notes (p. 17)
that this is the main data source for Capital in the Twenty-First Century.
The WTID homepage is at: http://topincomes.parrisschoolofeconomics.eu.
It provides online access to all the data compiled by Piketty and his
colleagues over two decades. The database currently contains income and
wealth distribution data for 30 countries—a large number of developed
nations and several developing countries.

In 2013, Piketty (along with Hélène Rey of the London Business School,
who does research and publishes on exchange rates) received the Yrjö
Jahnsson Award. This prize is given every other year to the economist
under age 45 who has “made a contribution in theoretical and applied
research that is significant to the study of economics in Europe.” The
award, established in 1993 by the Finnish Yrjö Jahnsson Foundation, is
thought of as a European equivalent to the John Bates Clark Medal, which
is given to the best American economist under the age of 40.

In public appearances, talking about his work, Piketty doesn’t seem to
ever wear a tie. His standard uniform when making public presentations
consists of a sports jacket, a shirt unbuttoned at the top, and a pair of jeans.
He looks considerably younger than his age. A rather shy man, he seems
bemused by his rock star status. “Economists are not highly regarded in
France, so you have to be modest” he told the Guardian (2014b).

Piketty also is a true political economist. He does not seem to be
interested in abstract economic theory, and Capital in the Twenty-First
Century contains virtually no theory. However, Piketty is passionate about
data, about how politics and social relationships impact the economy, and
how economics affects politics and society. He has even put his political
interests into practice, serving as an economic advisor to French Socialist
Party candidate Ségolène Royal during the French presidential campaign in
2007. After the election, Piketty resumed teaching at the Paris School of
Economics. He also serves as a regular columnist for the French newspaper
Libération, and occasionally writes op-eds for Le Monde.

Capital in the Twenty-First Century

http://topincomes.parrisschoolofeconomics.eu


Capital in the Twenty-First Century was published in French in 2013 with
title Le Capital au XXIe Siècle. The French edition runs to over 900 pages.
The English version (reduced to less than 700 pages), translated by Arthur
Goldhammer, was originally scheduled to appear in May 2014. Harvard
University Press pushed the US publication date up to March 10th as
interest in the book swelled in late 2013 and early 2014. This was aided by
the Journal of Economic Perspectives, the most read publication of the
American Economic Association. It published a symposium on the top 1%
in its Summer 2013 issue. The lead article (Alvaredo et al. 2013) contained a
short summary of the top incomes data and some arguments about the
causes of rising inequality. Word had gotten out about the book, even
before the English version was published.

Shortly after its release, Capital in the Twenty-First Century appeared on
many US bestseller lists. It reached the #1 position on Amazon and stayed
at #1 (or close to #1) during the spring of 2014. Throughout most of July
2014 it remained near #50 on Amazon. As of this writing (early 2015)
Capital in the Twenty-First Century remains in the top 500 at Amazon. And
the book has achieved this without a catchy title like Fifty Shades of Income
Inequality.

These numbers are telling because Amazon is responsible for more than
half of all book sales in the US. It is rare for any work in economics to
reach such heights. It is more amazing that an economics book with lots of
graphs and some equations has become a best seller. Most people couldn’t
care less about technical economics; for many college students, economics
is their least favorite subject.

Milton Friedman and John Kenneth Galbraith frequently made it to the
New York Times bestseller list, but they wrote for an educated public in
clear and simple language. Their books could, and were, made into TV
documentaries. Their best sellers did not have page after page of tables and
graphs; there were no mathematical equations to scare away the curious
reader with broad and eclectic interests.

The popularity of Capital in the Twenty-First Century appears to be
different from the popular works of Friedman and Galbraith. It is almost as
if wonky technical economics suddenly became hip. But there are some
more plausible explanations for this.



First, the book seems to have hit a raw public nerve. People are
concerned about the decline of the middle class and the rise in inequality
over the past several decades. This runs across the entire political spectrum;
it is not just an issue for leftists. Even former Federal Reserve Chairman
Alan Greenspan, a libertarian follower of Ayn Rand, has called rising
inequality the most dangerous trend facing the US (Tett 2014).

All the data indicate that most households should be worried about
trends in inequality. Median household income in the US was $51,939 in
2013, a sharp drop from the 2007 level of $56,436 (in 2013 dollars) and
nearly identical (again, in 2012 dollars) to real household income for 1988
(US Census Bureau 2014). This means that over the past quarter century an
average US household has seen no improvement in its standard of living.
On top of this, household work effort increased over the past 25 years. Most
of us were running faster and harder just to stay in the same place. Making
things even worse, households lost a good deal of wealth (mainly housing
wealth) during the Great Recession. According to NYU economist Edward
Wolff (2013), a world expert on this topic, median household wealth in the
US fell by nearly half between 2007 and 2010—from $107,800 to $57,000.
Average households struggle on many fronts and they are concerned about
their future; yet they see multimillionaires and even billionaires thriving
and becoming even richer. For personal reasons, if not for intellectual
reasons, they are interested in the causes and consequences of this changed
economic landscape. Capital in the Twenty-First Century addresses this
issue head on.

Second, Piketty may have been in the right place at the right time. His
research on distribution and inequality over several decades has focused on
the top 1% and top. 1% of earners, estimating the fraction of total national
income received by these groups. His numbers show that it is the very rich
who have been gaining over the past 30–40 years, and that almost all the
income gains over this period have gone to the very wealthy. This fit
perfectly with the message of the Occupy Movement, which worried about
the 1% pulling away from everyone else.

Third, Capital in the Twenty-First Century can explain the consequences
of the great slump that began in 2007 and continues to this day. One
prominent explanation for our current economic malaise (Mian & Sufi



2014) is that households went into debt as a response to their falling
incomes. People wanted to keep up with their neighbors and maintain the
middle-class lifestyle they were accustomed to. So they borrowed a good
deal of money and used it to support the standard of living they were used
to or had come to expect. But this can only be a stopgap measure; it is not a
permanent solution to the problem. When debt levels got too high, people
were forced to cut back on their spending. The result was the Great
Recession, which has been hard to escape from because reducing debt
burdens is a long and arduous process.

Fourth, Piketty has a slogan that can fit on a t-shirt. Literally! Stephen
Colbert introduced a t-shirt with r>g emblazoned across the front of it
when Piketty appeared on his TV show, The Colbert Report. Colbert held up
the t-shirt during a segment in which he interviewed Piketty, and
announced that they were for sale on his website.

Fifth, the success of Capital in the Twenty-First Century was aided and
abetted by a concerted publicity drive. This included Piketty giving
numerous talks at major American universities and economic think tanks
in the spring of 2014, soon after the book was published in the US. Regular
public appearances by Piketty continued throughout the summer and the
fall, and covered many countries.

This was helped by some extremely favorable reviews of the book in a
few prominent places. Martin Wolf (2014) called it “an extraordinarily
important book” in the Financial Times. A glowing review of the book by
Paul Krugman (2014) in The New York Review of Books certainly didn’t
hurt. Krugman called the book one of the most important economic works
of the past decade and “a game changer.” He then posted the review on his
blog, which has millions of readers each day. Once word got around, it
seemed as though everyone had to review it and everyone felt entitled to
express their opinion about the book—whether or not they actually
bothered to read the 600-plus-page tome. Newspapers, magazines, and
blogs were all talking about Piketty’s book. Piketty was regularly trending
at or near #1 on Twitter. Everyone was taking the book seriously. Even I
succumbed to social media pressures and blogged on Capital in the
Twenty-First Century for Dollars & Sense in May 2014 while lecturing at
the University of Paris 13 and carefully reading the book in order to write a



review of it (Pressman 2014).
Finally, and what may be most important of all, those on the right

worried a great deal about the data and the message of continuously rising
inequality. Piketty fueled such fears when he pointed out that capitalist
economies were coming to look more and more like the world of Jane
Austen and Downton Abbey. Those to the right of center also worried
about Piketty’s policy solution for stemming rising inequality. His wealth
tax was directed at, and would hurt, the very wealthy. Even worse, Piketty
was arguing that this was the only way to deal with rising inequality.

Those with lots of money had to respond, and they had to respond
quickly. To sit there, doing nothing, while everyone else praised Capital in
the Twenty-First Century and its call for a wealth tax would be to lose the
competitive battle of ideas. Yet, in the strange world of popular frenzy
going viral, these responses all contributed to the Piketty phenomenon.
Seeking to debunk the empirical results only directed more attention to
them. The results got even more attention when Piketty defended his data
showing increasing income and wealth inequality from various critics. He
was then backed up by many other income distribution scholars who
pointed out that their own empirical findings, as well as the findings of
other scholars in the field, were quite similar to those of Piketty. Allister
Heath (2014), summing things up in the Daily Telegraph, astutely noted
that the anti-Piketty forces, the supporters of free-market capitalism and
opponents of wealth taxation, were being “slaughtered on the intellectual
battlefield.”

What comes next

The chapters that follow are intended as a guide to Capital in the Twenty-
First Century. They are designed to help readers through a difficult but
rewarding book. Before we get to this, though, we need to know a bit more
about income distribution. In particular, we need to know where the data
comes from and how economists measure income distribution. This is the
topic of Chapter 2. Chapter 3 then looks at why inequality is a problem.
This is something Piketty does not address, but it helps explain why his



book has received so much attention and why it is so important. The next
four chapters (4 through 7) look at the four parts of Capital in the Twenty-
First Century in some detail, providing a summary, commentary and at
times a critique. Chapter 8 then looks at the reaction to the book, focusing
on the controversy with Chris Giles of the Financial Times over Piketty’s
data. Chapter 9 concludes with some thoughts on where things are likely to
go next.
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2
The Fear of All Sums

Measuring income distribution

“Buffett found it ‘extraordinary’ that academics studied … what was measurable, rather than …
meaningful.”

Roger Lowenstein, Buffett: The Making of an American Capitalist

Introduction

Capital in the Twenty-First Century is about income and wealth inequality,
and their long-term trends. To measure inequality and identify trends,
reliable data is necessary. But before getting data, we need to know what
we are looking for. This requires clear notions of income and wealth as
well as an ability to measure them accurately. We must also decide what
units to look at when measuring distribution. Do we focus on people or
households? If the latter, how do we compare single individuals with a
family of four? Finally, we need good summary measures that let us clearly
see trends in inequality. Without all this, it is hard to draw valid
conclusions about the consequences of inequality (the subject of Chapter 3)
or the causes of changing inequality (a main focus of Piketty’s book).

Some definitions

For economists, the optimal definition of income comes from Robert Haig



(1921) and Henry Simons (1938), who both saw income as a measure of the
ability to purchase goods and services during the year. To quote Simons
(1938, p. 49), it is “the exercise of control over the use of society’s scarce
resources.” On the Haig-Simons definition, income equals consumption
plus the change in net worth. Income includes all money earned from
working. It also includes investment earnings (rent, interest, and dividends)
as well as gifts and other windfall gains (such as lottery winnings and
gambling winnings). Finally, the Haig-Simons definition includes increases
in stocks, bonds, real estate, and other assets (rare wine, famous paintings,
etc.). When asset values rise, the gains can either be spent or saved. If spent,
they immediately increase consumption; if saved they change net worth
and add to future consumption possibilities.

Wealth, like income, involves the ability to purchase things and exercise
control over scarce resources. The main difference between these two
notions is that income is a change in my control over resources for a short
time frame—typically one year. It is the additional things I can buy this
year as a result of my income for the year. Wealth, in contrast, is my total
command over resources at one point in time. The difference between the
two is the difference between stocks and flows. Wealth is a stock concept—
the value of a person’s assets at one point in time. Income is a flow concept;
it represents additions to the stock over the course of a year.

American economist Irving Fisher (1896) first described the distinction
between stocks and flows (see Pressman 2013a). Perhaps the easiest way to
grasp this is to think about a bathtub with a fixed amount of water at some
point in time. This is its stock. You can turn on the faucet and add water to
the tub. This is a flow. On the other hand, the drain lets water leave the
tub, reducing its stock. This is another flow. If flows into the tub exceed
flows out of the tub, the stock increases; if flows out exceed flows in, the
stock falls.

Similarly, changes in the value of your assets lead to changes in your
stock of wealth. If your assets rise in value, your wealth increases; on the
other hand, if you take a bath (sorry!) during the year, your assets decline
in value and your wealth falls. Income from work and income from owning
assets are both flows; they increase wealth if not spent. Consumption is
akin to a flow out of the bathtub; it reduces what you can consume in the



future. The difference between your income and your consumption is your
savings, a net addition to your wealth during the year.

While these notions are clear conceptually, the Haig-Simons definition of
income can only be measured imprecisely. This is especially the case for
assets not traded regularly, making them difficult to value.

Piketty estimates income using what he takes to be the best data source—
individual income tax returns. His main income measure is total income. It
equals adjusted gross income (AGI) plus adjustments claimed on tax
returns. This measure departs from the Haig-Simons definition in several
ways. Since changes in asset values are not reported on tax returns, they
are not counted as income by Piketty. Likewise, income that is not taxable
does not get included in his estimates of income inequality. Many gifts (for
example, small amounts of money that I get from my relatives) do not get
counted as income for tax purposes. Most transfer income from the
government is not counted. Tax-free income, such as interest on municipal
bonds and returns on money in retirement accounts, is also not counted by
Piketty because it is not reported on individual income tax returns
(Atkinson et al. 2010, p. 672). Unrealized capital gains (changes in the value
of unsold assets) undoubtedly constitute the most important missing item;
these gains go disproportionately to those with very high incomes.

The unit of analysis

In addition to picking a definition of income, we also must decide what to
look at when measuring inequality.

Equal incomes do not represent equal living standards for families of
different sizes. For this reason, studies of inequality usually adjust
household income to account for differences in household size. A key
question is how to make this adjustment. This is known as the problem of
equivalence scales. To take a concrete example of the problem, an annual
income of $24,000 can support a single individual in the US reasonably
well. In 2014, it would have provided more than twice a poverty-level
income. But for a family of 5, $24,000 provides each person with just $4,800
on average—not the same lifestyle as $24,000 for a single individual. In fact,



a family of five in the US would have been counted as poor with this
income in 2014.

One way of dealing with household size differences is to treat the
income needs of all household members equally and look at per capita
household income. We made this adjustment in the paragraph above when
we divided income by household size and compared the income of a single
individual making $24,000 with the average income of $4,800 for a family of
five. This solution, however, ignores economies of scale in living
arrangements. Two people can live more cheaply together than separately,
and will have a higher standard of living than two single individuals with
the same combined income. There is a need for only one place to rent and
heat, one cable TV bill, and one set of pots and pans will be needed for
cooking. So we need some middle ground between focusing on per capita
income, thereby assuming no economies of scale in living arrangements,
and assuming that household size does not matter for household living
standards.

A useful middle ground was suggested by the OECD (1982). Recognizing
different needs for children and adults, the OECD recommended that the
income needs of additional adults in a household be counted as. 7 of the
first adult and the income needs of all children be counted as. 5 of the first
adult. This means a household with two adults must have 1.7 times the
income of a single individual to have the same living standard and a family
with two adults and two children must have income 2.7 times that of a
single adult. Consequently, a single individual making $24,000 has the same
standard of living as a married couple making $40,800 and the same
standard of living as a family of four whose income is $64,800.

Given his data source, Piketty is forced to ignore the issue of family size.
Tax returns do not contain the size each individual household (which may
be an unmarried couple filing separate returns). This is possible only if
surveys ask about household size as well as income.

Ignoring household size affects Piketty’s estimates of inequality. But it is
not clear how; this depends on how household size varies by income level
for top earners. We do know that larger families are more likely to be poor.
We also know that female-headed households are more likely to have
children and lower income levels. But Piketty focuses on the apex of the



distribution pyramid—the top 1% and. 1%. Unless we know more about how
large these families are, and how the size of these families has changed
over time, it is hard to know whether household size affects Piketty’s
results, and how they affect his results.

Measuring income distribution

Income distribution, like income, is a complex notion. Nonetheless, humans
seem to have a natural desire to simplify and make sense of a complex
world. This has led to a search for summary measures of inequality.

The most popular measure of income distribution is the Gini coefficient.
It was developed in 1912 by Italian statistician Corrado Gini, after whom
the measure is named. Gini sought a single number to summarize income
distribution and that would allow him to compare distributions over time
and across nations; toward this end he developed a mathematical formula
to encapsulate how equal the income within a country was distributed.

This formula relies on two relationships—the Lorenz Curve and the line
of perfect equality. To understand these, think about rank ordering every
household in the nation from the poorest to the richest. Moving along the
x-axis of Figure 1, we move from the poorest household to the richest
household. The percentages tell us the ranking of each household along this
con-tinuum. Next we cumulate, or add up, the percentage of total national
income received by households as we move from the poorest household to
the richest. This is graphed on the y-axis of Figure 2.

The line of perfect equality shows what would happen if everyone
received exactly the same income. The 5% poorest households would
receive 5% of total income, 20% poorest households would receive 20% of
the total income; the 45% poorest households would get 45% of the income,
etc. At the other extreme, we can think of perfect inequality in terms of the
diagram. This is where one household gets all the income. As we move
along the horizontal axis, households receive no income until we reach the
richest household. At that point we go all the way up to the top of the
diagram, as the richest household receives 100% of national income.

The Lorenz Curve shows the actual distribution of income in the



country. It depicts the proportion of total income that actually goes to the
poorest 5% of households, the poorest 20%, the lowest 40% of households,
the lowest 60%, etc. When we reach 100% of all households, they will have
100% of all income.

The Gini coefficient measures (counter-intuitively) where the actual
income distribution falls along the continuum between perfect income
equality (0), where everyone receives exactly the same income, and perfect
income

Figure 1 The Lorenz Curve and the Gini coefficient



Figure 2 Gini coefficient for the United States, 1913–2009

inequality (1), where every dollar of income goes to just one household. It
is calculated by taking the area between the Lorenz Curve and the line of
perfect equality, and dividing this by the area of the entire right triangle.

The US Department of Commerce estimates the Gini coefficient for the
US, using annual household surveys taken by its Census Bureau. Good data
exists as far back as 1947. Others have extended estimates back to the early
20th century. Figure 2 presents Gini coefficient estimates and provides a
clear story about income inequality in the US. Inequality rose during the
1920s and very early 1930s; it then fell sharply during the Great Depression
and the ensuing decades. Beginning in the late 1960s or early 1970s, and
continuing for another 40 to 50 years, the Gini coefficient has increased.

The Gini coefficient does have several drawbacks as a summary
measure. First, it is sensitive to changes in the densest part of the income
distribution (usually, but not always, the middle part of the distribution).
Changes in income distribution over time will not be captured well by the
Gini coefficient if the biggest changes occur at the high or low ends of the
income distribution. This is one reason the Gini coefficient and Piketty’s



top 1% show slightly different turning points for when inequality began to
rise in the US.

Second, it is not easy to make sense of the numbers. What exactly does a
value of. 443 (the official figure for the US in 2009) mean, and how much
more equal was US income distribution in 1979 (when the Gini was. 349)?
Third, the Gini coefficient is hard to decompose; this makes it difficult to
analyze how the overall distribution is affected by changes in subsets of the
overall distribution (Fei et al. 1978; Yitzhaki & Lerman 1991). For example,
if we want to know the extent to which distributional changes are driven
by changes in the age distribution of the population or changes in
education levels, the Gini coefficient cannot help us.

These last two factors are why Piketty dislikes the Gini coefficient. He
thinks it gives an “abstract and sterile view of inequality, which makes it
difficult for people to grasp their position in the contemporary hierarchy”
(p. 267). In contrast, the share of total income received by the top 10% and
top 1% is intuitive and easy to understand. We know what it means to say
that the top 10% of income earners receive half of all income—they get as
much income as everyone else combined. In addition, Piketty hypothesizes
that the growth of capital income has led to the rise of income inequality.
To test this we need a measure that lets us separate the impact of labor
income and non-labor income on inequality. The Gini coefficient does not
let us do this.

Focusing on the very top of the distributional pyramid does have some
shortcomings. Piketty ignores the middle of the distribution, the part most
people care about and the part containing the largest fraction of the
population. Another problem is that the lines Piketty draws are somewhat
arbitrary. Why should we look at the top 10%, top 1% or top. 1%? Key
income levels, the levels where things change the most, may be the top 2%
or. 5%.

This is why it is useful to have several different measures of inequality
and to compare them. The good news is that many inequality measures tell
a similar story about the US—inequality began rising somewhere between
the very late 1960s and early 1980s, after declining for several decades
following World War II (Pressman 2013b; Leigh 2007). Since then, income
inequality has risen more or less continuously in the US.



The different measures of inequality also tell a similar story elsewhere.
Income inequality has increased most in the UK and US (Atkinson 1999;
Gottschalk & Smeeding 1997). Many scholars originally thought that this
was due to characteristics unique to these two nations—unregulated labor
markets, a free-market ideology, and the lack of political will to increase
the minimum wage or support labor unions. This view was dismissed once
inequality began rising in many non-Anglo-Saxon countries at the end of
the twentieth century and the early the twenty-first century. The cause of
this phenomenon was being vigorously debated while Piketty was working
on Capital in the Twenty-First Century. His book provides a new
explanation for rising inequality, one that is very different from what most
economists regard as the main reasons for rising inequality, globalization
and technical change. (Chapter 9 discusses this in more detail.)

For Piketty, the interaction between wealth inequality and income
inequality explains rising inequality. Moreover, these two factors reinforce
one another. Greater income inequality leads to greater wealth inequality,
since it enables those with high incomes to save more. Rising wealth
inequality, in turn, means that some people will receive large annual
returns on their wealth, which increases their income and increases income
inequality. To comprehend and evaluate his theory requires that we
understand his data.

Piketty’s income data

Piketty began studying income inequality when he returned to Paris after
teaching in the US for a few years. At the outset, he had to decide where to
get data. The two main sources of data on household income are tax
returns and surveys.

Tax versus survey data

The debate over which is the better source has raged for over half a
century. In the early 1960s, tax data was pretty much all that was available



to measure inequality. Then Richard Titmuss (1962) argued against using
tax data because of tax evasion and periodic changes in tax laws. The result
was a great deal of effort devoted to surveying households. Today, most
reports of income distribution rely on survey data (e.g., the US Census
Bureau’s Current Population Reports and the Federal Reserve’s Survey of
Consumer Finances), as do most studies of the causes and consequences of
greater income inequality.

Piketty (2007, p. 1), however, was unhappy with survey data. First, the
data was not consistent over time and between countries because the
questions asked were not always the same. This raised questions regarding
cross-national comparisons, and estimates of inequality in one country over
time, the same way that changes in tax laws and different tax laws across
countries raise questions about the reliability of tax data. Second, using
surveys to obtain income and wealth data is a fairly recent development;
this makes it impossible to measure income inequality over a long stretch
of time or compare inequality among countries over a long time horizon.

For these reasons Piketty relies on tax data to estimate income
inequality. His approach builds on the work of Simon Kuznets (1953), but
the origins of this approach go back even further in time. After the UK
introduced a “super-tax” of 8% in 1908 on high incomes, A.L. Bowley (1914)
and Josiah Stamp (1916) sought to estimate the distribution of income in
the UK from the returns of people subject to this tax.

Before getting into the details of these calculations, we should note that
the case for survey data is not quite as clear cut as Titmuss claims; nor is
the case for using tax data as strong as Piketty claims. Each data source has
advantages and disadvantages.

The main advantage of tax return data is that reasonably good data
exists over a rather long period of time. France enacted an income tax in
1914, which took effect in 1915. Data goes back to 1914 for the US, when it
first imposed an income tax. For most other developed countries, tax data
also goes back to around World War I, when income taxation began. In
contrast, the US government began to survey households in 1960. Surveys
on wealth and household incomes began even later in other nations. Since
we don’t have any data, long-term trends are impossible to discern using
survey data. Tax data lets Piketty (2001, 2003) measure income inequality



starting from around World War I.
A second advantage of tax data is that income can be broken down into

labor income and capital income because tax returns contain information
on income from wealth holdings (realized capital gains, rents, dividends,
and interest). In contrast, survey data usually fails to ask about capital
gains or stock options and does not include these as part of income.

Furthermore, survey data typically top codes income at rather low levels
(Atkinson et al. 2011, p. 29). This makes it harder to measure accurately the
income of those at the very top of the distributional pyramid. In addition,
surveys are expensive to undertake and so they rely on small samples. The
sample of households with very high incomes is even smaller, making
survey data less reliable than income tax data for the very wealthy (Piketty
& Saez 2014). In contrast, all top earners must file annual tax returns with
the government.

A final advantage of tax data is that it is more reliable. People do lie on
tax returns, as Titmuss correctly noted, but people also lie when they are
asked questions about their income. One big difference is that tax returns
might be audited. Survey data does not have this implicit threat and
therefore should be regarded as less trustworthy than tax data.

On the other hand, there are advantages to using survey data when
measuring inequality. First, surveys contain a wealth of information about
households that we cannot obtain from tax return data because tax returns
lack such information. As noted earlier, we cannot do some simple things
with tax data, such as making adjustments for family size. Survey data also
lets researchers analyze results based on the socio-demographic
characteristics of the family, such as age and education level. We know that
income tends to vary with age. Incomes typically are low when people are
in their twenties and peak when people reach their fifties. Demographic
changes can lead to distributional changes— for example, when baby
boomers entered the labor force in the 1970s and received low wages. This
should have increased inequality. Without demographic data, it is
impossible to determine the extent to which demographic changes impact
inequality.

Another downside to tax data, as Titmuss pointed out, is that it is not
consistent over time in one country and it is not consistent between



countries. Most countries (e.g., the US and France) impose income taxes on
families; a number of countries (including Australia, Canada, New Zealand,
and the UK) tax individuals instead. Moreover, this changes over time.
Australia and Canada began taxing people rather than families in 1963; the
UK began in 1990. This creates problems for Piketty’s estimates of
inequality. Two middle-income individuals who are married in the UK in
1980 could have sufficient income to put them into the top 1%. But when
separated for tax purposes, both may fall below this threshold. Atkinson et
al. (2010, p. 670) note that changes like this require that we make
adjustments when comparing distribution across countries and in one
country over time. Such adjustments do help, but also reduce the reliability
of the estimates since they require approximations of how changing the
unit taxed leads to changes in inequality.

A final problem with tax data, and another advantage of survey data, is
that there are two different income tax systems in most countries—one
taxes corporate income and one taxes the income received by individuals.
Business owners typically have some discretion about whether to
incorporate and which tax system to use when reporting income and
paying taxes. Consequently, changes in tax laws and in tax rates for each
system will lead to changes in reported income on each tax system, and we
may be attributing changes in income inequality to what is really the
consequence of changes in tax filings.

In sum, Piketty is too enthusiastic about tax data, and Titmuss is too
enthusiastic about survey data. Both provide useful information about
income distribution. Even if the numbers are not perfect in each case, they
are useful benchmarks. As long as these errors remain relatively the same,
they provide good estimates of whether inequality is rising or falling or
staying the same in one nation, and they allow for reasonable international
comparisons of inequality over time.

Perhaps the most important point to make about these two data sources
is that they provide a check on each another. Consistency shows that we
are on the right track and not mismeasuring inequality. The good news is
that the two data sources do tell a similar story. Burkhauser et al. (2009)
find that, except for the top 1%, the Current Population Reports (CPR),
which comes from household surveys, and Piketty’s data match fairly well.



Brandolini (2010) also finds a close correlation over time between Piketty’s
data and the CPR.

The calculations

Piketty employs a three-step process to measure the income shares received
by the richest households. First, using income tax summary data, he
computes the total income earned by the top 10%, top 1%, etc. Second, he
estimates the income received by all households in the entire nation. The
share of income received by top earners is then computed as the fraction of
total national income going to households with top incomes.

A simple example, using income tax data published by the US IRS (see
the Appendix), can help illustrate this process. (Government revenue
services in other nations publish similar information.) Tax data is given for
income ranges only in order to protect the anonymity of taxpayers. The
data is also top coded; there is no category for the extremely wealthy, those
making hundreds of millions or billions during the year. These are included
in the top income range, the group making $10 million or more.

In addition, the US tax code allows some adjustments to income.
Adjustments are allowed for things such as moving expenses, IRA and SEP
contributions, contributions to health savings accounts, half of Social
Security taxes for self-employed individuals, interest on student loans, and
college tuition and fees. The value of these adjustments needs to be added
to AGI in order to give us total income.

Unfortunately, the income ranges reported by the government will not
line up perfectly with the income ranges of interest to scholars. In 2012,
151,563 filers had incomes above $2 million. This is just a bit more than the
top. 1% because there were 144,928,472 filers. To calculate the income of the
top. 1% we need to know how much income went to the top 144,928 income
tax filers and must cut off the bottom 6,635 returns and the income they
receive.

To do this, we use regression analysis or curve fitting to estimate a
Lorenz Curve (like Figure 1 above). Because high incomes increase
geometrically rather than in a linear fashion (Feenberg & Poterba 1993,
2000), (Piketty & Saez 2014) employs non-linear regression. Once we have



an equation for our Lorenz Curve, we can use it to find the cumulative
percentage of income at any point on the curve (the top. 1%, the top 1%,
etc.).

Of course, many people do not have to file tax returns and will not be
counted in the raw data. Mostly, these people have very low incomes and
are not required to file returns. So we also must estimate the number of
non-filers and increase the cutoff point to determine the income received
by the top 1%.

Step 2 involves calculating total national income. There are two ways to
do this.

First, we can rely on the data provided in government summary statistics
of income distribution. The Appendix shows total AGI of around $9.1
trillion for the US in 2012. A first thought is that we can just divide the
income received by the top 1% by $9.1 trillion (plus the adjustments to
income) in order to derive the fraction of all income received by the top 1%.
The problem here, again, is that many people are not required to file
returns and some of these people have earned income during the year.
Actual income will be greater than $9.1 trillion (plus adjustments) and we
will need to add estimates of the income received by non-filers.

An alternative approach is to use national income accounts to get a
figure for total household income. These are US Commerce Department
estimates of all the output produced in the US during one year and all the
income going to people living here as a result of producing and selling
things. If we use national income figures, we must subtract items from
household income that do not get reported on income tax returns. Atkinson
(2007, p. 310) prefers this method, contending it allows for more consistent
estimates over time.

Atkinson (et al. 2011, p. 17) explains all the subtractions from personal
income as reported in national income accounts that must be made in order
to get a good estimate of total income, one comparable to what gets
reported on tax returns. All income not subject to taxation needs to be
subtracted since it is not part of income reported on tax returns and used in
the numerator. This includes things like social security payments by
employers, half of social security benefits and non-taxable transfers. In
addition, we need to subtract income added into national income accounts



that is not reported on tax returns. This includes imputed rents that people
receive because they own the house that they live in and estimates of all
income not appearing on tax returns due to tax evasion.

Step 3 is the simple one. Once top incomes are estimated, figures for the
share of total income received by the top. 1%, top 1%, etc., can be estimated
by taking the income of these top groups and dividing by (adjusted)
national income.

Some data issues

All data has problems. Piketty’s data is no exception. If you seek perfect
data, you will never measure anything and we will remain ignorant of the
economic world. There is a trade-off between perfection and pragmatism;
empirical work requires some degree of pragmatism. Yet we must also pay
attention to data problems.

One issue concerns whether the data provides reasonably consistent
estimates over time and across countries. Major problems arise only if
errors change over time. In this case the figures are not good benchmarks
and don’t really show how things have changed over time (because the
changes may be due to these errors). Likewise, any analysis or any policy
conclusions that I draw from the data can be questioned because I ignore
the changing measurement problems.

Before addressing the consistency question, it is worth pointing out
again that Piketty’s calculations depart from the Haig-Simon definition of
income, which includes all changes in the value of assets. The income tax
applies to realized gains; taxes are imposed only when an asset is sold.
There are practical reasons driving this—it is hard to value assets that are
not sold, and taxing all gains might force people to sell their assets (possibly
at fire sale prices). This means that a large chunk of income received by the
very wealthy does not get included in the calculations.

Piketty tries to get around this problem by arguing that income
distribution with and without capital gains is about the same; however, this
response does not get at the real issue. The problem is the amount of
income missing from tax returns and whether this changes over time. For



example, retirement accounts change in value, but these changes do not get
reported on tax returns and are not part of Piketty’s data. Likewise,
employer contributions to retirement accounts are not counted because
they are not taxable. If these figures change by large amounts, our time-
series data on income and Piketty’s estimates of income inequality will
contain large errors because of these changes.

It is worth noting here that the unrealized capital gains problem makes
things worse than Piketty’s estimates. Most of these gains go to the top 1%.
If Piketty is right and income from wealth as well as wealth inequality
have grown over time, then his data (which excludes non-realized capital
gains) gets worse over time and the problem of rising income inequality is
worse than Piketty shows.

The consistency of tax evasion

Because the data comes from individual income tax returns, there are
certainly good financial incentives to lie about one’s income. If I am in a
40% tax bracket, each $1 million of income that I hide saves me $400,000 in
taxes. These incentives change as marginal tax rates change. The higher the
marginal tax rate, the greater the gains and the more tax evasion we will
have. Audits can help, but they do not solve the problem. An audit will not
reveal income that people receive in cash and for which there are no
records. This income is hidden from government officials and also from
economists trying to measure income.

A key question is whether tax avoidance has increased over time. For
obvious reasons, such data is hard to come by. People avoiding taxes will
not reveal this information when asked. One study that tried to address this
question for Sweden through tax return audits concluded that tax evasion
was relatively small (around 5% of all income) and there was no reason to
believe that it had increased with time (Roine & Waldenström 2008).

For the US, however, there are reasons to think that this problem has not
been constant over time. While marginal tax rates declined sharply from
1960 to the middle 1980s, there has also been a sharp decline in tax audits.
Higher rates encourage cheating, while a higher percentage of audits
discourages cheating on taxes (same with higher penalties for cheating). In



the US, the percentage of audited returns fell from 5.6% in 1963 to less than
1% today (NOLO 2014). This counterbalances the lower marginal tax rates.
In addition, there have been changes in the distribution of audits because
the very rich have pressured their elected representatives (who approve the
IRS budget) to focus on auditing middle-class and low-income households
rather than wealthy ones (Johnston 2003, Ch. 10).

In practice, this means there have been far fewer tax audits of the very
wealthy more recently. With less chance of being audited, the very wealthy
will be more likely to hide income and not report it to the government.
Granted, some wealthy individuals will not be able to hide income because
it gets reported to the IRS. But in many cases it will be possible to hide
substantial income from the eyes of the government revenue service.

Fewer audits of the very wealthy should mean that Piketty’s estimates of
top incomes are too conservative—they don’t count unreported income that
is likely growing over time due to the reduction in the percentage of audits
performed.

A related concern is that more wealth has moved to tax havens as a
means of escaping taxation. It is unlikely returns from hidden wealth will
be reported on individual income tax returns. There is general agreement
that the use of tax havens has grown recently, despite governments around
the world having lowered tax rates on income from wealth. Most of this
income goes to people in the top 1% (Zucman 2013). At the same time,
government crackdowns on tax cheats have made it more difficult for the
moderately wealthy to shelter the returns on their wealth from taxation.
For example, foreign banks focus on, and seek to attract deposits from, only
those with great wealth—more than $50 million in assets (Zucman, 2014).
These changes should make Piketty’s estimates conservative and
increasingly conservative over time.

Tax law changes

Another problem concerns changes in tax laws; these laws determine what
gets reported as income on tax returns and what gets counted as income by
Piketty. Likewise, there are major differences between the US and other
developed countries in terms of what gets reported on tax returns as well as



changes in tax laws throughout the world. There are also changes in what
counts as taxable income in one country over time.

Capital income taxation is one big problem. Canada did not begin taxing
capital gains until 1972. The UK began to tax short-term gains in 1962 and
long-term gains in 1965 (Goode 1964, Ch. 8). There are also international
differences in what gains are subject to individual income taxes and have
to be reported on tax returns. In the US, capital gains on homes are not
taxed after their sale if you buy another house of equal or greater value.
There is also a lifetime exemption of $250,000 per person. However, unlike
stock losses, where you can deduct $3,000 per year against your other gains,
you cannot deduct losses on home sales from taxable income. It is not clear
how these changes affect Piketty’s numbers.

A related problem concerns retirement accounts. Contributions to these
accounts are not counted as part of income in the US; the money is taxed
when it is taken out of the account, not when it is earned and deposited
there. This includes 401(k) and 403(b) retirement accounts (two of the main
retirement accounts in the US) as well as stock options for CEOs and other
senior managers.

These accounts also earn interest that is free of taxation. The Taxpayer
Relief Act of 1997 established Roth IRAs starting in 1998 (with a maximum
contribution of $2,000). This enabled people to put money into savings
accounts or other investment vehicles and earn tax-free returns. By 2014,
the maximum increased to $5,500 and to $6,500 for those aged 50 and older.
Over the course of several decades, tens of thousands of dollars if not
hundreds of thousands of dollars could be accumulated in these accounts—
all earning tax-free interest and capital gains that are not reported to the
government. When IRAs and Roth IRAs were in their infancy, there were
little retirement account gains escaping taxation. Over time the value of
tax-free returns has soared.

Unfortunately, it is hard to know how this impacts Piketty’s results, but
here is a reasonable guess. The amounts are likely going to be small for
wealthy households since there are relatively small annual limits (around
$5,000 or $6,000) for IRA and Roth IRA contributions. This is especially true
of the interest on these accounts. At 2% interest, we are talking about $100
or so of interest that is not reported every year. At 5% (Piketty’s long-run



estimate of returns to wealth), we are talking about $250–$300 of
unreported income each year. While amounts can add up over several
years, even a few thousand dollars of additional income is rather trivial for
someone making several million dollars. Even summing such interest over
tens of millions of middle-income taxpayers, the billions that should be
added to total income should not reduce the share of top earners by a great
deal since (as we saw above) total AGI is in the trillions of dollars.

Another problem concerns municipal bonds. These bonds pay interest
that is free of all taxation and does not get reported on any income tax
returns. As such, they are not part of Piketty’s income distribution data.
Most of this income goes to very wealthy individuals, since people in the
top tax bracket have the most to gain from excluding their interest income
from taxation. This makes the distribution problem worse than Piketty
estimates it to be.

Yet another problem arises from the difference between individual and
corporate income tax rates. Business owners are able to choose whether to
incorporate their business. There are many reasons to incorporate,
including reduced individual liability and the ability to raise money in
stock and bond markets. Another key factor in making this decision will be
the relative tax rates of the two systems. Corporations can choose whether
to have income taxed at the corporate level (Subchapter C) or at the
shareholder level (Subchapter S). The Tax Reform Act of 1986 reduced
corporate income tax rates to a maximum of 34% and individual income tax
rates to a maximum of 28%. As a result, many C Corporations became S
corporations so that their profits would be taxed at the lower individual
rate. This meant more income was reported on individual income taxes and
less on corporate income taxes (Wittman & Gill 1998). Understandably, this
led to a rise in high incomes reported on individual taxes; but it would be a
mistake to conclude that this was a real increase in inequality. It was just
income being reported on one type of return rather than another type of
return. This would artificially push up the shares of income received by the
top 1% and top. 1%, and Piketty’s results would show rising inequality due
to changes in how income got reported for tax purposes rather than due to
any changes in how income was actually distributed.

To his credit, Piketty recognizes these limitations to his data. As a result



of all these problems, Atkinson et al. (2010, p. 678) suggests that his
estimates of top incomes have a rather large margin of error—plus or minus
20%.

Measuring wealth distribution

Problems encountered measuring income pale by comparison with the
problems encountered when seeking to measure wealth. Robert Lampman
(1962, p. 14) describes the process of compiling wealth distribution data as
being similar to “the work of an archaeologist who reconstructs the
artifacts of an earlier civilization from buried or scattered ruins.” A big part
of the problem is that we do not have wealth tax data, which is one reason
Piketty favors instituting a global wealth tax.

Lacking data from a wealth tax, there are three ways to estimate wealth
inequality. First, we can survey households, as the US Federal Reserve does
with its Survey of Consumer Finances. This involves asking each household
to report all their assets and all their debts, and then taking the difference
between the two.

A second approach is to impute wealth to each taxpaying unit based on
the income from wealth that gets reported on income tax returns. Walter
Ingalls (1924) pioneered this approach, which was then used by Lewis
Corey (1934) and Robert Doane (1933), among others. The idea here is
simple and rather ingenious. If a household receives $2,000 in dividends
during the year, and if dividends average 2% of the value of corporate
stock, we can infer that this household owns around $100,000 in stocks. A
similar procedure lets us estimate savings account balances from the
interest earned on savings accounts during the year as well as bond
ownership from the interest earned on bonds and the average interest rate
paid by bonds. Since individual income tax returns have substantial interest
and dividend data, and since a great deal of household wealth earns interest
or dividends that are taxable, we can make reasonable estimates of wealth
and wealth distribution using data from individual income tax returns.

A third approach relies on estate tax data or public records listing
individual wealth upon death. British statistician Bernard Mallet (1908)



developed this method, which was then applied to the US by Lampman
(1962) and to the UK by Atkinson & Harrison (1978). Mallet assumed that
estate taxes produce a random sample of the wealth held by people of
different ages. He then showed how this could be used to estimate the
share of total wealth held by those at the very top of the distribution.

Piketty adopts the third approach, primarily because it allows him to
estimate wealth distribution for many countries over a long time horizon.
In the US, the estate tax has existed since 1916, almost as long as the
income tax. For other countries, data goes back as far as the eighteenth or
nineteenth centuries.

Estate tax data constitutes a small fraction of all estates—only the estates
of those who die and whose estate exceeds some threshold. In the US, for
1953, estates of $60,000 and more (around $525,000 in 2014 dollars) were
required to file estate tax returns; 36,699 people died that year with estates
exceeding that amount. According to Lampman (1962, p. 28), this was 2.42%
of all deaths and. 023% of the total population.

From this information we need to estimate the wealth held by the richest
households in the nation. This requires estimating the wealth held by those
people who did not die during the year. The procedure, the estate multiplier
(Menderhausen 1956, p. 279), controls for differences in the age distribution
of decedents compared to the entire population. The following simple
example should make this process clear. Assume death rates of 10% for
people 75 and older, 5% for people 50 to 74, and 1% for people less than 50
years old. To estimate wealth holdings of all very wealthy individuals, we
multiply each group by the inverse of its death rate. Our population of
wealthy individuals will be 10 times the number deceased over 75, plus 20
times the number deceased between 50 and 74, plus 100 times the number
deceased who are under 50 years old. (Actual figures can be obtained from
actuarial tables.) We assume all the people in each age bracket have the
same wealth distribution as those who died in that age bracket during the
year. From this we can calculate the wealth held by the top 1% of the entire
population using regression analysis. To calculate the fraction of all wealth
that is held by the top 1%, we need to divide these figures by some measure
of total national wealth.

There are a number of obvious problems with this procedure. First, some



assets are difficult to value. Second, there is likely to be considerable under-
reporting of assets and undervaluation of property on estate tax returns. In
many cases, the revenue service increases the value of assets as reported on
estate tax returns; these revisions never get reported by the government.
Complicating matters further, tax accountants and estate planners exist to
keep people from having to pay estate taxes. The rise of these professions
over the past several decades makes estate tax data worse over time
(Shammas 1993, p. 426) and makes Piketty’s estimates of growing wealth
inequality far too low.

Another problem is that the wealth of decedents may not provide a good
estimate of the wealth of people in the same age bracket who did not die
during the year. People who recently died may have accumulated a great
deal of wealth. Large medical expenses incurred right before death might
have brought down the figure considerably. As medical care has grown
considerably more expensive (relative to other items), this becomes a bigger
problem over time. This also means that Piketty’s figures on wealth
inequality and its growth are too conservative; things are worse than his
numbers indicate.

Finally, we need to decide what assets to include in wealth for the nation
and for the top 1% when estimating wealth inequality. A number of
economists (Winnick 1989; Williamson & Lindert 1980) have argued that
consumer durables (household furniture, appliances, a car) should be
excluded because people need these things to live on a daily basis and these
things lose their value due to being used.

More problematic are things like defined benefit plans and how to
include this as part of wealth. These plans pay retirees a fixed amount in
retirement for the rest of their life. They are not included on estate tax
returns since the benefit ends at death. But it is part of the wealth of those
who are still alive and in that age bracket. Over time, these plans have
become less prevalent as firms have shifted to defined contribution
retirement plans, where people (and firms) put money into an account with
someone’s name on it. Failure to account for this change may give a
misleading impression that there was a change in wealth and wealth
distribution when in fact the only change is from a retirement plan that
does not get counted as part of wealth to one that does get counted. This



should make changes in wealth inequality over time not as bad as Piketty
estimates.

Probably, the most important issue concerns trusts. With a trust,
property is transferred to a third party while the individual still enjoys the
benefits income from that wealth (Piketty’s r). Setting up a trust is
frequently used by the wealthy to avoid estate taxes and the use of trusts
has grown substantially over time. This should counter the impact of
changes in the type of retirement accounts people have—and then some.
Trusts and their growth make changes in wealth inequality much greater
than Piketty estimates.

Since the majority of problems have gotten worse over time, it is likely
that rising wealth inequality is much worse than Piketty estimates.
Undoubtedly, the most important point to make about all this is that
Piketty is right—we do need better wealth data.

A first look at some empirical results

In many published papers and books, including Capital in the Twenty-First
Century, Piketty presents the main facts about income and wealth
inequality that he and his colleagues have derived over the past few
decades. It is probably worth mentioning a few key results here. More
details will follow.

First, at the beginning of the twentieth century, income and wealth
inequality in Europe was much greater than in the US. By the beginning of
the twenty-first century the situation reversed—inequality in the US now
exceeds inequality in Europe. The degree of wealth inequality in the US,
however, has not yet reached the levels of wealth inequality in Europe
during the late nineteenth and early twentieth century. Piketty is concerned
that we are moving back to these extreme levels of inequality. This is why
he has written Capital in the Twenty-First Century. Second, wealth
inequality is much greater than income inequality. Third, income
inequality in the US is currently at levels reached only at the end of the
Roaring Twenties—right before the stock market crash that led to the Great
Depression (a very inauspicious comparison). At present, the top 10% of



households receive more than half of all national income. Finally, more and
more income gains during times of economic expansion have gone to the
top 1%. While 45% of income gains during the Clinton Expansion of 1993–
2000 went to the top 1%, during the Bush Expansion of 2002–2007, 65% of
all income gains went to the top 1% of earners and 95% of all income gains
during the 2009–2012 recovery from the Great Recession went to the top 1%
(Saez 2013).

As noted earlier in this chapter, what is more important than the exact
accuracy of any particular number is the consistency of estimates using
various data sources, different procedures, and sundry summary statistics
used to measure inequality. Consistency gives the numbers some
truthiness, to use Stephen Colbert’s famous phrase.

Here Piketty does rather well. The Gini coefficient tracks Piketty’s data;
the two sets of numbers tell a similar story about income inequality (albeit
with slightly different turning points in the late twentieth century for when
inequality began rising). The growth of wealth inequality prior to the Great
Recession has been documented by many scholars using survey data and
different inequality measures (Wolff 1995, 2006; Keister 2000; Klevmarken
et al. 2003). There is also agreement that wealth inequality far exceeds
income inequality (Keister & Moller 2000; Oliver & Shapiro 1997; Scholz &
Levine 2004). Moreover, wealth seems to have shifted to the top 5% over
time (Kennickell 2009). Going back further in history, Shammas (1993)
documented that wealth inequality grew throughout the eighteenth and
nineteenth centuries, especially once the industrial revolution began in the
nineteenth century.

Conclusion

John Neville Keynes [1891], the father of John Maynard Keynes,
distinguished the art of economics from the science of economics. The
scientific side involves developing and testing theories about how the
world works. The art of economics involves developing better data and
making better estimates of key economic variables. This requires knowing
how data is derived and the limitations of our data. Researchers must



understand the institutional forces (such as tax laws) that affect our
numbers and how people respond to institutional changes. David Colander
(2001) thinks data gathering has become a lost art as economists have
focused increasingly on technique and theory, or the scientific part of
economics.

Piketty has contributed immeasurably (pardon the pun) to the art of
economics. He has been instrumental in reviving the use of tax data to
measure inequality. His focus on the top 1% has helped average citizens
better understand some basic facts about income and wealth inequality.
Using simple metrics, his work has shown that since the late twentieth
century inequality has been increasing in the US as well as in many other
developed countries. He has even used this data to formulate theories about
changing inequality. Finally, he has raised concerns about the
consequences of this for developed nations in the twenty-first century and
has put forward policies to mitigate the problem of rising inequality. We
now turn to these issues.
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Appendix

Table A1 All returns: selected income and tax items, by size and accumulated size of adjusted gross

income, tax year 2012 (All figures are estimates based on samples—money amounts are in thousands

of dollars except as indicated)

Size and accumulated size of
adjusted gross income

All returns

Number of
returns

Percent
of total

Adjusted gross
income less deficit

Amount
Percent
of total

(1) (2) (3) (4)

Size of adjusted gross income
All returns 144,928,472 100.0 9,100,131,381 100.0
No adjusted gross income 2,128,548 1.5 –193,531,852 [1]
$1 under $5,000 10,378,183 7.2 27,150,759 0.3
$5,000 under $10,000 11,958,135 8.3 90,921,798 1.0
$10,000 under $15,000 12,632,192 8,7 157,969,050 1.7
$15,000 under $20,000 11,615,578 8.0 202,510,121 2.2
$20,000 under $25,000 10,168,631 7.0 227,943,528 2.5
$25,000 under $30,000 8,734,480 6.0 239,643,702 2.6
$30,000 under $40,000 14,451,152 10.0 502,650,975 5.5

$40,000 under $50,000 10,873,672 7.5 486,762,494 5.3
$50,000 under $75,000 18,985,371 13.1 1,168,608,366 12.8



$75,000 under $100,000 12,103,891 8.4 1,046,406,104 11.5
$100,000 under $200,000 15,646,648 10.8 2,100,003,307 23.1
$200,000 under $500,000 4,154,113 2.9 1,186,751,256 13.0
$500,000 under $1,000,000 705,029 0.5 477,502,309 5.2
$1,000,000 under $1,500,000 169,413 0.1 204,812,273 2.3
$1,500,000 under $2,000,000 71,874 [2] 123,673,838 1.4
$2,000,000 under $5,000,000 106,711 0.1 317,872,956 3.5
$5,000,000 under $10,000,000 27,167 [2] 185,813,467 2.0
$10,000,000 or more 17,685 [2] 546,666,931 6.0
Accumulated from smallest size
of adjusted gross income
No adjusted gross income 2,128,548 1.5 –193,531,852 [1]
$1 under $5,000 10,378,183 7.2 27,150,759 0.3
$1 under $10,000 22,336,318 15.4 118,072,557 1.3
$1 under $15,000 34,968,510 24.1 276,041,607 3.0
$1 under $20,000 46,584,088 32.1 478,551,728 5.3

$1 under $25,000 56,752,718 39.2 706,495,255 7.8
$1 under $30,000 65,487,198 45.2 946,138,958 10.4
$1 under $40,000 79,938,350 55.2 1,448,789,933 15.9
$1 under $50,000 90,812,022 62.7 1,935,552,427 21.3
$1 under $75,000 109,797,393 75.8 3,104,160,792 34.1
$1 under $100,000 121,901,284 84.1 4,150,566,896 45.6
$1 under $200,000 137,547,932 94.9 6,250,570,203 68.7
$1 under $500,000 141,702,045 97.8 7,437,321,459 81.7
$1 under $1,000,000 142,407,074 98.3 7,917,823,768 87.0
$1 under $1,500,000 142,576,487 98.4 8,119,636,041 89.2
$1 under $2,000,000 142,648,361 98.4 8,243,309,879 90.6
$1 under $5,000,000 142,755,072 98.5 8,561,182,835 94.1
$1 under $10,000,000 142,782,239 98.5 8,746,996,302 96.1
$1 or more 142,799,924 98.5 9,293,663,233 102.1
All returns 144,928,472 100.0 9,100,131,381 100.0
Accumulated from largest size

of adjusted gross income
$10,000,000 or more 17,685 [2] 546,666,931 6.0



$5,000,000 or more 44,852 [2] 732,480,398 8.0
$2,000,000 or more 151,563 0.1 1,050,353,354 11.5
$1,500,000 or more 223,437 0.2 1,174,027,192 12.9
$1,000,000 or more 392,851 0.3 1,378,839,465 15.2
$500,000 or more 1,097,880 0.8 1,856,341,774 20.4
$200,000 or more 5,251,992 3.6 3,043,093,030 33.4
$100,000 or more 20,898,640 14.4 5,143,096,337 56.5
$75,000 or more 33,002,532 22.8 6,189,502,441 68.0
$50,000 or more 51,987,902 35.9 7,358,110,806 80.9
$40,000 or more 62,861,575 43.4 7,844,873,301 86.2
$30,000 or more 77,312,726 53.3 8,347,524,276 91.7
$25,000 or more 86,047 206 59.4 8,587,167,978 94.4
$20,000 or more 96,215,837 66.4 8,815,111,506 96.9
$15,000 or more 107,831,415 74.4 9,017,621,627 99.1
$10,000 or more 120,463,606 83.1 9,175,590,676 100.8
$5,000 or more 132,421,741 91.4 9,266,512,474 101.8
$1 or more 142,799,924 98.5 9,293,663,233 102.1
All returns 144,928,472 100.0 9,100,131,381 100.0
Source: IRS, Statistics of Income Division, Publication 1304, July 2014

Note: Detail may not add to totals because of rounding.

[1] Percentage not computed.

[2] Less than 0.05 percent
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The costs of inequality

“Alienation has begun to replace motivation”

—Joseph Stiglitz, The Price of Inequality, p. 20

Introduction

Capital in the Twenty-First Century is about inequality. It shows how
income and wealth inequality have grown in numerous countries over a
long period. It then analyzes the causes of rising income inequality and sets
forth some policy solutions.

The analysis, and the policy implications that follow from it, assumes
that inequality is bad. Yet, Piketty does not make this case anywhere in the
book. A few passages here and there mention some negative effects of
inequality. For example, Piketty (p. 422) notes that French sociologist Émile
Durkheim thought that democracy could not withstand the dominance of
inherited wealth. Durkheim [1893] feared that voters would go to the polls
seeking to end a system where great wealth, obtained through inheritance,
dominated society. Piketty also notes that inequality can lead to reduced
intergenerational mobility (p. 484). Such remarks, however, are sparse in
Capital in the Twenty-First Century.

Other publications by Piketty focus on rising income inequality, but only
briefly mention some potential problems of this. There is no theoretical
argument, no empirical data, and no references to the abundant scholarly
literature on this topic. Frémeaux & Piketty (2013) recognize that poverty



and inequality will adversely affect divorce rates, since one of the main
things that families fight about is money and when there is less money
there is more fighting. Frémeaux & Piketty (2013, p. 59) also note that crime
generally increases when inequality rises because people who feel they are
being treated unfairly are more likely to resort to crime. Somewhat
surprisingly, this paper does not mention the Les Misérables reason (based
on the famous Victor Hugo novel) for rising crime—this is the only way
some people can support their families.

In short, Piketty takes it as given that great inequality is undesirable, but
he makes no case for this. In his otherwise favorable review of Capital in
the Twenty-First Century, the chief economics commentator in the
Financial Times criticizes Piketty for this. Martin Wolf (2014) notes this
“clear weakness” in the book—“it does not deal with why soaring inequality
… matters. Piketty simply assumes that it does.”

Piketty should probably not be faulted too much for this gap since it is
impossible to write about everything in one book. And his area of expertise
is the measurement of income and wealth inequality rather than the
consequences of poverty and inequality. Yet, something needs to be said
about why we should worry about the data. Fortunately, this is an issue
that has been studied extensively for decades. This chapter summarizes
some of the vast literature on the costs of income inequality. It should be
viewed as providing a context for what follows —trying to understand why
Capital in the Twenty-First Century has generated so much interest and
heated debate, and why its policy proposals are so important.

The costs of inequality can be divided into three broad categories. First,
there are economic costs. These costs concern why economic performance
suffers due to excessive inequality. Second, there are political costs. With
great income comes great power, and great power can corrupt greatly. As a
result, our democracy may be at risk due to inequality. Finally, there are
social costs. When inequality becomes too great social problems arise and
individual relationships tend to suffer.

It may not be easy to fit specific items into just one of these three
categories; and the many costs of inequality are surely inter-related,
leading to a vicious circle of bad economic, political, and social
consequences. For example, if inequality leads to health problems, it will



result in economic losses due to worker absenteeism and lower
productivity. And when people are sick and go to work because they
cannot afford to lose the money from a day at work, others may get
infected. The result may be a societal health crisis. Or, the very rich can
help elect those politicians they support by making large contributions to
their political campaigns and buying media time to smear the candidates
they oppose. This may then lead to government policies that hurt the
overall economy, even though they benefit the very rich.

Separating the costs of inequality into these three groups does not imply
that they are separate and distinct. Rather, the categories are meant to
identify the main costs of inequality and help readers remember them. The
important point is that inequality imposes many costs on a nation and its
citizens.

The economic costs of inequality

Inequality imposes economic costs if it impedes economic growth. Growth
will slow if inequality reduces spending or if inequality hinders
productivity growth. In both cases we produce less—either because of
insufficient demand or because economic efficiency suffers. The former
case is the standard Keynesian problem of high unemployment and slow
growth. The latter issue is addressed in the above quotation from Nobel
Prize winning economist Joseph Stiglitz. This quote implies that if people
feel alienated by great inequality, they may not work as hard and not
produce as much. Inequality may have yet other undesirable economic
effects. It may increase economic instability, which in turn will hurt
economic growth. Finally, great wealth enables people to promote
economic ideas that support their own economic interests at the expense of
actual economic performance.

Slower macroeconomic growth

The poor, and a large majority of the middle class, generally live paycheck



to paycheck. They are able to save little and in fact do save little. Only
when we approach the top of the income distribution do we find
households that save larger fractions of their income because they make
enough money to be able to do so.

John Maynard Keynes (1936) gave this behavior some fancy terminology
and drew out its macroeconomic implications. He noted that the rich have
a lower propensity to consume and a higher propensity to save than
everyone else; so, if more income goes to the very rich, aggregate spending
levels will fall. The national spending rate is just a weighted average of
everyone’s propensity to spend, where the weights are the income received
by each household. As more income goes to those with a greater tendency
to save, spending falls to the detriment of economic growth. Larry
Summers (2014), as well as a number of other economists, has warned of
the possibility of secular stagnation due to such problems of insufficient
demand.

We can get a sense of the magnitude of this problem by using some of
the data Piketty has compiled. He finds (p. 24) that the percentage of
income received by the top 10% has risen from less than 35% in 1980 to 50%
in 2012. Most of this income has gone to the top. 1%, those making more
than $1.9 million. With US GDP at around $17 trillion, this income transfer
for 2014 works out to nearly $3 trillion. If the top. 1% saves 15–20% more of
its income than average (which remember also includes the top earners),
there will be $500 billion less in aggregate spending as a result of rising
income inequality. With a multiplier of 2, output will be lower by $1
trillion, a little more than 5% of US GDP. To put this into concrete terms,
average income levels in the US would be around 5% greater this year if
income were distributed more equally and if this led to more spending and
greater economic growth. And this gain is in addition to the income gains
for a large majority of the population from having a more equal
distribution of income.

Many empirical studies have confirmed this theoretical prediction,
finding that greater inequality tends to slow economic growth (Benabou
1996; Benner & Pastor 2012; Ostry et al. 2014; Panizza 2002; Perrotti 1993,
1996; Perrson & Tabellini 1994). This literature has been quite robust,
holding true for many measures of inequality, for different time frames and



for a number of different nations.

Slower productivity growth

Productivity is the output produced by each worker. Its growth shows how
much more each worker on average produces from one quarter to the next
or one year to the next. More than anything else, productivity growth
determines how much living standards grow over time. When workers
produce more output, they can consume more output and their living
standard will rise.

Economists are not entirely sure what determines productivity growth.
Productivity growth is generally thought to be pro-cyclical—rising with
greater economic growth and falling during times of recession (Basu &
Fernald 2000). There are several reasons this is likely to be so.

First, Allin Young (1928) pointed out that many industries operate under
conditions of increasing returns to scale. As more and more gets produced,
unit costs fall because goods can be produced more efficiently in large
quantities and fewer resources are needed to produce each good. Increasing
returns means that productivity grows as output expands; in contrast,
during times of slow growth, productivity will grow slowly. This means
that it is demand that determines productivity. When unemployment is low
and the economy booming, firms must figure out how to use existing labor
more efficiently and take advantage of economies of scale (Sylos-Labini
1983–84).

A second reason productivity growth is demand driven stems from the
nature of productivity in a service economy. Consider a symphony
orchestra. The productivity of the orchestra does not depend on how fast
the musicians can play a few pieces of music (a supply-side concern).
Rather, productivity depends on the amount of money that they take in via
ticket sales. When the economy is doing poorly, and people are reluctant to
spend money, they hesitate to go to the symphony. The productivity of the
symphony orchestra thus languishes. In a booming economy, the concert
hall is full and the productivity of the orchestra (the value of its output
divided by the number of players) is much greater. The orchestra may also
produce CDs, a manufactured good and MP3 downloads. But demand, once



again, determines how productive the orchestra members are. The value of
the output created by the orchestra in this case is primarily determined by
how many CDs they sell and how many people pay for downloads. When
demand is high and sales boom, productivity soars. When people cut back
on their purchases of CDs, productivity will fall.

What is true of the symphony orchestra is true of most service
occupations, and even many industries that produce physical goods (as the
CD example shows). Teachers are more productive when they have more
students in their classes. Greater demand for higher education thus
improves the productivity of college teachers. The productivity of the sales
force in a store, the productivity of real estate agents, and the productivity
of newspapers reporters, all depend on the value of sales. When people are
not spending, the productivity of the sales force declines. When home sales
fall due to poor macroeconomic conditions, the productivity of realtors
drops. When newspaper sales decline and when advertising revenues fall,
everyone working at the newspaper becomes less productive. For this
reason, if inequality reduces economic growth, it will also tend to reduce
productivity growth and average living standards.

In contrast to this Keynesian or demand-driven explanation, traditional
economic analysis holds that inequality is necessary for productivity
growth. This works two ways. People work hard in order to reap the
rewards of their output. Large income incentives cause people to work
harder and increase how much they produce. On the other hand, income
taxes and the availability of government benefits that reduce inequality
reduce the incentives for people to work (or work hard), and increase the
incentives to collect government benefits.

One big problem with this view is that it receives little empirical support.
It is worth comparing here US productivity growth (Figure 3) and Piketty’s
inequality data (Figure I.1). From these two figures it should be clear that
greater inequality seems to be associated with slower productivity growth if
anything. Productivity growth in the US was greatest during the 1950s and
1960s, the two decades when income equality was greatest in the US. Since
then, as inequality has risen, productivity growth has declined.



Figure 3 US annual productivity growth in manufacturing

Of course, correlation does not entail causation. Moreover, this is
macroeconomic data, while the standard economic argument involves
microeconomic motives. But even taking a microeconomic or firm
perspective, in a world of large corporations, where people work in teams,
traditional economic analysis does rather badly when it comes to predicting
how inequality impacts productivity growth. Harvey Leibenstein (1966)
coined the term “x-efficiency” to indicate that much worker effort is
discretionary. People make decisions about how hard they are going to
work. As such, pay distribution within a firm can determine employee
behavior and productivity.



Figure 1.1 Income inequality in the United States, 1910–2010

Workers who feel that too much income goes to top executives may
work more slowly. Large pay differentials may also increase employee
turnover (Gerhart & Milkovich 1992), which is known to lower
productivity, or lead to increases in vandalism, absenteeism, strikes, and
other forms of sabotage against the firm (Crosby 1984). Perhaps most
important of all, large pay differentials create disincentives for cooperation.
Employees focus only on their own performance, to the detriment of
organizational performance. Substantial research has found that when
productivity depends upon team effort, unequal rewards hurt productivity
(Bloom 1999; Cowherd & Levine 1992; Bloom & Michel 2002).

Some of the more interesting empirical studies of this issue have
involved the sports world, where something close to a controlled
experiment is possible and where good data exists. Many studies have
looked at the impact of high prize money in various sporting events, where
it is easy to measure performance as related to pay dispersion. Early
research found superior individual performance when relative rewards
were greater. Becker & Huselid (1992) found that larger spreads between
winning prizes and other prizes led to better performance by race car
drivers. Similar results were found for golfers on the European professional
golf tour (Ehrenberg & Bognano 1992).



But for team sports (baseball, football, and basketball), as opposed to
individual competitions, pay inequality does not lead to better outcomes.
To the contrary, examining salary and performance data from 29 baseball
teams over the years 1985 through 1993, Bloom (1999) found that greater
pay dispersion led to worse player performance and worse team
performance. Outside the sports world, Cowherd & Levine (1992) looked at
manufacturing firms and found that greater pay dispersion led to lower
product quality, while Bloom & Michel (2002) found that firms with greater
pay dispersion had higher turnover rates among managers, contributing to
worse productivity performance.

Game theory provides another bit of empirical evidence that inequality
may lower productivity. In the ultimatum game, two people are given a
fixed sum of money to divide. The first subject can propose any division
they like; the second subject can only accept or reject that division. If the
division is accepted, each person receives the amount of money proposed
by the first subject; if the division is rejected, each person receives nothing.
From a standard economic perspective, dividers should propose that they
get most of the money; the second subject, faced with a choice of little or
nothing, should then choose little over nothing.

Experiments have been conducted where individuals play this game for
real stakes. In general, dividers make substantial offers and most people
reject unequal offers—despite the fact that it is costly and irrational (in an
economic sense). Such results hold even when people split amounts equal
to several months’ pay (Heinrich et al. 2001; Kahneman et al. 1986; Klasen
2008, pp. 260–1). We can think of employers as dividers; they determine
how much income from selling firms’ output goes to workers and how
much they get to keep. Likewise, we can think of workers as the second
subject in the ultimatum game—they have the ability to reject an unequal
division of the pie by reducing their work effort or productivity.

Volatility and debt problems

We saw earlier that inequality lowers spending and that this will slow
down economic growth. Inequality may also make economic growth more
volatile, which in turn will lower business investment (Haussmann &



Gavin 1996). The reason for this is two-fold.
First, secular stagnation (due to rising inequality) may generate financial

bubbles (e.g., the dot com bubble of the late 1990s and the housing bubble
of the 2000s) because bubbles are the only way to sustain economic growth
when spending falls. Slow growth leads central banks to push down
interest rates. Those seeking higher returns on their wealth will then need
to take on more risk. This additional risk helps keep r=5%. But it also
generates financial bubbles, as greater demand pushes up the prices of
those risky assets (Milanovic 2011; Summers 2014; Wisman 2013).

Second, investment is risky. Many new businesses fail and many
investments do not yield positive returns. There is also a great deal of
uncertainty when undertaking a new business endeavor. If economic
growth is volatile, a new business is much more likely to fail. The problem
is that a new business may begin operating just as the economy starts to
contract; its failure may result from insufficient spending throughout the
whole economy rather than a bad idea or business plan. The more volatile
economic growth is the greater the risk of failure. Faced with these greater
risks, businesses will be less likely to invest and growth will be slower.

Going even further, a number of economists have argued that rising
inequality contributed to greater household debt in the 2000s, making the
US economic system more fragile and more vulnerable to economic shocks
(Kumhof & Ranciere 2010; Bertrand & Morse 2013; Mian & Sufi 2014).
There are both psychological and social factors are at work here. While
greater inequality permits the rich to consume much more, low-income
households struggle to maintain their relative social status. Trying to
maintain one’s social standing through consumption Veblen called
“conspicuous consumption,” noting that the ownership of goods
demonstrates one’s status to be above those below. “Pecuniary emulation,”
on the other hand, refers to the practice of imitating the consumption
standards of those with higher status, hoping to appear to possess that
status (Veblen 1899). Whatever the motivation, low-income individuals
tend to borrow beyond their means to sustain their consumption in the face
of falling income (Rajan 2010; Kumhof & Ranciere 2010).

In addition, people generally try to maintain the standard of living that
they grow accustomed to. Partly this stems from habit and social factors.



Another part of the reluctance to downgrade stems from human optimism
that things will get better and we only need to hold on for now. And it
always needs to be remembered that people are living in a house because
they searched for homes and then selected one that they liked. Research in
behavioral economics shows that there is an endowment effect (Kahneman
& Tversky 1984)—people value things they own more highly and are less
willing and less likely to give them up.

As Edward Wolff (2012) demonstrates, even as households reduced their
debt considerably due to the Great Recession, debt-to-income ratios for the
middle class (the three middle-income quintiles) have remained extremely
high. At 135% in 2010 it is double the 67% level of 1983. Things are even
worse when we look at debt-to-equity ratios. The main asset of middle-
income households is typically the family home. Housing took the biggest
beating during the Great Recession, while mortgage debt was relatively
unaffected. As a result, the debt-to-equity ratio for the middle-three
quintiles increased from 37.4% in 1983 to 71.5% in 2010.

The problem with all this is that debt levels cannot increase forever,
especially when income is not growing. At some point the debt burden
becomes too great and households are forced to cut back on their spending.
But deleveraging is difficult. Selling a home to buy a smaller one also has
substantial transaction costs—lawyers, realtor fees, title search fees, moving
costs, and the possibility of having to pay two mortgages for a short time
period until my house sells. There is the opportunity cost of finding a buyer
for my house, finding another house to buy, packing, moving belongings,
and then unpacking. And selling too quickly, or taking the first offer that is
made, usually results in a substantial economic loss.

As such, we can blame the mediocre economic recovery following the
Great Recession, and current fears of secular stagnation, on great income
inequality. Rising inequality tended to reduce spending; in the short run,
this was countered by households going into debt (see Mian & Sufi 2014).
When debt levels became unsustainable, household spending fell. In
combination with the greater inequality, there is now a sharp drop in
consumer spending and too little spending to sustain economic growth.

Finally, debt is not only a problem for households; it also creates
problems for policymakers. If inequality slows economic growth and



lowers living standards, governments will be forced to spend more money
to remedy these problems at the same time that tax collections fall. This
can make fiscal policy harder to employ to remedy macroeconomic
problems. In addition, when greater inequality reduces the national
propensity to consume, it also reduces the national spending multiplier.
This provides a double negative whammy as far as economic growth is
concerned. Not only will growth slow, but bringing the economy back to
full employment will be harder with a smaller spending multiplier. This is
one major reason Keynes (1936, p. 95) claimed that fiscal policy works best
whenever it improves income distribution, and one reason Galbraith (1954,
p. 182) argued that inequality was a cause of the Great Depression.

The impact of inequality on economic ideas and economic
policy

As Keynes (1936, p. 383) noted,

the ideas of economists and political philosophers, both when they are right and when they are
wrong, are more powerful than is commonly understood. Indeed the world is ruled by little else.
Practical men, who believe themselves to be quite exempt from any intellectual influences, are
usually the slaves of some defunct economist. Madmen in authority, who hear voices in the air,
are distilling their frenzy from some academic scribbler of a few years back. I am sure that the
power of vested interests is vastly exaggerated compared with the gradual encroachment of
ideas.

The point here is that politicians are influenced by the ideas of economists;
economic ideas influence economic policy. This means that if the wealthy
can influence the economics profession, they will be also able to influence
economic policy. There are many ways that money can influence economic
ideas.

David Colander & Harry Landreth (1996) tell the tale of how Keynesian
economics came to America beginning in the late 1930s and continuing
through the early 1950s. One part of the story is resistance from the
business community to Keynesian economics, and how those with wealth
sought to block the teaching of Keynesian economics at US colleges and
universities (also see Collins 1981). The first Keynesian textbook by Lorie
Tarshis (1947) confronted substantial opposition by university trustees and



donors, who were opposed to the message contained in the book. This
slowed down the pedagogical revolution in economics, according to
Colander and Landreth. It almost destroyed it. Fortunately, Keynesian
economics was saved by Paul Samuelson, whose mathematical credentials
and whose attempt to marry Keynesian economics and standard
microeconomic theory into a neoclassical synthesis avoided the ideological
reaction that Tarshis encountered. Samuelson’s introductory economics
textbook became highly successful and contributed to the Keynesian
revolution in the US.

In the 1980s, as inequality began to grow, the anti-Keynesian backlash in
the US and throughout the rest of the world grew stronger and more
powerful. Partly this was due to the influence of money on individual
scholars and on universities. Endowed chairs in free enterprise were
created and these individuals came to exert influence in economics
departments throughout the country. Soon Keynes and Keynesians were
banished from macroeconomics. It became difficult for Keynesians to
publish and get tenure. They were replaced by monetarists and rational
expectations economists, who believed that government policy could only
make economic matters worse. Better to let the market deal with all
economic problems. Even worse, the monied interests tried to buy
influence in university hiring decisions more directly. For example, Charles
G. Koch and a libertarian foundation promised $1.5 million to the
economics department of Florida State University in return for the ability
to screen and have veto power over all hires for a new program in political
economy and free enterprise (Hundley 2011).

This brings us to the next issue—the political costs of inequality.

The political costs of inequality

Concern about the political impact of inequality has a long history. The
ancient Greek philosopher Aristotle (1962, Bks II and III) questioned
whether democracy and great inequality were compatible. In the
nineteenth century, Alexis de Tocqueville (2000) wrote about how
economic equality sustained political democracy in America. US Supreme



Court Justice Louis Brandeis purportedly wrote during the Gilded Age,
“We can have a democratic society or we can have great concentrated
wealth in the hands of a few. We cannot have both.”1 More recently,
Alesina & Perotti (1996) looked at 71 countries between 1960 and 1985; they
found that rising inequality tends to result in constitutional changes or
unconstitutional changes such as coups d’état.

It was Mark Twain who described the 30 to 40 years following the Civil
War as “The Gilded Age.” “Gilded” means covered with a thin layer of
gold. It looks like gold, but this was a veneer; underneath the surface was a
great deal of poverty and substantial problems that plagued the nation.
During the Gilded Age in America (between 1865 and 1900) large
inequalities in wealth undermined the US legal system because of corrupt
connections between business tycoons and political leaders. Politics during
the period were preoccupied with patronage, and rewarding loyal
supporters with government jobs. Prominent senators such as Roscoe
Conkling of New York (Jordan 1971) and urban bosses like New York City’s
Boss Tweed (Ackerman 2005) ruled the nation and its cities to benefit
themselves and their patrons rather than their constituents.

On the other hand, democracy is supposed to be a political system in
which elected officials are responsive to the preferences of the majority of
its citizens. Everyone gets one vote and only one vote. You need a majority
of those votes to get elected to political office, so the majority tends to rule.
The Athenians solved the problem posed by democracy and inequality with
a two-class system. So too did the US at its inception. Some people were
full citizens and could vote; others could not. Slaves, women, and those
who did not own land were not allowed to vote. But as enfranchisement
grew, so did the tensions between democracy and inequality.

The problem is that enormous income and great wealth provide political
power as well as the power to buy a great deal of goods and services. It is
this great political power that raises concerns because it can destroy
democracy in many ways.

First and probably most important, great wealth provides access to
elected representatives (Task Force on Inequality and American Democracy
2004). Moreover, members of Congress tend to represent the views of their
high-income constituents more than the views of their low-income



constituents (Bartels 2008). Enormous wealth also subverts the legal system
and it enables people to influence government regulators—even the IRS (see
Johnston 2005, 2008).

Unlike average citizens, wealthy individuals can contribute large sums of
money to their favored candidates seeking election or re-election. They can
establish phony grassroots organizations and have them apply pressure on
politicians. Looking at this from the other side, politicians know that they
may need financial support from the wealthy for their re-election campaign
or to run for a higher office in the future. This affects their political
position and their votes, and makes it harder to pass legislation that might
help reverse the trend toward rising inequality.

Compounding this problem, US elections are very expensive. Spending
on the 2012 Presidential election was $2 billion, around $1 billion by each
candidate plus the Super PACs supporting each candidate. Part of this
prohibitive cost stems from the importance of TV advertising (Hacker &
Pierson 2010). Moreover, the US has lengthy political campaigns and US
elections take place frequently—every two years for House races and every
four years at the Presidential level. Consequently, office holders and
potential candidates must always seek funds for the next election.

Expensive elections require a good deal of money and ensure that
candidates for political office are heavily dependent on those with a great
deal of money. Failure to support the interests of the wealthy not only
means inadequate financial resources when running for re-election, it also
increases the chances that some other candidate will get this financial
support and be able to oust the existing politician in the next election. Since
incumbent politicians generally desire to be re-elected, the result is
legislation that favors the very wealthy at the expense of everyone else.

Money can also be used to help defeat candidates that one dislikes in
addition to supporting favored candidates. Having to run in a primary to
get re-elected forces politicians to spend scarce campaign funds and deal
with a barrage of attacks. This leaves a weakened candidate, with less
money for a general election. Alternatively, financial support for a third
party candidate in a general election can be a strategy employed to siphon
votes from a candidate who is disliked. In this way wealth can indirectly
support and benefit the candidate they want to win (Poundstone 2008).



The influence of money on politics extends beyond the simple ability to
influence elections. There is also the ability to influence public opinion.
Great wealth can be used to purchase media outlets, such as TV stations
and newspapers, which then exert great influence on the general public.
Even if these outlets lose a great deal of money over a long period of time,
the benefits of putting forth a particular viewpoint more than compensate
for this loss. As such, the political views of the wealthy are pushed on the
rest of the population. This will impact the political views and the voting
behavior of the electorate, and may even affect the outcomes of elections.

Besides impacting the election process, inequality also seems to reduce
participation in political democracy. Some people may not be able to vote
because they cannot afford to take time off from work. There is ample
empirical evidence demonstrating that those with lower incomes are less
likely to vote (Blais 2006) and that inequality reduces voter turnout (Boix
2003), although some studies have come to opposite conclusions (see Geys
2006). If inequality does reduce voter turnout, it will weaken democracy
directly. It may also do so indirectly. Frederick Solt (2008) shows that
greater income inequality leads to reduced political interest, political
discussion, and participation in elections among everyone except for the
most affluent. This may be because many people come to believe that they
will not be able to influence the political process by participating in it
(Goodin & Dryzek 1980).

Finally, income and wealth inequality may influence the political
leanings of individuals. A burgeoning political science literature indicates
that the wealthy do not have the same political preferences as everyone
else. The correlation between right-wing political views and high income
has been demonstrated in cross-sectional studies for the US (Brooks &
Brady 1999; Gelman et al. 2007) and for the UK (Evans & Tilley 2012). It
seems that F. Scott Fitzgerald had it right—the rich are different. Their
political views are not the same as those of the general public. The wealthy
tend to favor reducing deficits more than expanding and developing social
insurance programs, which is not at all surprising since it is in their
economic interests to have fewer social programs and lower taxes. In effect
they can self-insure, which is always cheaper than buying insurance
against wage and income fluctuations, bad health, etc. The very wealthy do



not need these programs and by the very nature of their wealth and their
high incomes they are usually taxed more to fund these programs (Page et
al. 2011).

It is not entirely clear what the cause is here and what the effect is. We
have a sort of chicken-and-egg problem. People with conservative political
views may be more oriented toward making money, and more likely to
have higher income. Or, it may be that people with a lot of money have
conservative political beliefs that tend to perpetuate their high levels of
wealth.

One way around this chicken-and-egg problem is to examine a natural
experiment, a real world experience that approximates a controlled
experiment with random assignment. Economists Nattavudh Powdthavee
& Andrew Oswald (2014) came up with an interesting quasi-experiment to
test whether conservative views lead people to make more money or vice
versa. They used a longitudinal data set (looking at the same group of
people over time) that contained information on political leanings of
individuals. Then they examined what happened to the political leanings of
lottery winners. They focused on whether winning the lottery led to a
subsequent change in political leanings. Their main finding was that lottery
winners lean right but did not do so before winning the lottery. They
conclude that wealth makes people more conservative.

The social costs of inequality

In addition to bad economic and bad political consequences, inequality has
significant social costs. It grates at the social fabric. Great inequality may
be why Europe had two World Wars during the first half of the twentieth
century.

In this section, we begin with health, which is probably the most studied
consequence of inequality. Then we discuss how and why inequality may
create other social problems.

Health problems



A vast literature demonstrates the negative impact of inequality on health
(Babones 2008; Subramanian & Kawachi 2004). Unhealthy Societies by
Richard Wilkinson (1996), and the work of Ichiro (Kawachi & Kennedy
1997a, 1997b) detail the numerous negative health effects of inequality; they
show that greater inequality is associated with lower life expectancy,
higher infant mortality rates, and greater health problems.

G.B. Rodgers (1979) was the first to show that life expectancy was related
to both average income and income distribution using international data.
Later, Wilkinson (1992) showed that in the developed world income
inequality was a more important factor than average income. At a more
local level, Kaplan et al. (1996) and Kennedy et al. (1996) found that income
inequality closely tracked death rates in US states and cities. This
relationship has been found in many other studies, employing different
data sets and time periods, and using numerous control variables (Flegg
1982; Wilkinson, 1986, 1992, 1994, 1996; Le Grand 1987; Waldmann 1992;
Wennemo 1993). It even holds true when controlling for absolute income.
These studies show that the average standard of living matters, but that
relative incomes matter as well. This literature helps explain why the US
has relatively low life expectancy and relatively high infant mortality, yet it
has close to the highest average income level in the world and spends the
largest fraction of its income on health care.

As is well known, correlation does not mean causation. Several causal
mechanisms may be responsible for the negative health consequences
associated with inequality. Michael Marmot (2004) provides a theoretical
explanation for this in evolutionary terms. Inequality reduces the control
that people have over their lives; low-status individuals are subject to
arbitrary demands of others and are frequently discriminated against. This
leads to sustained and chronic stress. Stress, in turn, leads to problems with
one’s immune system, cardiovascular system and glucose metabolism.
There are even evolutionary reasons for these reactions. Stress triggers
chemical reactions in the body that were designed for emergency situations
where an individual had to fight or flee.2 These responses helped save the
lives of our ancestors during times of immediate threat; they had survival
value. But with repeated stress, these chemicals remain in the bloodstream,
disrupt normal body functions and increase the probability of health



problems (Sapolsky 1998).
Numerous studies have shown that relative position affects biochemical

reactions in monkeys. Marmot (1999) found that good (HDL) cholesterol
was less than average in low-status baboons and also low-status civil
servants in the UK. Mcguire et al. (1982; also see Shively et al. 1997) studied
groups of adult monkeys and found that the dominant member of each
group had 50% higher concentrations of serotonin, which affects mood and
behavior, than non-dominant monkeys. They even controlled for the
possibility that dominance was not the result of serotonin levels by placing
dominant monkeys in isolation cages and again measuring serotonin levels.
The newly dominant monkey then had a rising serotonin level, showing
that dominance led to his serotonin levels, while the isolated monkey
experienced falling serotonin levels.

Obesity

Inequality has also been linked to the problem of obesity (Offer et al. 2012).
Using the National Longitudinal Survey of Youth, Zagorsky (2004) found
that each $1,000 decline in net worth was associated with a 1 point increase
in the body mass index (BMI) or an increase in weight of around 7 pounds
for a six-foot male.3 Further evidence that growing income inequality is
partly responsible for rising obesity comes from a study by Gerace &
George (1996). These authors found that firefighters who worried about
their financial security gained four pounds more than firefighters who were
not worried about financial security.

Experts in the area view weight gain as the body’s response to economic
insecurity. Hormones are secreted during times of stress that cause people
to crave comfort foods that are fatty and sugary. These foods get stored in
the body for energy during short-term crises. With constant stress, due to
large inequalities, people continually consume a high calorie diet. The
result is an obesity epidemic, along with all the health problems that stem
from obesity.

This too has evolutionary origins. Nomadic foragers and hunters dealt
with the uncertainty and variability of their food supply by sharing.
Sharing among kinsmen and allies increased the chances of survival—I give



you some of my food when I have plenty and you return the favor. Most of
the time this was adaptive because uneaten food would spoil, and when
food was available there was usually more than one could eat at a sitting.
Lack of sharing, or greater inequality, leads to social conflict and lack of
alliances, lowers one’s value as a mate, and weakens kinship bonds.
Individuals with lower incomes and lower social status are known to have
high levels of stress hormones such as cortisol and reduced levels of
serotonin. This triggers chemical reactions in the body, leading to
dysfunctional behaviors, including stress eating of comfort foods (Greeno &
Wing 1994).

Crime

The relationship between inequality and crime has been studied extensively
employing a rather standard economic perspective. This work has analyzed
the impact of greater inequality on crime due to changes in both the supply
and demand side. On the supply side, more people with lower incomes,
who cannot support themselves and their families through legal
employment, will choose crime as a means of providing them support. This
is the Les Misérables explanation of rising crime due to greater inequality.
At the same time as a result of greater inequality, there will be more
wealthy people to rob, thus increasing the demand for crime.

Most empirical studies have supported these theoretical predictions,
finding that greater inequality does lead to more robberies and burglaries
(Chiricos 1987; Freeman 1983, 1995, 1999). And as one would expect, more
robberies lead to more violent forms of crime. Land et al. (1990) found that
homicide rates increase when inequality rises. Fajnzylber et al. (2002) find
that countries where inequality is greater suffer from more violent crime.

Family formation

Families are regarded by many people as the foundation of society. In a
well-functioning society, young adults get married, have children and raise
their own families. These families then spend time developing the cognitive



and emotional well-being of their children, who then grow up to contribute
to future economic, social, and political stability. In a society with great
inequality, people are somewhat reluctant to form families and bring kids
into a world when success is so difficult. Furthermore, having children puts
additional financial stress on individuals, families, and societies. As a result,
the national population ages, innovation slows, economic growth slows,
and retirement programs are threatened by demographic changes.

Empirical studies have found that economic circumstances affect family
formation. Birth rates are known to rise in good economic times and fall in
bad economic times. This was true during the Great Depression and the
post-war boom (Russell 1982). Birth rates have also fallen with incomes as a
result of the Great Recession (Livingston 2011).

Inequality also adversely affects family life. Most everyone knows that
money is the main thing that families fight about. When there is less
money, there is more to fight about. Inequality also requires that more
family members work and that family members work more hours to try to
make ends meet. This reduces family ties and family bonds, making divorce
more likely. It also means that parents can spend less time with their
children, as financial demands require more work by the adults in the
family. This is bad when children are growing up, but particularly bad for
newborns, where considerable research shows that newborns need time to
bond with their parents and those who do bond with their parents do much
better throughout their lives (Pressman & Scott 2014).

This problem may be exacerbated by some of the negative social
consequences of inequality. Rothstein & Uslaner (2005) argue that
inequality reduces social trust. It is only natural that we tend to trust
people who are more like ourselves, and to mistrust those who are different
from us. This principle works along many dimensions, including income. It
is for this reason that unequal societies tend to be more corrupt than
egalitarian societies. Large income inequality and corruption also makes it
less likely, according to these authors, that government policies will be
employed to reduce income inequality and aid low-income households.
This partially explains why the US lacks a policy of child allowances or a
policy of paid parental leave, two policies that exist in virtually every
developed nation in the world, and two policies that greatly aid families



with young children.

Social mobility

Social mobility or intergenerational mobility is important in every society.
It is a good indicator of equality of opportunity, something virtually
everyone regards as desirable. Being able to succeed, or to move up in the
world, provides incentives for those growing up in non-wealthy households
to work hard and succeed. It increases the chance that they will further
their education in the hope of succeeding in life and earning more income
as adults. It provides hope to those who are not wealthy, something that
people need, or a belief in “Tomorrow” as Annie sings.

Social scientists measure intergenerational mobility by the extent that
the income level of parents and children are correlated. The general method
involves comparing the income quintiles of adults (usually those 30–40
years old) with the income quintile of their parents when they were at that
age.

Piketty (p. 484f.) notes that social mobility is desirable and that income
inequality seems to reduce social mobility. There is a great deal of
empirical support for this view. In the more equal Nordic nations there is
only a weak association between the relative income of parents and the
relative income of their children when they become adults. Conversely, the
highly unequal US has little intergenerational mobility. If you are born to
poor parents, you are likely going to be poor; while if you are born to rich
parents (in the top quintile or decile), you will likely make a great deal of
money when you grow up (Bjorklund & Jantti 1997; Blanden 2013).

Wilkinson & Pickett (2010) provide data showing that countries with
great inequality have less social mobility. This is especially true of the US,
which prides itself on being a place where anyone can succeed and has also
been the place where inequality has grown the most as well as reduced
mobility. Wilkinson & Pickett (p. 161) show that social mobility in the US
increased a bit in the post-war years—just as income inequality was falling.
Both variables then held steady for a few decades. Since the 1980s, social
mobility began to fall in the US—just as income inequality was rising.

Most disturbing of all, given popular views of the US as a land of



opportunity, the US has the lowest intergenerational mobility among those
nations where such data is available. If you are born to low-income parents
in the US, the chance that your income will be low as an adult is much
greater than it would be if you were born elsewhere. In fact, the
relationship between equality and social mobility across nations seems
quite strong, as Figure 4, taken from The Spirit Level shows (Wilkinson &
Pickett 2010, p. 160).

Other social costs

Space constraints preclude a more extensive discussion of the many other
social costs that arise from greater inequality. The Spirit Level summarizes
and documents these costs. In addition to the costs mentioned above, it
shows that greater inequality is associated with a wide range of social
problems—more drug addiction, reduced charitable giving, a higher
incidence of mental illness, a greater incidence of teen pregnancy, and
worse school performance by children. These outcomes hold for one
country over time, across countries and within countries (e.g., states in the
US) (Wilkinson & Pickett, 2010).

Regarding drug addiction, there is experimental evidence for a causal
connection running from inequality to drug use. In a compelling study,
monkeys were taught to give themselves cocaine by pressing a lever;
dominant monkeys did so less frequently than subordinate monkeys. Since
humans have evolved from monkeys, it is likely that human drug use is
caused by factors relating to social status and inequality (Morgan et al.,
2002). Reduced charitable giving is a particular concern given what was
discussed earlier. If inequality reduces charitable giving when greater
charity is needed (both because of the inequality and more stingy social
programs), the lives of the poor will become much worse. Worse school
performance may be the worst consequence of all. In a world where
education has become the main road to a middle-class life, a worse
education for most students due to inequality portends a perpetuation of
inequality or even a worsening of inequality over time.



Figure 4 Social mobility is lower in more unequal countries

Source: © Willkinson and Pickett (2010) The Spirit Level, Bloomsbury Press, an imprint of

Bloomsbury Publishing Inc.

Summary and conclusion

Inequality imposes enormous economic, political, and social costs on the
nation. Although Capital in the Twenty-First Century does not explain why
inequality is bad, a large literature exists on this topic, documenting the
many negative consequences of inequality. These studies help us
understand why we should worry about data showing that inequality has
risen sharply over the past several decades. There are bad economic effects
—inequality reduces output and income because it reduces spending by
consumers and because it reduces productivity growth. Politically,
inequality may undermine democracy by giving too much political power
to those with a great deal of wealth, by alienating everyone else from the



electoral process, and by depriving those without income and wealth of
equal treatment by the law. Finally, inequality may generate a wide array
of social problems. As we saw, inequality has been connected to worse
health outcomes, more crime, reduced family formation and lower
intergenerational mobility.

When reading Capital in the Twenty-First Century it is important to
keep these costs in mind. They are the reasons we need to be concerned
about data showing sharply rising inequality stretching over several
decades. And they are why we need to be concerned about any analysis
that concludes there will be a tendency for inequality to rise over the
coming decades.

Notes

1 There is no evidence he actually wrote these words (Campbell 2013), although he might have

spoken them.

2 The adrenal gland produces cortisol, which is a steroid hormone. It speeds up the functioning of

the heart (to allow for a more effective flight response) and it inhibits the functioning of the

immune system (to keep the body from over-reacting to injury while fighting).

3 BMI= [weight (in kg)/height squared (in meters)]. This is the standard measure of obesity.
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4
A Big Piketty-Ture

Part One: Introduction and chapters 1–2

“If I have seen further than others, it is by standing on the shoulders of giants”

—Isaac Newton

Introduction

As Isaac Newton notes, there is nothing like standing on the shoulders of
giants to get a good view of things. It provides a broad perspective that you
cannot get from standing in the middle of a crowd. In addition, others can
get a good view of you. The Introduction to Capital in the Twenty-First
Century looks at how previous economists have analyzed income
distribution. It is neither a detailed nor a scholarly examination of this
topic. Piketty focuses on just a handful of major figures in economics who
have studied inequality.

First up is the Reverend Thomas Robert Malthus. His Essay on the
Principles of Population (Malthus 1798) raised fears that population growth
would exceed society’s ability to feed people, and that this would bring
about mass starvation and social unrest.

While Malthus described the problem posed by rising population growth,
and while he argued that it would result in mass poverty, he did not
analyze its impact on income distribution. That job was left to David
Ricardo (1817), who predicted how the changes taking place in nineteenth-
century England would affect distribution. Ricardo realized that a rising
population would increase the demand for food and push up rents on land



used to grow food. Since wages could not fall below subsistence levels,
profits would have to fall. There were, after all, only three factors of
production—land, labor, and capital. If the shares of output received by
labor and land increased, as a result of a growing population and demand
for food, the share going to capital had to decline. As profits were squeezed,
there would be less money available for new investments. This would end
the improvements in living standards ushered in with the industrial
revolution.

Ricardo did not envisage that technology would improve agricultural
productivity and keep rents low, in the same way it had improved
industrial productivity. Such a change would constrain wage and rent
increases, and help maintain the level of profits going to capital.

Industrialization, however, was not totally beneficial. Karl Marx
witnessed the misery of urban factory workers and the mine workers who
helped provide the energy needed to heat urban homes and run factories.
Piketty cites several novels of the time, such as Germinal by Émile Zola
and Oliver Twist by Charles Dickens as depictions of that world. He also
sites Engels’s (1845) The Condition of the Working Class in England, which
describes the bleak lives of urban industrial workers in England.

Marx analyzed the process by which urban workers were relegated to a
life of poverty while they made business owners rich. Workers labored part
of the day for their own subsistence—the food, shelter and clothing
necessary for their survival and reproduction. The rest of the day they
labored to make business owners, the capitalists, richer. The more they
labored, and the harder they worked, the more they enriched their
employer and more inequality increased. Marx saw this as an inevitable
outcome of capitalism and something that would eventually undermine it
(see Pressman 2013).

For Marx the problem was two-fold. First, competition forced firms to
cut costs so they could lower their prices (relative to what their competitors
charged) and survive. Because wage costs were the largest cost of
production, firms sought to push down wage rates to bare subsistence.
Second, capitalists had a huge advantage over workers. Owning
considerable wealth, they could weather a strike much better than their
workers, who lived paycheck to paycheck and might starve while on strike.



Owners could wait out workers, which helped them to keep wages at
subsistence levels. This aspect of labor relations is particularly clear, and is
depicted in striking and memorable fashion in Zola’s Germinal.

Marx, like Ricardo, got it wrong. Capitalism did not self-destruct. Piketty
(p. 10) contends that Marx neglected not only the impact of technological
advances, but also how democracy could help improve the lives of workers
and mitigate the problems of capitalism. The ability of people to vote meant
that the state had to side with workers; they were far more numerous than
the capitalists who hired them. The state could force firms to share with
their workers some of the gains from improved productivity. Firms would
not do this voluntarily, especially since (as Marx noted) any firm that did
this alone would be at a competitive disadvantage relative to its rivals. But
the government could set minimum wages and establish labor regulations
that would aid all workers and improve their standard of living. No longer
would a single firm pay higher wages than subsistence and find itself at a
competitive disadvantage. The state could also tax profits in order to
provide various benefits to its citizens, such as education, health care,
retirement benefits, and welfare benefits. Again, by taxing all firms, none
gained an unfair advantage over its competitors. The system could survive,
improving the living standards of average citizens.

Considerable research provides empirical support for this view. Peter
Lindert (2004) shows how political democracy has been associated with
greater state spending on education. Dani Rodrik (1999) found that
democracy was linked to higher wages and a higher wage share in the
nation. Aidt & Jensen (2009, 2013) found a positive relationship between
suffrage and government spending as a fraction of GDP. Democracy even
seems correlated with health, education, and welfare in Latin America
(Huber & Stephens 2012; Przeworski et al. 2000).

Surprisingly, while standing on the shoulders of past economic giants,
Piketty ignores the most important twentieth-century economist, John
Maynard Keynes. It was Keynes (1936) who described the process by which
government action on behalf of the majority of people could benefit
everyone and temper competitive pressures. The General Theory showed
how good economic policy would promote growth and full employment.
Implicit in Keynes was the notion that with full employment workers



would have greater bargaining power and be able to improve their
standard of living. These are all key themes of Capital in the Twenty-First
Century.

Keynes also embraced microeconomic policies to improve the living
standards of average citizens as well as macroeconomic issues such as
economic growth and unemployment. One policy he advocated was child
allowances. The idea for this program originated in Belgium and France in
the early twentieth century, when firms paid workers more if they had
more children to support. It was soon recognized that firms not providing
this benefit would gain at the expense of its rivals that did pay their
workers child allowances and therefore faced higher production costs. In
addition, employers became reluctant to hire people with large families or
those who were likely to have large families, thus discriminating against
young workers and those with large families. The only solution to this
problem was to have governments establish and fund such a system at the
national level (for more, see Pressman 2014).

Piketty notes that as a result of a Great Depression in the 1930s,
Keynesian economic policies, and two world wars, the decades following
World War II looked very different than the decades before World War I.
In France, they are referred to as “the thirty glorious years” or “Trente
Glorieuses.” In the US they are regarded as “the Golden Age.” It was a time
of sharply rising productivity and living standards, and the two increased
in tandem. A large middle class came into existence in North America and
Europe, as did hope for a better future. The bleak economic world of
Malthus, Ricardo, and Marx seemed to disappear; it appeared that the
economic problem was finally solved.

Simon Kuznets gave empirical support to this new vision. Using tax
returns and national income data for the US, Kuznets (1953) measured the
fraction of total national income going to households in different income
groups—the top 5%, the top 10% (or top income decile), the top 20% (or top
income quintile), the middle income quintile, and the bottom quintile. He
also estimated the shares of income going to the very highest earning US
households.

Kuznets used government summaries of tax return data to estimate the
income distribution in the US between 1913 and 1945. What he found was



rising income equality. The top 10% received 45–50% of total income in the
early 1910s, but just 30–35% of total income in the 1940s. As Piketty (p. 13)
points out, this change was monumental. Fifteen percent of total national
income was equal to half the income of the poorest half of US households;
over the course of a few decades it had been redirected to a broad segment
of the population.

Taking a step back in order to get a broader perspective on these
changes, Kuznets thought that income inequality rose as capitalist
economies developed; at some point inequality stabilized and then declined.
His Presidential address to the American Economic Association claimed
that this was a key aspect of economic development—income inequality
tended to rise and then fall over the course of industrialization in capitalist
economies. An inverted U-shaped curve depicted this process.

Kuznets (1955, p. 7f.) saw two forces driving inequality higher. First,
great wealth inequality put lots of income from wealth or property into the
hands of a few people. In addition, there was a tendency for the rich to
control family size, maintaining wealth from generation to generation
because it gets divided among fewer heirs. This control enabled wealthy
families to escape the fate that Malthus predicted for all mankind.

A second force was the movement from agriculture to industry (or from
rural to urban areas). This tended to increase inequality because of income
differences in rural areas and in big cities. The early stages of
industrialization, the era witnessed by Ricardo and Marx, would see great
inequality. But as industrial nations reached maturity, income inequality
would fall. When just a small fraction of the population moved to urban
areas (paying higher wages), inequality rises. Once a large fraction of the
population has moved into cities, we are at the end of the transformation
process and income inequality falls. As Kuznets (1955, p. 18) sums it up,
there is “a long swing in the inequality characterizing the secular income
structure: widening in the early phases of economic growth when the
transition from the pre-industrial to the industrial civilization is most rapid;
becoming stable for a while; and then narrowing in later phases.”

While Kuznets did not describe this process in much detail, a simple
example can make his point concretely. Consider a country with a
population of 100. Everyone lives in a rural area and earns $10 annually



(add some zeroes to make the example more realistic). There is perfect
income equality. To use one of Piketty’s favorite measures of income
distribution, the top 10% earns 10% of total income ($100 out of the $1000
total).

Now suppose that urban areas arise and city jobs pay twice the wages in
rural areas, or $20. When the first worker moves from the farm to the
factory, total income rises from $1,000 to $1,010. Now the top 10% (the top
10 earners, which includes one city dweller) make $110 combined rather
than $100, and earn 10.9% of total income. As more rural workers migrate
to cities, income distribution becomes more unequal. When 10 workers
have moved into the city, total income grows to $1,100 and the top 10% of
earners make $200. The share of income received by the top 10% has nearly
doubled—going from 10% to 18.2%.

As this process continues, and even more workers move to the city, there
is no change in the income received by the top 10%; they continue to earn
$20 each, or $200 in total; however, total income, or the denominator,
increases. This pushes down the share of income received by the top 10%.
When everyone has moved to the city, income distribution is once again
perfectly equal and the top 10% again receive around 10% of total income
(which is now $2000, or 100 times $20).

Kuznets had a process like this in mind when delivering in his 1955
Presidential address. It describes the industrialization process taking place
in America during the late nineteenth century and early twentieth century.
More importantly, it provided an optimistic message—after two world wars
and one Great Depression things might actually get better for everyone.
This message was consistent with America’s economic experience in the
decades immediately following World War II. Despite many predictions of
a return to depression after the Second World War, the country was
flourishing. Jobs were plentiful and these jobs were paying good incomes.
Life was getting better for the large mass of American workers. Kuznets’s
message also provided support to US geo-political needs during the Cold
War—capitalism could generate faster growth than the planned economy of
the Soviet Union, and its benefits would be widely shared.

Piketty admires the pioneering work of Kuznets in measuring income
inequality, and notes (p. 16f.) that his own work builds on this. More than



anyone else, Piketty stands on the shoulders of Kuznets. However, he finds
one crucial flaw in Kuznets’s reasoning. For Piketty, the period beginning
with World War I and stretching through several decades after World War
II was not a new reality; rather, it was a unique period in history. What
was different was not the movement of people from rural areas to urban
areas. The unique circumstances were the two world wars and a stock
market crash in October 1929 that destroyed a great deal of wealth. The
force reducing inequality was not migration to cities but the destruction of
wealth due to world war. In addition, wars have to be financed. Given that
more national income goes to the wealthy and that the wealthy are able to
pay more to support the war effort, marginal income tax rates were
increased to extremely high levels. This too reduced wealth and reduced
inequality. In brief, Kuznets drew the wrong conclusion from a unique set
of circumstances. And his optimistic message led the profession of dismal
scientists to ignore the problem of inequality.

Rebuilding wealth, Piketty contends, is one main driving force behind
the recent increases in inequality in capitalist economies. His argument is
that income inequality has increased due to wealth inequality. This was the
first of the two forces impacting inequality that Kuznets identified in his
1955 paper. At the same time, rising income inequality enabled wealth to be
rebuilt.

Piketty traces the measurement of wealth to the work of Robert
Lampman (1962), who studied wealth inequality in the US between the
years 1922 and 1956. However, this approach goes further back in history.
The earliest empirical work on wealth inequality was carried out in the
1890s by G.K. Holmes (1893), using US Census Bureau data and by C.B.
Spahr (1896) using probate data from New York counties. Then in the 1950s,
Horst Mendershausen (1956) relied on estate data to estimate the
distribution of wealth. This is the estate multiplier approach adopted by
Lampman and by Piketty, and discussed in Chapter 2.

The next big advance in the study of wealth distribution took place when
the Federal Reserve Board of Governors began to survey US households in
the 1960s. They asked households about their various holdings of assets,
and their debt levels. This resulted in the 1962 and 1963 Survey of Financial
Characteristics of Consumers, the first estimates of wealth in the US from



survey data. It was not until 1983, however, that the Federal Reserve began
collecting detailed household-level data about wealth and household debt.1

This data has been published triennially in the Survey of Consumer
Finances datasets and is the most frequently used source for estimating
wealth distribution in the US.

Lampman (1962, p. 11) notes that the two data sources (surveys and tax
returns) should be viewed as complementary; however, he also points out
that, of the two, estate tax data is the preferred data source for estimating
wealth and wealth distribution. One advantage of the estate tax data is that
it goes back to 1922, whereas survey data doesn’t exist for the US until
much later. Another advantage is that surveys are based on a very small
sample of households. The sample size of the very wealthy is much smaller.
In contrast, there were nearly 37,000 estate tax returns filed in 1953—all
households in the top 2% of wealth distribution. But most important of all,
Lampman (1962, p. 11) notes, estate data must be regarded as superior
because returns are compulsory and certified by disinterested parties with
access to records. In contrast, it is impossible to verify survey information.
We return to this issue in Chapter 8 when discussing the controversy
started by Chris Giles in the Financial Times.

Finally, and maybe most important of all, Piketty cautions his readers
about drawing conclusions regarding inequality in the future. He notes that
history shows how quickly things can change. During just a few decades in
the twentieth century, fortunes built up over many centuries were
destroyed (p. 20).

The Piketty Inequality

The simplest summary of Capital in the Twenty-First Century is
encapsulated in the famous “fundamental inequality,” r>g, a slogan that
can be (and has been) put on a t-shirt. Henceforth, this should probably be
called “the Piketty Inequality.” It explains in the simplest possible terms
why inequality must rise.

The first figure, r, represents the rate of return on holdings of wealth. It
is the average return to stocks, bonds, savings accounts, real estate, and
other assets that people own. Not all wealth, and not everyone’s wealth,



grows by this amount. In general, riskier assets (such as stocks) receive
higher returns than less risky assets (such as corporate bonds and real
estate), which in turn earn higher returns than virtually riskless assets
(government bonds and insured bank deposits). Likewise, wealth does not
grow by r in every single year. Rather, r is how much wealth grows each
year on average over relatively long periods of time.

The second figure, g, represents the economic growth rate, or the annual
increase in GDP. It is also the average increase in incomes throughout the
economy since these are two sides of the same coin—the value of output
sold must equal the value of income because all the money obtained from
selling something is someone’s income. Any revenue going to the firm
from selling something that is not paid to workers becomes the profit of the
business firm and the income of their owners. Again, not everyone’s
income will rise by this amount; g is the average growth rate of income for
the whole economy. Some people will see their income grow by a lot more
than g; for others, income will grow by something close to g; and for others
income will fall.

Inequality increases under capitalism because r grows faster than g.
Piketty does not drive this key point home sufficiently, but it is important
enough to be made concretely by using a simple example.

Think about yourself. You have received an inheritance (your wealth) of
$100,000 from your parents; you also make $100,000 a year. Potentially, you
can consume your wage income and all your wealth this year. To keep
things simple, we will assume no consumption out of wealth (or from the
returns to wealth), and that your wealth and your income both grow at the
average rate of 1% every year. If you spend your entire labor income, your
wealth and your labor income will grow in tandem over time. After 35
years, your assets will be worth $140,000 and you will make $140,000
through your work.

Now consider what happens when your wealth grows at a rate of 5% per
year instead of 1%. After 35 years, a typical working life, your labor income
still increases to $140,000 but your wealth increases to well over half a
million dollars. With a 5% return on this money, you can consume more
than $25,000 in goods and services in addition to what is possible through
your wages. Your standard of living can increase by nearly 20% and your



wealth remains intact.
After several generations, or 100 years, this divergence becomes much

greater. Your great-grandchild (assuming continuous 1% wage growth)
would make $268,000, but would have $12.5 million in assets. With a 5%
rate of return, their income from wealth would exceed $600,000; it would
dwarf their labor income. Your great-grandchild would not have to work.
He or she would care a whole lot less about their labor income than you
care about your wages. You have to survive on your labor income and
preserve your wealth for retirement (and leave something to your heirs);
they would not need to worry about any of this.

This scenario describes what happens in capitalist economies according
to Piketty—barring exceptional circumstances. Some people begin with
wealth and others do not. Those with wealth thrive because they receive
high returns to wealth. They will be able to live well off the annual returns
on their wealth. In contrast, those without wealth must save substantial
fractions of their income to generate wealth and catch up to those who
have wealth.

The power of compounding entails that inequality will rise due to r>g.
Because wealth is distributed more unequally than income, those with
wealth see their wealth grow by more than incomes grow (on average)
throughout the economy. The faster wealth grows relative to the growth of
income, or the greater the difference between r and g, the greater the
increase in inequality. With a large difference, those with wealth come to
dominate society after several generations.

The inequality r>g does not mean that wealth inequality is inevitable.
Some wealth may be used for consumption and some returns to wealth
may have to be paid to the government in the form of taxes. Some wealth
will be lost; some will get diluted because the family has a large number of
children.

To expand our simple numerical example, let t be the tax on returns to
wealth and let c be the marginal propensity to consume from returns to
wealth. If r =5% and c=.2 and t=.2, then 1 percentage point of my return to
wealth goes to pay taxes (20% of the entire 5% return) and another 1
percentage point of my return supports my annual consumption. This still
leaves a gain of 3%, compared to an average income gain of 1%. Wealth



increases by more than output; so the ratio of wealth to output will rise.
Returning to your great grandchild, of their $600,000 income (the 5% return
to their wealth), $120,000 gets paid in taxes to the government and $120,000
is used for annual consumption. The remaining $360,000 is the annual
addition to wealth, or 3% of the $12.5 million in assets they own. Next year
their wealth is $12.9 million.

Piketty is not particularly optimistic that governments can intervene and
solve the problem of rising inequality. Nonetheless, he does briefly
introduce his main policy proposal to deal with the problem. “It is possible
to imagine public institutions and policies that would counter the effects of
this implacable logic: for instance, a progressive global tax on capital” (p.
27).

Some disconcerting facts about inequality

The Introduction to Capital in the Twenty-First Century presents some
simple diagrams demonstrating long-run trends in income distribution. The
most famous and most cited one, Figure I.1, is reproduced in Chapter 3
above, (p. 41) It shows the trend of income inequality in the US over an
entire century using one of Piketty’s favorite metrics, the share of total
income (before taxes) going to the top decile (the top 10% of income
recipients). The graph has a clear U shape; it shows just the opposite of
what Kuznets conjectured. Inequality did not rise and then fall; rather, it
appears from Figure 1.1 that inequality declined and then rose.

During the early 1940s the share of income going to the top 10% in the
US fell from around 45% to a bit under 35%. Kuznets was right about this.
Then things changed. The share of income going to the top 10% stabilized
until around 1980. At this point inequality began to rise and continued to
rise during the century’s last decades. While the increase was not
continuous, the trend is indisputable. By the 2000s, the income share of the
top 10% exceeded its previous peak of the late 1920s. The Great Recession
brought this down a bit, but the last data point (2011) indicates that the
share received by the top decile appears to be rising again. Piketty’s
greatest fear is that unequal incomes will result in some people
accumulating great wealth and returning us to the Gilded Age. This is the



dystopian vision of Capital in the Twenty-First Century.

A final thought

The Introduction ends with Piketty dissing the economics profession for
“its childish passion for mathematics and for purely theoretical and often
highly ideological speculation” (p. 32) as well as for slighting historical and
empirical research, and shunning collaboration with other social sciences.
Writing about arguments concerning inequality specifically, Piketty (p. 3)
notes that this is a “dialog of the deaf, in which each camp justifies its own
intellectual laziness by pointing to the laziness of the other.” This line of
criticism has been made by many other economists (Galbraith 1973;
McCloskey 1985; Mirowski 1989) and contains a good deal of truth.

Piketty, however, is not content to just criticize how economics is
practiced. Capital in the Twenty-First Century provides an alternative
approach to doing economics. It is a work in economic history, focusing on
data rather than abstract theory. It presents information about wealth and
income distribution over time, identifies and explains their changes, and
sets forth policy proposals to level the playing field.

The goal is not to engage in empiricism for the sake of empiricism.
Rather, there is a search for answers to questions about income
distribution. Figures are presented with the goal of advancing democratic
debate on the issue of inequality. Piketty claims such data has been lacking
and has hindered any solution to the inequality problem. His book seeks to
make this data better known, to bring it before the public eye so that
something might be done to limit the growth of inequality.

At bottom, Piketty has faith in democracy and in his numbers. He wants
voters to become better informed about wealth and income inequality. His
hope is that if voters are informed there may be some pressure to slow
down the process of rising inequality. This faith in democracy is not
entirely misplaced. The populist and progressive movements of the late
nineteenth century led to greater political regulation of business firms
(Sanders 1999; Goodwin 1978; McGerr 2002), and to the enactment of laws
breaking up large trusts and reducing the economic power of large
corporations. Introduction of income tax, following ratification of the 16th



Amendment to the US Constitution in 1913, helped rein in growing
inequality. Change can take place if people make an effort to change things.
But before change can take place, people must see that change is necessary.



Chapter 1—Income and Output

Chapter 1 is a set-up chapter. It defines key terms and concepts, and it
prepares readers for what is to follow.

A not-so-telling example

Piketty begins with an August 2012 labor dispute at the Marikana platinum
mine in Johannesburg, South Africa. The strike took place over the low
wages that workers received in contrast to the high salaries paid to mine
managers. It is one of the few places Capital in the Twenty-First Century
discusses actual labor relations. In this case, the government sided with the
mine owners and sought to break the strike; 34 miners were killed. The
situation is similar to the story told by Zola in Germinal, although the
Marikana miners (unlike the French miners who got shafted in Zola’s
novel) did get a small monthly pay hike.

Piketty uses this example to make a single point—if the miners had
owned shares of the mine, and if they received some of the firm’s profits
(in addition to their wages), there would have been no strike and no
violence. The problem, as Piketty sees it, is that workers must live off their
wages because they have no wealth and receive no profits. This analysis
almost seems to cry out for the development of worker co-operatives
(Alperovitz 2013; Vanek 1970), inspired by the writings of Louis Blanc and
the French Revolution of 1848 (Cole 1953; Loubère 1961), or for some form
of market socialism (see Lange & Taylor 1964; Kowalik 1991). However,
Piketty does not go quite this far.

Moreover, the lesson Piketty draws from this case is a bit off the mark. If
the Marikana mine workers received some of the firm’s profits, but the
amounts were modest (a tiny bit of profit sharing) and necessary for their
annual consumption (since it replaced some of their wages), these workers
would not be any better off. Their annual income would be about the same.
They could not save any of their income and they could not start to



accumulate wealth and improve their long-term economic circumstances.
Profit sharing may have other benefits (see Blinder 1990; Kruse et al. 2011),
but it does not eliminate the impact of wealth inequality on income
distribution. The problem is that even if workers own a small part of the
company, their income can still be grossly inadequate. The lack of non-
labor income is part of the problem; but is only part of the problem. The
bigger problem is the problem of unequal distribution of total income due
to the unequal distribution of wealth—a key point that is made throughout
Capital in the Twenty-First Century.

Some key terminology

The data Piketty has collected and presented, and the argument of Capital
in the Twenty-First Century, relies on a number of economic concepts.
Some knowledge of these concepts is required for what follows.

Piketty notes that all income is either labor income or capital income.
Labor income is income from working; capital income is income from
owning assets. Capital is (p. 46) “all forms of real property (including
residential real estate) as well as financial and professional capital (plants,
infrastructure, machinery, patents, and so on).” It includes the value of
land, buildings, business inventory, machines, infrastructure, patents, and
other professional assets. It also includes all financial assets—bank balances,
mutual fund valuations, stocks, bonds, insurance policies, pension funds,
etc.

Piketty focuses on net wealth rather than gross wealth, which means we
need to subtract debt from the value of assets. If someone owns a home, we
need to subtract the mortgage or mortgages (e.g., home equity loans as well
as first and second mortgages) from the assessed value of the home. And if
someone has credit card debt and student loan debt, this needs to be
subtracted from the value of their other assets in order to compute
individual net worth.

It is important to note here that Piketty (p. 47) takes “capital” and
“wealth” as synonyms and uses these terms interchangeably. This is a
rather unfortunate use of terminology. The term “capital” has a well-
established meaning in economics. Capital refers to the things that people



use when producing output. It is a factor of production, something used to
produce goods and services. Examples of capital include factories,
machinery, office equipment and supplies, tools such as hammers and
screwdrivers, and software programs. Piketty, however, is talking about
something different. He counts the value of homes as part of capital, even
though this is not part of the traditional definition of capital.

As noted above, Piketty also counts financial assets as capital. Some
financial assets (for example, stock certificates in companies) do represent
direct ownership of capital. Other financial assets (stock mutual funds and
pension funds) may invest in company stock and so also represent
ownership of capital equipment. Yet, for many types of financial assets this
is not true. Cash that I keep in a safe deposit box or that is in a bank does
not count as capital, although it is part of my wealth.

Likewise, my ownership of government bonds counts as part of my
wealth but is not part of capital. Government bonds are IOUs; they are
loans made to the government. Whoever owns the bonds owns nothing
that is used to produce things (i.e., they own no capital). Their value stems
from the common belief that governments will be able to make good on
their promise to repay the loan due to their abilities to tax and print money.
Even corporate bonds do not represent ownership of any capital asset. They
are a loan to the firm. The equipment owned by the firm may be thought of
as the collateral on the loan, but my holding corporate bonds does not
mean that I own the firm or any part of the firm. Shareholders own part of
the firm and part of its capital equipment; bondholders do not. The same
thing is true of bank deposits that have been lent out to individuals or
corporations. If you lend me $10,000 and I give you an IOU in return, you
don’t own anything except the piece of paper where I promise to repay
your loan. If I don’t repay, you can try to force me to repay, maybe even
garnish my wages, but none of this gives you ownership of me. What is
true of a direct loan to me is also true of indirect loans, such as bank
deposits that then get lent out to business firms or the ownership of
corporate bonds.

Finally, what is true of financial assets and capital is also true of
financial debt. My college loan and credit card debt reduce my net wealth,
but this has no effect on the amount of capital that business firms have to



produce goods and services. This capital exists whether or not I have taken
out a loan to pursue higher education. This confusion regarding
terminology has led to much misunderstanding of Capital in the Twenty-
First Century. It is a point we will come back to again in what follows.

Global inequality

A good deal of Chapter 1 is taken up with the global distribution of income
and wealth. This is considerably more difficult to measure than national
income and wealth because different countries use different currencies. To
measure global inequality, we have to compare the wages of Polish workers
(paid in zloty), South African mine workers (paid in rand), and US workers
who get paid in dollars. It is not easy to figure out whether the worker paid
1000 zloty for the week or the worker paid 1000 rand for the week gets paid
more, or whether their incomes are (relatively) equal. The standard means
of comparing different currencies, current exchange rates, and purchasing
power parity, are riddled with problems (see Pressman 1998). As a result, it
is hard to know whether global inequality is rising or falling when Polish
workers get a pay hike.

Global income distribution or global inequality is partly about whether
the standard of living in different countries will converge. This question
was first raised by economist and philosopher David Hume (see Pressman
2013). Hume’s interest in this question arose after his home country of
Scotland was absorbed into the wealthier England (Dow 2009). He wanted
to know how this would affect the standard of living of his fellow
Scotsmen. Would they become wealthier like the English, or would
Scotland remain poor while England got richer? This question arose again
in the summer of 2014 as Scotland debated seceding from the United
Kingdom and becoming an independent nation. Asking Hume’s question in
reverse, would Scotland do better or worse economically if it left the UK?

Hume (1955) held that trade helps poor nations but does not harm
wealthy nations. Trade enables poor countries to grow and develop; their
standard of living approaches that of their wealthier trading partner.
Likewise, Piketty (p. 71) thinks there are gains from trade due to the
diffusion of knowledge. We learn from others how to do things better and



so trading with them leads to gains in living standards.
Piketty then returns to national economies, indicating that this is more

important than global inequality. For years, he notes (p. 41), economists
thought that the wage share was fixed—workers always received around
2/3 of the value of output, with the remaining 1/3 going to capital.
However, the labor share has not been constant. It rose during the two
world wars, the Great Depression, and the years immediately following
World War II. Capital then began to reassert itself in the late 1970s and
early 1980s.

The elections of Margaret Thatcher in the UK in 1979 and Ronald Reagan
in the US in 1980 were watersheds; they began a conservative era in
politics. With this political revolution came an economic revolution—
government supported capital rather than labor. In the US, unions lost
rights to organize and strike; President Reagan fired the PATCO strikers
and replaced them with non-union workers, sending a strong message that
government would not support labor. In the UK, Margaret Thatcher fought
the miners’ union when it struck in 1984–85 and opposed unions in general.
“The Thatcher government’s union reforms of the 1980’s included limits on
closed union shops, secret ballots, and a ban on ‘secondary’ picketing,
weakened labor unions and led to a decline in union membership” (Bronars
2013). Once the government supported capital rather than labor, the share
of income going to capital increased and the share going to labor fell. We
seem to have moved from the world Keynes envisioned, of government
support for labor and for mitigating the conflict between capital and labor,
to the world that Marx envisioned, where capital and labor were always at
war and where government sided with capital.

While Chapter 1 nicely lays out the relationships between income,
wealth and their distribution, its long discussion of convergence is largely
tangential to the main concern of the book—what happens to income
distribution in individual countries over time. This may be one reason that
most readers do not seem to have gotten past the first 25–30 pages of the
book (Ellenberg 2014).



Chapter 2—Growth: Illusions and Realities

Chapter 2 is about economic growth, or Piketty’s g. It is economic history
all chapter long. It begins with estimates of how much world output has
grown over long time horizons. Economic growth depends on two factors—
population growth and productivity growth. What we produce depends on
how many people work to produce things, and how much each worker
produces (average productivity growth).

According to Table 2.1, throughout much of human history (until 1820)
growth rates were barely above zero. Between 1820 and 1913 things got a
bit better; world output grew at an annual rate of 1.5%. Around one-third of
this growth was due to population growth and two-thirds to productivity
growth.

Table 2.1 World growth since the industrial revolution

Average annual growth rate
[Years]

World
output

World
population

Per capita
output

0–1700 0.1% 0.1% 0.0%
1700–2012 1.6% 0.8% 0.8%
incl.: 1700–1820 0.5% 0.4% 0.1%
1820–1913 1.5% 0.6% 0.9%
1913–2012 3.0% 1.4% 1.6%
Sources: See piketty.pse.ens.fr/capital21c.

Note: Between 1913 and 2012, the growth rate of world GDP was 3.0% per year on average. This

growth rate can be broken down between 1.4% for world population and 1.6% for per capita GDP.

Only in the last century did economic growth accelerate and living
standards increase dramatically. Between 1913 and 2012 output grew 3%
annually—equally divided between population growth and productivity
growth. The twentieth century is the outlier in human history, according to



Piketty. It enabled average (real) per capita incomes to rise throughout
Europe. The increase in incomes (adjusted for inflation) was more than six-
fold—from €400 (around $300) a month in 1900 to €2,500 (around $1,900) a
month by 2010.

Taking an even broader historical perspective, the key question is
whether the growth rates from the twentieth century will prevail in the
twenty-first century. Here Piketty is pessimistic: “there is no historical
example of a country … whose growth in per capita output exceeded 1.5
percent over a lengthy period of time” (p. 93). Real growth of 3% to 4%, the
goal of many macroeconomists, is unrealistic from an historical
perspective. We only achieved such a result in the post-war decades; but
this was due to unique circumstances—a catch up from the Great
Depression and a world war. Piketty (p. 95) thinks we cannot return to the
Golden Age of rapid output and income growth. The very best we can do is
1% growth. Yet this is not all that bad: “a per capita output growth rate on
the order of 1 percent is in fact extremely rapid, much more rapid than
many people think.” It will increase living standards by 40% in 35 years,
around one generation.

Obviously, making such sweeping generalizations is fraught with
difficulties, and Piketty frequently acknowledges this. One problem is the
lack of good data. Over much human history, national income accounts did
not exist. There is a high degree of uncertainty concerning economic
growth figures from before 1913. Since there were no serious attempts to
measure output until the twentieth century, do we really know that
economic growth rates in the seventeenth century were nearly zero? Or,
was g really close 1.5% during the nineteenth century, as Piketty estimates?
In addition, there is always a problem concerning the causes of each
change, as well as whether any change is temporary or permanent. Piketty
accepts the change from 0% growth before 1820 to 1.5% growth in the
nineteenth century as something permanent, but not the jump to 3%
growth in the latter part of the twentieth century. However, he provides
little justification for this.

The good news for Piketty is that uncertainty regarding the value g in
the future is not crucial from the perspective of the Piketty Inequality. Two
percent growth, or even the 3% economic growth of the Golden Age, would



still be insufficient to counter the 5% return to wealth. Faster growth
merely slows down a return to the Gilded Age; it does not stop it.

Moreover, despite questions regarding the broad contours of historical
data, there are many reasons why we should expect slower growth over the
coming decades. First, population growth, the great fear of Malthus, has
slowed markedly. In the 1913 to 2012 period the world population grew by
more than 1% per year. The best projections are that population growth will
be barely above zero by the second half of the twenty-first century, with
negative population growth in all continents except for Africa.

Second, labor force participation rates are slowing. Piketty doesn’t talk
about labor force participation a great deal, or about the fact that labor
force participation cannot grow by much more, but this is an important
factor that will impact future growth. The labor force participation rate
measures the percentage of the population working or looking for work.

A major cause of rapid economic growth during the post-war decades
was women entering the labor force in large numbers. In the US, the
percentage of mothers (women with children under 18 years old) working
in the paid labor force increased sharply from 17% in 1948 to 40% in the
early 1970s and then to 70% in the 1990s. Even many women with infants
were working. At the start of the twenty-first century, the labor force
participation rate for married women with infants whose husbands’
earnings are in the middle three income quintiles was 64% (Cohany & Suk
2007), not far from the overall US labor force participation rate.

Similar transformations occurred in other developed countries. Female
labor force participation grew in Canada, Australia, Sweden, and the UK, at
rates similar to the US during the 1960s and 1970s. Only in Japan, France,
Germany, and Italy did female labor force participation remain low during
these decades (Sorrentino 1983). By the latter part of the twentieth century,
female labor force participation became the norm everywhere. Virtually
every developed nation had female labor force participation rates in the
65% to 70% range by 2010 (OECD 2011).

The problem is that female labor force participation in the US cannot
grow another 53 percentage points over the next 50 years, as it did during
the latter part of the twentieth century. This would push it up to 123%, a
mathematical impossibility. There is also little room for male labor force



participation to grow sharply. And with an aging population, we can
expect lower labor force participation rates in the twenty-first century.
Because the labor force will not be growing, all growth will have to come
from the growth in labor productivity. However, taking a long historical
perspective, we cannot expect labor productivity to grow by much more
than 1% according to Piketty.

The bottom line is that the twentieth century did not mark a permanent
change in income and wealth distribution. Rather, it was a unique
experience unlikely to be repeated. Two world wars destroyed a great deal
of wealth or capital, especially in Europe where the war was fought.
Nations raised tax rates on the very wealthy in order to pay for the wars. In
addition, inflation (due to the war and reparations after World War I)
reduced the real value of assets (such as the government bonds that were
printed to pay for the war).

Starting in the late twentieth century, developed nations seem to be
moving back to the Gilded Age. It is the world of Jane Austen and Honoré
de Balzac, where living a good life depends most of all on being born into
money or marrying money. It is a world dominated by rentiers. What we
have seen since the late twentieth century is a revolt of the rentiers. Their
revolt has involved taking most (if not all) income gains resulting from
economic growth over the past several decades. This left little or nothing
for the rest of us. And this has enabled the wealth and the power of rentiers
to grow.

Summary and conclusion

The beginning of Capital in the Twenty-First Century provides numerous
insights into growing inequality as well as a summary of what will follow.
It introduces the two keys parameters, g and r. For Piketty, future economic
growth is constrained by slower population growth, to which we have
added slower growth of the labor force. This leaves productivity growth as
the major source of economic growth. The problem is that productivity
cannot grow as fast as r, the return to wealth. This creates inequality
problems because of the higher growth rate on wealth, which increases the



living standards of those with a great deal of money. Part Two of Capital in
the Twenty-First Century is about the growth of wealth. It is the subject of
our next chapter.

Note

1 The Federal Reserve and Department of the Treasury fund the project, but data is collected by the

National Organization for Research at the University of Chicago. The data was collected by the

Survey Research Center at the University of Michigan until 1992.
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5
In a Pretty Pikkel-Ty

(Part Two: chapters 3–6)

“There’s class warfare all right, but it’s my class, the rich class, that’s making war and we’re
winning.”

—Warren Buffett

Introduction

Part Two concerns the stock of wealth and its growth. It is also about the
functional distribution of income. The functional distribution concerns how
income gets divided up between land, labor and capital. In simple terms,
rents go to landowners who allow their land to be used in producing goods,
wages go to workers hired by firms, and profits go to the owners of the
capital used in producing goods.

Like many contemporary economists, Piketty ignores rents and divides
income into just two parts—income from work, and non-labor income or
income from wealth. Income from work consists of worker wages and
executive salaries. Income from wealth includes rents, dividends, interest,
and capital gains on the sale of assets. It also includes profits made by
partnerships and sole proprietorships. The basic division is between those
who work in order to obtain income and those who do not work but
receive income because of the assets they own. Piketty refers to these assets
as the capital stock, using the terms “capital” and “wealth” interchangeably.

This decision is rather unfortunate and has generated needless confusion
and controversy. For example, Ton van Schaik (2014) claims that Piketty



neglects the depreciation of capital and that if this were subtracted from r
there would be no inequality problem. When applied to wealth, however,
this criticism is wrong—the financial returns to owners of wealth (Piketty’s
r) do include depreciation. Depreciation of capital equipment reduces the
net worth of business firms; this, in turn, reduces the value of corporate
stock. Since the value of corporate stock is a significant part of total assets
for affluent households, depreciation of capital equipment is taken into
account by Piketty’s numbers on wealth and the returns to wealth.

Conflating capital and wealth, in conjunction with the title of the book,
has led some people to conclude that Piketty was updating the economic
theories of Karl Marx, making his economics relevant for the twenty-first
century. Many immediately dismissed Piketty as a Marxist. Others felt
deceived by the title when they realized Piketty was not a Marxist.

This has all been a needless distraction, directing attention away from
the book and its argument about inequality. It is especially problematic in
Part Two, which is mainly about wealth. This part of the book documents
the rising share of wealth in total national income and the rising ratio of
wealth to income. It then goes on to explain changes in the share of wealth
over time.



Chapter 3—The Metamorphoses of Capital

Piketty begins Chapter 3 by explaining the importance of wealth—it
produces rents (p. 113), or enables people to receive income because they
own things rather than because they labor to make money. The term
“rentier” comes from the French; it literally means someone who collects
fees from tenants. The term originally referred to people who inherited
land and then lived off the proceeds obtained from owning that land.
Piketty (p. 422) notes that this term had “highly pejorative connotations in
the twentieth century.” Today most rentiers do not own land; instead they
own lots of shares of stock, and lots of government and corporate bonds.
These people can live comfortably on the returns on their wealth. They are
coupon clippers who collect interest on bonds (which used to have coupons
that required clipping in order to receive interest payments); they are trust
babies who live on returns from their inheritance. Paris Hilton may be their
poster child.

Rentiers can survive without working for someone else and so are
unlikely to work unless they really want to. If necessary, they can use some
of their wealth for consumption. In contrast, most people have just a few
months or a few years of savings to cushion them in case of emergency;
they work because they must work to put food on the table and survive.

Rentiers and workers, of course, are not entirely separate and distinct
groups. Some rentiers do work. Warren Buffett actively manages his firm,
Berkshire Hathaway. Michael Bloomberg was the mayor of New York City.
Likewise, many workers do have some wealth. The rise of the middle class
is about people who have managed to accumulate a little bit of wealth—
mainly through building equity in their home but also by accumulating
small balances in savings and retirement accounts.

The problem for Piketty is that most rentiers do not have to work and
are not likely to work. Even if they do work, their children and
grandchildren will not have to work and are not likely to work. In effect,
we lose the efforts of some of our most talented individuals because they
have no incentive to work. As we saw in Chapter 4 above, at some point,



after many years of compounding, the returns to wealth become so large
relative to the gains from working that there is no need to work.

Piketty notes that the importance of having considerable wealth, or
being a rentier, was clear to everyone at the beginning of the nineteenth
century when there was virtually no middle class. This is why obtaining
wealth was a prominent theme in the novels of Jane Austen and Honoré de
Balzac. Those with a good deal of wealth lived extremely well; those
lacking wealth had to work hard their entire lives, and their standard of
living was not nearly as great as that of rentiers.

Part Two of Capital in the Twenty-First Century first presents figures on
the value of national wealth throughout history. Chapter 3 focuses mainly
on Britain and France; Chapter 4 looks at three additional countries. Wealth
relative to GDP (or income) is the metric Piketty prefers. This controls for
income changes (i.e., changes in GDP) as well as price changes (both
figures are measured in nominal terms or in terms of the prices for a
particular year), thereby obviating the need to worry about inflation over
long periods of time. Also, the wealth-to-income ratio gives us a clear
picture of how important wealth is compared to income. It provides a
simple measure of the role rentiers play in any economy.

Piketty (p. 128) calculates that wealth was 700% of GDP in both Britain
and France from the early eighteenth century up until the early twentieth
century. We can think of this as follows: wealth was equal to around 7
years’ worth of GDP. In individual terms, I can live off my wealth for 7
years, at my current standard of living, if I lose my income or if I decide to
retire. This is true even if my returns to wealth are zero. When thinking
about these figures it is important to remember that not everyone has so
much wealth relative to their income. These are averages. They are means
rather than medians, so they are heavily influenced by the large net worth
of the extremely wealthy.

Besides providing a cushion against adversity, wealth also provides
returns each year—profits, rents, interest, dividends, and capital gains that
go to those with wealth. As such, national wealth partially determines how
income gets divided up between labor income and non-labor income. If
wealth is 7 times GDP and earns a 5% return, owners of wealth receive 35%
of the national income. The remaining 65% goes to people who work; it is



their labor income. In contrast, if wealth is only 4 times GDP, a 5% return
to wealth gives rentiers only 20% of GDP, with the other 80% of national
income going to wages. On the other hand, if wealth grows and becomes 10
times GDP (1000% wealth-to-income ratio), rentiers would collect half of
national income, with the other half going to labor.

Over a 200-year period culminating in the early twentieth century, there
was a slight shift in the composition of wealth in France and the UK. In the
early eighteenth century wealth was mainly agricultural land—hence the
origin of the term “rentier.” Land made up more than half the value of all
wealth in both Britain and France in 1700; and wealth held in land was
equal to more than 350% of GDP. Housing wealth comprised another 100%
of GDP. The remainder of wealth (bringing the total up to 700% of GDP)
was mainly industrial wealth or business wealth. These are the businesses
owned by people, either directly or indirectly through stock ownership. It is
also partly the wealth created by nation-states—public buildings, public
parks and national infrastructure (roads, bridges, mass transit, etc.).

Figure 3.1 Capital in Britain, 1700–2010

Something then happened in the early twentieth century. Figure 3.1



shows this change for Britain. There was a sharp drop in the wealth-to-
GDP ratio from 700% to 200–300%. It remained at this low level through the
Great Depression and World War II. Not until the 1950s did the ratio begin
to rise again, reaching around 500% by the early twenty-first century.
While the wealth–income ratio has nearly returned to its previous
historical levels, the composition of wealth changed markedly over the
twentieth century. Housing, business wealth, and financial assets came to
dominate agricultural land as the main source of wealth. As a result, today
rentiers collect dividends and interest rather than rents.

France follows a pattern similar to Britain, as shown in Figure 3.2. The
French wealth-to-GDP ratio declined in the early twentieth century, from
700% to 300%, and didn’t begin to recover until 1950. Like Britain, in France
wealth increasingly became housing, industrial, and financial wealth
during the twentieth century. Wealth has rebounded to nearly six times
national income, or around €180,000 per capita. Half of this is the value of
homes; the other half consists of financial assets that are invested in
companies. Earning 5% on this wealth yields only €9,000 per person (around
$12,000) in income each year.

Figure 3.2 Capital in France, 1700–2010



Piketty draws one important conclusion from these figures: “the wars of
the twentieth century … wiped away the past to create the illusion that
capitalism had been structurally transformed” (p. 118). In other words, the
loss of wealth reduced annual returns to rentiers during much of the
twentieth century. Yet, in the latter part of this century, wealth increased
and rentiers returned. Piketty makes much less of the change in the nature
of wealth that is held by the extremely wealthy. This is probably as
important historically as the temporary decline in the wealth-to-income
ratio (and then its resurgence). It means that wealth shifted from one group
to another group. Things have not been static. Wealth has gone from
landowners to those owning large amounts of corporate stock. The great
landed estates of the nineteenth century, the wealth associated with the
novels of Austen and Balzac, are practically gone. They have been replaced
by wealth that is mainly in the form of stocks and bonds. Those owning
large quantities of stock and bonds are the new rentiers.

Public debt and Ricardian Equivalence

Piketty stresses in Chapter 3 that public wealth has remained constant over
time as a percentage of GDP and that most changes in wealth stem from
changes in private wealth. This raises the issue of the public debt, a
question Piketty briefly takes up in this chapter. He returns to this issue in
Chapter 16, which discusses fiscal policy and the public debt in greater
detail. Raising the issue of public debt also brings up issues concerning its
economic impact, which has a long history within economics.

The crowding out argument, known as Ricardian Equivalence, was first
set forth by economist David Ricardo in the nineteenth century. Ricardo
worried that public borrowing would lead to a reduction in private
spending. His “Essay on the Funding System” (Ricardo 1820) analyzed
whether England should finance a war with £20 million in new taxes or
whether it should borrow £20 million by printing government bonds with
infinite maturity and annual interest payments of £1 million in all
subsequent years. Future interest payments from borrowing this money
would have to be financed by future taxes. The question Ricardo raised was
whether it was better to finance government spending now (through



taxation) or later (through borrowing now and taxing later).
At an interest rate of 5%, Ricardo concluded that the two alternatives

were the same—the loss would be equivalent (hence the phrase “Ricardian
Equivalence”). Households could take the money they were not taxed this
year (£20 million), put it in a bank, and earn 5% interest each year. In both
cases, government spending would reduce or crowd out consumer
spending. In one case higher taxes would be the culprit; in the other case it
would be the need to pay higher taxes in the future that would reduce
spending now. Ricardo was skeptical that people would actually lower their
spending by the full £20 million to be able to pay future taxes if a war was
funded with borrowed money. In effect, he thought the two financing
methods were not really equivalent.

More recently, Harvard economist Robert Barro (1979) expanded
Ricardo’s model. He assumed that all households were rational and forward
looking, and that households’ heads were altruistic and wanted to leave
money to their heirs. On this assumption, rational households would realize
that any borrowing by the government today would have to be repaid in
the future through imposing higher taxes. All households, or the nation as a
whole, would be able to pay £1 million in future taxes only if they saved
the entire amount that the government borrowed and they were not taxed
today. Since consumers cut their spending by the amount of government
borrowing, public debt would have no macroeconomic impact. Greater
public spending, financed with borrowing, is countered—dollar for dollar,
and pound for pound—by reduced consumer spending.

The doctrine of Ricardian Equivalence has been subject to considerable
criticism over the years. Piketty claims that it fails to take account of the
distribution of the public debt (something he discusses in more detail in
Chapter 16). He does not raise any doubts about the argument of Barro.
However, there are both theoretical and empirical reasons to doubt that
there will be total crowding out or true Ricardian Equivalence.

Some economists have questioned whether everyone would be as
rational as Barro assumes. If some people are not rational, or if people are
rational but assume that they will be dead by the time their taxes are
increased, they will spend the money that the government borrows (and
doesn’t tax) now without worrying about higher future taxes. Other



economists have noted that people are liquidity constrained and need their
current income to meet their daily expenses; if these people have more
income because they are not taxed now, they will spend this extra rather
than save it in order to pay future taxes (Hubbard & Judd 1986).

Further, as Abba Lerner (1955, p. 472) pointed out, as long as the public is
willing to lend money to the government there should be no crowding out.
The government will be able to borrow money that people have already
decided to save, and they will not have to offer higher rates of return to
obtain additional savings. Even if people don’t want to buy the new
government bonds, the central bank can monetize the debt by printing
money and using this money to purchase government bonds. Furthermore,
according to Lerner, government deficits can crowd in spending just as it
can crowd it out. By increasing profits and improving profit expectations,
stimulative fiscal policy via deficit spending would tend to increase
business investment. Likewise, improved expectations concerning job
availability and future income will lead consumers to spend more money.
Higher consumption and investment would counter any tendency for
increased savings to crowd out spending.

Whether crowding out is greater than, less than, or equal to crowding in
is an empirical question. Most of the evidence indicates that there is little or
no crowding out due to deficit spending. Neither Eisner (1986) nor
Pressman (1994) found significant or large crowding out. Summers &
Carroll (1987) found that savings rates tend to fall when budget deficits rise
(including during times of recession) and take this as conclusive empirical
evidence against crowding out.



Chapter 4—From Old Europe to the New World

Chapter 4 examines the ratio of wealth to income in three more countries—
Germany, the United States, and Canada. These three countries look similar
to France and the UK—although the stories are not identical since
institutions and historical factors differ in each of these three countries.

The German story is a bit different because the German, or Rhenish,
model of capitalism is a bit different from the Anglo-Saxon model. In most
nations, firms have obligations only to their shareholders, the owners of the
firm. Managers, likewise, have one objective—to maximize shareholder
value. This view of the firm was first set forth by Milton Friedman. In a
New York Times Magazine article Friedman (1970) argued that the “social
responsibility of business is to increase its profits.” A few years later,
economists Michael Jensen and William Meckling (1976) published an
important paper contending that shareholders hired executives and that
executives and corporate directors worked for the shareholders. This led to
calls for managers to focus on maximizing shareholder value, or increasing
the value of corporate stock as much as possible. Any other objective or
focus would be remiss in their responsibility to the owners of the firm.

On the Rhenish model, in contrast, firm stakeholders include the workers
as well as the owners of the firm. If a corporation does not maximize
profits, because its decisions sometimes benefit its workers, owning part of
the firm becomes less valuable because future profits will be lower (due to
the benefits going to workers). This leads to lower private or market value
for firms than in countries that follow the Anglo-Saxon model, but not
necessarily lower social valuation (p. 146). When measuring wealth, only
value for shareholders gets captured in the market price of shares. The
social value of aiding workers is not captured, and so the measured wealth-
to-income ratio in Germany understates the true relationship.

Despite this minor difference, Piketty shows that the historical pattern of
wealth-to-GDP in Germany during the twentieth century is similar to that
of France and Britain. Figure 4.1 shows the German capital/output ratio
falling from 700% to 200% between 1900 and 1950. The impact of war is



worse for Germany than for Britain or France because Germany suffered
the greatest losses in industrial capacity during the two world wars. In
addition, as Keynes (1920) correctly foresaw, Germany was forced to pay
excessive reparations at the end of World War I. This severely limited its
ability to rebuild its national wealth in the inter-war years.

Figure 4.1 Capital in Germany, 1870–2010

For the US, things look a bit different than for France and the UK (see
Figure 4.8). This is because the two world wars were not fought on US soil;
little US wealth got destroyed during the wars. US factories and cities were
not bombed. However, Americans owning stock in European firms and US
companies with operations in Europe did suffer large losses. As a result, the
ratio of wealth-to-GDP in the US fell, but it did not fall as much as in
Europe. There was a drop from 500% to 400% during each of the world wars
(with the ratio quickly returning to 500% during the Roaring Twenties).
Since the 1950s there has been only a small increase in the ratio—from a bit
less than 400% to a bit more than 500% in 2010. As in Europe, housing and
business wealth in the US increasingly came to replace agricultural land as
the main asset or source of wealth during the twentieth century. The other



difference between Europe and the US is that the wealth-to-GDP ratio rose
in the US during the nineteenth century from 300% to 500%. The main
reason for this is that at the beginning of the nineteenth century the US
was a country of small landowners; it was still catching up to Europe in
terms of developing large landed estates.

Figure 4.8 Private and public capital in the U.S., 1770–2010

Finally, Canada is an intermediate case between Europe and the US.
Canada looks somewhat like the United States in terms of the ratio of
wealth relative to GDP; but it also looks somewhat like Europe. This is not
a particularly surprising result. Canada, like the US, did not have a history
of wealth ownership through land accumulation that stretched back for
centuries. It also escaped the ravages of the two world wars fought in
Europe. On the other hand, due to its own unique history, much of the
wealth in Canada was owned by foreign investors. As in Europe, the
Canadian wealth-to-GDP ratio falls between the year 1920 and somewhere
around 1960; it then rebounds. However, the declines in Canada are smaller
than those in Europe (from 500% to 300%) and more similar to the declines
in the US (from 500% to 400% during World War I and from 500% to a little
under 400% during World War II).

Overall, the five nations that Piketty examines in Chapters 3 and 4 tell a



fairly consistent story. The wealth-to-GDP ratio remained relatively
constant at high levels for at least a century, until the beginning of the
twentieth century. It then fell during the two world wars—sharply in
Europe, and moderately in North America. After World War II it took some
time to rebuild the stock of wealth. But wealth eventually was rebuilt.
Since the end of the twentieth century the wealth-to-GDP ratio has been
rising just about everywhere and now approaches nineteenth-century
levels (relative to GDP). These changes have important distributional
consequences. With more wealth relative to GDP, more national income
goes to those owning wealth and less goes to workers. The rentiers
returned by the beginning of the twenty-first century.



Chapter 5—The Capital/Income Ratio over the
Long Run

After presenting some additional economic data on wealth, Chapter 5
addresses two important questions. First, what determines the
wealth/income ratio for a nation? Second, what will happen to this ratio in
the future? Piketty worries most that increases in the wealth/income ratio
will return us to the Gilded Age.

Before addressing these two important questions, Piketty distinguishes
public capital and private capital, or public wealth and private wealth.
Gross public wealth is the value of assets owned by the government—
schools and office buildings, roads and bridges, military facilities and
munitions (most of which, hopefully, will never be used), space stations,
etc. But governments are also in debt, having borrowed money by printing
and selling bonds. The net worth of government reflects the difference
between gross wealth and government debt. As Figure 5.1 shows, public
ownership of wealth has remained constant at very low levels (relative to
GDP) in both the US and Europe over long periods of time. All the action
has taken place in terms of private wealth, making an exclusive focus on
total wealth appropriate since total wealth is mainly private wealth; public
wealth is irrelevant to the story of changing wealth.

Dispensing with this minor issue, Piketty moves on to his two key
questions.



Figure 5.1 Private and public capital: Europe and America, 1870–2010

What determines the ratio of wealth to income?

According to economic textbooks and standard economic theory, the
capital/income ratio should remain constant. But, it needs to be
remembered, Piketty is talking about wealth rather than capital; so this
result is irrelevant for his analysis. We need to know what determines the
wealth-to-income ratio and what happens to this ratio over time. Piketty (p.
166) answers this question with a single equation: β = s/g. Beta (β) is the
long-run ratio of wealth to income. It is the 500% figure estimated for the
US in 2010 and several European nations in Chapters 3 and 4. The value of
β, the equation contends, depends on two things—the savings rate (s) and
the economic growth rate (g).

Savings is how much gets added to our wealth each year. The savings
rate measures the extent to which wealth grows; wealth grows based upon
how much savings takes place. If nothing gets saved, wealth does not grow.
In this case, all of the annual returns to wealth get consumed and there will
be no additions to wealth during the year. Over time, if s equals zero and
wealth never grows, as the economy grows, the denominator of the β
equation gets bigger and bigger and the ratio of wealth to income



approaches zero. On the other hand, a large savings rate will increase
wealth and increase β.

Piketty (p. 166) contends that that β determines the long-run
wealth/output ratio: “if a country saves 12 percent of its national income
every year, and the rate of growth of its national income is 2 percent per
year, then in the long run the capital/output ratio will be equal to 600%: the
country will have accumulated capital worth six years of national income.”

A simple numerical example can make this point in concrete terms. We
extend our example from Chapter 4 above (without the extraneous zeros,
so all figures for wealth and income are in the thousands of dollars). If
s=12, g=2, wealth = 100 and income = 100, wealth grows by 12% of income,
or 12, pushing up wealth/income ratio to 1.1 after one year (it equals
112/102). If this continues over time, the ratio will continue to grow until it
eventually reaches 6. At this point it remains constant. Once wealth reaches
6,000 and income 1,000, if wealth grows by 12% of income (or 120), and
income grows by 2% (or 20), our wealth/income ratio becomes 6120/1020,
which also equals 6. And it will remain 6 as long as s and g do not change.

One consequence of this is that we run into problems as g falls. If g falls
from 2% to 1%, as Piketty predicts, the long-run wealth-to-GDP ratio (β)
will double from 6 to 12. If g falls to. 5%, it doubles once again to 24. It goes
to infinity if there is no economic growth at all.

This is important because β determines the share of output going to
workers and the share going to wealth owners. Moreover, because wealth is
distributed much more unequally than income, a high value for β means
that the annual gains from owning wealth go mainly to the very wealthy,
and income inequality worsens. Things begin to look bad for future income
inequality if savings rates far exceed economic growth rates. This leads to
our next important question.

What will happen to β in the future?

Since β depends on only two variables, forecasting the future value of β
involves forecasting the values of s and g over time. Piketty, unfortunately,
says very little about s; his focus is primarily on g.

Table 5.1 presents historical data on growth for eight developed nations



over the 40-year period from 1970 to 2010. Growth rates tend to be a little
bit greater than 2%. Savings rates tend to be a little greater than 10%. This
implies a capital/output ratio of around 500%, a figure close to current and
historical levels, as Chapter 3 and 4 of Capital in the Twenty-First Century
show.

Piketty thinks this 500% figure is too low compared to what we can look
forward to in the future because he projects future growth rates to be only
between 1% and 1.5%. And he leans toward the lower end of this range,
mainly because population growth (and labor force participation) has been
slowing over time (as discussed previously).

Table 5.1 Growth rates and saving rates in rich countries, 1970–2010

[Country]
Growth rate
of national
income

Growth
rate of
population

Growth rate of
per capita
national income

Private saving (net of
depreciation) (%
national income)

U.S. 2.8% 1.0% 1.8% 7.7%
Japan 2.5% 0.5% 2.0% 14.6%
Germany 2.0% 0.2% 1.8% 12.2%
France 2.2% 0.5% 1.7% 11.1%
U.K. 2.2% 0.3% 1.9% 7.3%
Italy 1.9% 0.3% 1.6% 15.0%
Canada 2.8% 1.1% 1.7% 12.1%
Australia 3.2% 1.4% 1.7% 9.9%
Sources: see piketty.pse.ens.fr/capital21c

Notes: Saving rates and demographic growth vary a lot within rich countries; growth rates of per

capita national income vary much less.

This claim receives some outside empirical support from the European
Commission (2013), which sees growth in the Eurozone at only 1% over the
next decade or so. It also receives support from what we know about
economic growth. Most developed nations are experiencing something
close to zero population growth; a few (such as Italy and Japan) are facing
population decline. Keynes (1937) noted that countries with a declining



population are likely to experience declining economic growth also.
Moreover, environmental concerns will likely lead to even slower growth
in the future (Jackson 2009; Victor 2008). Finally, it is unlikely that
productivity growth will rise sharply in the future, reaching the high levels
achieved from the 1930s through the 1970s. This is especially true since
inequality tends to lower productivity growth, as argued in Chapter 3
above.

With 1% growth rates and 10% savings rates, wealth-to-GDP ratios
should stabilize at around 1000%. If this comes to pass, with the return to
wealth averaging 5%, wealth holders will receive one-half of all national
output as its income. Labor’s share of income will fall to 50%. To put this
into some historical context, labor has received around 2/3 of total income
for long periods of time in the US, stretching back to the early twentieth
century. Around 15% of national output will get transferred from workers
to rentiers.

In fact, things may be even worse than this rather pessimistic forecast by
Piketty. As more and more wealth accumulates in the hands of a very few
wealthy individuals, savings rates should increase since income from
wealth mainly goes to those with a higher propensity to save. This will
further worsen the problem of inequality. Rising savings rates and falling
growth rates will then reinforce one another, leading to a rising β, and
more and more income going to the very rich.

Here things begin to resemble the world that Karl Marx described, and a
world Piketty hints at with his book title. Exploitation of labor by capital is
made necessary by the abundance of capital and its need for high rates of
return. Labor continually experiences falling absolute and relative
standards of living, as depicted in Zola’s novel Germinal, where the lives of
coal miners continually get worse in order to maintain the profits of mine
owners. Banks push risky mortgages onto consumers because it earns them
slightly higher interest rates, and so their profits will rise. But this is also a
world where capitalism may self-destruct due to the socio-economic
consequences of rising inequality and the push for higher rates of return.

At this point we encounter a curious sort of irony. Piketty has been
accused by many of being a Marxist, partly due to the title of his book but
mainly because of his policies of taxing income and wealth. While not



correct, this extension of Piketty’s analysis, with wealth inequality leading
to more savings and greater wealth accumulation leading to greater
exploitation of workers in order to maintain r, brings us to a conclusion
very similar to that of Marx. Capitalism may self-destruct due to the logical
contradictions inherent in the system.

But there are some key differences. For Marx, the problem was inevitable
in capitalism and involved the structure of production. Marx was writing at
a time of rapid economic growth, or a high value for g. In addition, for
Marx, production relations generated greater concentrations of wealth and
greater push for agglomeration as a means of countering the tendency of
the profit rate to fall.

In contrast, Piketty is concerned about the decline in g and its impact on
inequality. He takes the rate of return, r, to be constant. Inequality results
from compounding and from different growth rates for r and g. At bottom,
it is a problem of finance, not production. It is finance that generates high
rates of return, or a constant r, pushing up wealth inequality and income
inequality over time. Rising inequality then lowers economic growth,
increases inequality and raises the rate of savings, which in turn further
increases inequality.

Another difference between these two economists is that Marx did not
think that government policy could remedy any of the distributional or
other problems with capitalism—although he advocates many such policies
in The Communist Manifesto (Marx & Engels 1848). Marx predicted that
the only long-term solution to these problems would be the end of
capitalism and its replacement with socialism. On the other hand, Piketty
looks to political democracy to impose progressive taxes, such as a wealth
tax, to ameliorate the problem of inequality.

Finally, and probably most important, Marx was describing problems he
thought were inherent in the capitalist system. In contrast, even though he
titles his book Capitalism in the Twenty-First Century, Piketty has not
shown that these are problems unique to capitalism. Rather, he shows that
any system in which there is some wealth ownership will result in
distributional problems due to the nature of compounding. If wealth grows
faster than income in a feudal economy, wealth will accumulate among
landowners. The same is true for a socialist economy where the



government owns the means of production but people can still own other
assets; wealth will accumulate among those who have wealth in the form
of land, real estate, government bonds, and bank balances. People will not
own businesses or stock under socialism, since all firms will be owned by
the government, but as long as people can own wealth, their income from
wealth will overwhelm the whole economy.

It is worth summarizing and briefly reflecting on this dystopian
outcome. Piketty’s main thesis is that wealth inequality drives income
inequality because r>g. Also, income inequality drives wealth inequality
because the gains going to the very wealthy tend to be saved and get added
to wealth. This leads to even more income, as a return to wealth, in the
future. When returns to wealth are saved, the wealth-to-GDP ratio grows.
This may also increase the average savings rate, s, leading to even greater
wealth and income inequality in the future. We are caught in a cumulative
process with income and wealth inequality growing continuously over
time.



Chapter 6—The Capital–Labor Split in the Twenty-
First Century

Chapter 6 is one of the weakest chapters of the book. It concerns the
division of income between labor and non-labor income, thereby bringing
to a close the discussion of the functional distribution of income. Its
perspective is mainly empirical. It covers both the determinants of the
functional distribution of income and its long-run historical trends. It starts
by discussing an issue that should have been part of Chapter 5—the
relationship between s and g. It then goes on to explain the determinants of
the functional distribution of income between capital and labor and
concludes with a muddled discussion of the Cambridge Controversy.

The relationship between savings rates and economic
growth

Chapter 6 starts off problematically. Piketty (p. 199) claims that s and g are
independent of each other. Savings rates do not affect economic growth
and economic growth does not affect national savings rates.

The independence of s and g runs counter to virtually every school of
macroeconomics. There are two basic macroeconomic approaches—a
supply-side approach and a demand-side approach. The former is
associated with the classical economists Adam Smith and David Ricardo
among others, and with the new classical school associated with Robert
Lucas and Thomas Sargent (see Snowdon & Vane 2005, Ch. 5). Classical
economics and new classical macroeconomists see the savings rate as a key
determinant of economic growth. More savings on this view means that
there will be more investment. Savings will be funneled either directly
(through stock purchases) or indirectly (through banks acting as financial
intermediaries making loans to businesses that want to invest). More
business investment, in turn, means greater productivity growth and long-



term growth. On the other hand, macroeconomists of a more Keynesian
bent see higher savings rates as slowing down economic growth. This is the
familiar paradox of thrift set forth by Keynes (1936, p. 373). A higher
savings rate means less spending, and Keynesian economists see spending
as the main factor that determines growth. While Keynesian and non-
Keynesian economists have very different views on most macroeconomics
issues, and while they disagree on how s impacts g, both approaches agree
that s affects g.

Looking at things from the other direction, greater growth, or a higher
value for g, also increases the savings rate according to most
macroeconomic theories. It also follows from common sense. When my
income is low, I cannot save. All my income must go to buy necessities. As
my income rises, I have more left over after paying for necessities and so I
can begin to save. Of course, what I regard as necessary will likely increase
with my income, so all my additional income will not go to additional
savings, but still I will save some of my extra income. The simple
Keynesian consumption function, C=a + bY, captures this idea. It says that
there is an autonomous component to spending (what individuals need to
spend on necessities during the year, even if they have no income).
Consumption also depends on income. People consume some fraction (b) of
their income and save the rest. One implication of this theory is that
spending rates should fall and savings rates should increase as income rises.
To take a simple mathematical example, if a=1000 and b=.9, if income (Y) is
10,000, consumption will be 1,000 plus 9,000 and savings will be zero. If
income rises to 20,000, consumption will be 1,000 plus 18,000, and savings
will be 1,000. So savings increases and the savings rate grow from 0% to 5%.
On this most basic theory of consumption, economic growth should result
in higher savings rates.

Further support for this view comes from more modern economic
theories of consumption, due to Milton Friedman and Franco Modigliani.
These theories hold that people do not immediately spend more when their
income goes up or when the economy grows. Rather, people delay
increasing their consumption from any income gains over a certain time
period. For Friedman (1957), income gains typically are first seen as
temporary. When we get a pay hike we usually don’t know whether it will



be permanent, so we hold off increasing our consumption. As a result, our
income growth pushes up our rate of savings. For Modigliani (1966; &
Brumberg 1954), people smooth or average consumption over long periods
of time, as they continuously think about and save for retirement. Any
increase in income that is not expected to continue indefinitely will not be
consumed now, but will be spread out evenly over a person’s (expected)
remaining lifetime. Consequently, economic growth leads to even more
savings than in the simple Keynesian case where most of any increase in
income is consumed immediately.

How does this inter-relationship between s and g affect Piketty’s
conclusion about the trajectory of capitalism in the twenty-first century?
Remember, Piketty’s main concern is that g will fall, pushing up β. If s falls
when g falls, this will mitigate his results somewhat; but it does not seem to
invalidate them. What saves Piketty (no pun intended) is the fact the s will
not likely fall as fast as g. Even if g approaches 0, it is unlikely that s will
fall to zero; rather, something will be saved. The savings rate will be
positive; it will probably even remain fairly high, especially relative to g.
People need to save for future uncertainties and for retirement. Savings also
generates wealth, which brings with it political power and other benefits
besides economic security. If the returns on this wealth (r) remain positive
and don’t approach zero as g approaches zero, it will still hold that r>g,
pushing up inequality as Piketty argues. Moreover, as argued above,
worsening income and wealth inequality will tend to raise the savings rate,
further supporting the outcome predicted by Piketty.

The capital–labor split and the value of r

Chapter 6 then moves on to discuss how income gets divided up between
capital and labor. Its perspective is mainly historical. Piketty presents data
on the fraction of total income going to those who work and the fraction
that goes to those collecting interest, dividends, and capital gains.

Again, it should be noted that these are not separate and distinct groups
of people. Some very wealthy people work and collect wages. Some people
who work on a regular basis will also have savings or inheritances that pay
them interest and dividends. Many middle-class households have home



equity, which can increase in value and which can be used to obtain
income through a reverse mortgage.

Piketty starts by reporting data for two countries, Britain and France. In
both countries, capital income received around 1/3 of total income in the
nineteenth century and early twentieth centuries. Since there are only two
groups of income, this means that labor receives around 2/3 of total
income. Capital income then fell to around 20–25% of total income, due to
the loss of wealth from the two world wars; this led to a rise of labor
income, which was 75–80% of total income during most of the twentieth
century.

The functional distribution of income depends on β, the wealth-to-
income ratio, but also on r, the annual returns to wealth. Piketty then goes
on to discuss the determinants of r.

The perspective here is historical. Chapter 6 reports rates of return to
wealth over long time periods. For both France and Britain, the average has
been around 5% over a rather long period of time—as far back as 1770 in
Britain and 1820 in France (these figures come from the earliest records
available in these two countries). The only major exceptions were during
the two world wars and shortly thereafter, when capital was scarce and
demand was great, thereby increasing returns to wealth. There has been
some variability, with returns generally in the 3–6% range. There has also
been a decline of late, with rates of return in both Britain and France falling
to around 4% in the late twentieth century and continuing through the
early twenty-first century. Given the importance of the r>g inequality,
Piketty (p. 206) thinks that this decline is significant.

What determines r is a key issue because it is the high value of r that
leads to r>g. On this topic, Piketty’s analysis is rather orthodox. He also
seems to confuse capital and wealth, focusing on the former rather than the
latter. For Piketty (pp. 212f.), the rate of return on capital or wealth depends
on technology. If capital is being used productively, it will have a high rate
of return; if it is being used unproductively, it will not. Effectively, Piketty
is claiming that the return to capital is the marginal productivity of capital.
A constant r thus requires that there be no diminishing returns to the use of
capital.

If we look at wealth rather than capital, a different sort of story will have



to be told about the future value of r. However, it is not too difficult to tell
a story with r remaining constant. One such story was told above. It
involved increased exploitation of workers and consumers in order to
maintain profits and asset values.

Piketty (p. 223) ends with an important note of caution: “we do not have
sufficient perspective at this point in history to reach an adequate judgment
about the very long-run evolution of capital’s share of income.” However
(p. 224) he is skeptical that we have entered an era where human capital
and talent is more important than physical capital or wealth. And he (p.
234) draws the following lesson: “there is no natural force that inevitably
reduces the importance of capital and of income flowing from ownership of
capital over the course of history.”

The Cambridge Controversy

In addition to not answering several important questions, Chapter 6 gets
one issue entirely wrong. This is related to, and follows from, the
conceptual confusion regarding wealth and capital. The question involves
the infamous Cambridge Controversy (for more, see Harcourt 1972) that
took place during the 1950s and 1960s between Cambridge, England (where
the followers of Keynes reigned supreme) and Cambridge, Massachusetts
(where Paul Samuelson and Robert Solow were pushing a neoclassical
synthesis of Keynes and Marshallian microeconomics).

As we saw in Chapter 1 above, Joan Robinson (1953–54) questioned the
marginal productivity theory of distribution when she asked how it was
possible to measure this diverse thing called “capital.” In a nutshell, the
problem is that in order to determine the return to capital, we need to have
the return to capital in order to add up the various things that are called
capital. Yet, marginal productivity theory seeks to explain the return to
capital; it cannot assume what it seeks to explain. We are caught in a
vicious circle.

Piketty (p. 230) blames this debate on the fact that data was not available
in the 1950s and 1960s to resolve the controversy. This cannot possibly be
correct. The Cambridge Controversy was a theoretical debate about the
logical consistency of the marginal productivity theory of distribution. It



could not, in principle, be resolved by any data.
Ironically, Piketty did not even need to address this issue since he is not

talking about capital. This is one place where calling wealth “capital” has
led to some rather bad consequences. Piketty is interested in wealth and, in
particular, the returns to wealth from many different uses. This does not
require adding up capital equipment and knowing its rate of return in order
to measure capital. His main focus is r, the measured return to wealth—
how much income gets reported on income tax returns as interest,
dividends, etc. relative to aggregate national wealth. This number is easy to
calculate from tax returns, and this is what Piketty actually does. But
compiling such data in no way helps resolve the theoretical issues that
make up the Cambridge Controversy. Nor can it shed any light on a logical
issue that concerns measuring aggregate capital.

My best guess is that at some presentation of his empirical results,
someone raised this issue after hearing Piketty talk about capital. Not fully
getting that Piketty was talking about wealth, they told Piketty that this
was an important issue that he had to address. In fact, a number of critics
raised exactly this issue when reviewing Capital in the Twenty-First
Century. To take just one example, Jamie Galbraith (2014) criticized Piketty
for not adequately dealing with the Cambridge Controversy. While
technically correct, this criticism is irrelevant. Yes, Piketty did not do his
homework on the Cambridge Controversy and yes, he did not understand
the dispute or adequately deal with it; however, this in no way invalidates
his empirical results. These results do not involve some vicious circle in
reasoning because they are about wealth and the returns to wealth; they
are not about the returns to capital as a factor of production.

Finally, it is worth noting that when Piketty (pp. 307–310) goes on to
criticize the marginal productivity theory of distribution, he implicitly
supports the Cambridge, UK, position regarding the Cambridge
Controversy. Marginal productivity theory assumes that workers receive
the value of the marginal product of their labor or the value of what they
produce for the firm. Likewise, capital receives the (marginal) value of
what it produces for the firm. To estimate the marginal product of capital
from using more capital, we do need to have a quantity of capital. That
requires adding up a disparate group of things—buildings, machinery,



software, equipment, etc. Again, the problem is that the only way to do this
is by adding up the value of these entities, which are determined by the
rate of profit on each of them. Marginal productivity theory has a problem;
Piketty’s empirical estimates of the long-run returns to wealth have no
such logical problems.

Summary and conclusion

Part Two of Capital in the Twenty-First Century is about how income gets
divided up between wage income and non-wage income, and what this
division means in terms of future inequality. It presents historical trends
regarding labor income and income from wealth, relative to GDP, for a
number of developed countries. It also provides future forecasts of these
variables.

Piketty gets into a few nasty pickles in this part of the book. First, his
argument for a rising share of wealth relative to income depends on the
independence of s and g. Yet most every macroeconomist holds that s and g
are related. While macroeconomic theory is certainly not Piketty’s strong
suit, at the least he should have examined his own figures on the
relationship between these two variables over time. Then he could have
made an empirical case that even if g falls, s should fall by less than g and
that these changes will slow down the return to rentier capitalism but not
affect the movement of rational economies in this direction. Second, he
needlessly steps into the Cambridge Controversy imbroglio.

The good news for Piketty is that these issues do not matter a great deal
for the main theses of Capital in the Twenty-First Century. Certainly, the
Cambridge Controversy is irrelevant for his empirical work and even
supports his attempt at rejecting the marginal productivity theory of
distribution, which provides an economic justification for the existing
distribution of income as determined by market forces. This opens the door
for economic policies to generate greater equality. The interdependence of s
and g entails that things may not be quite as bad in the future as Piketty
fears. If growth does slow in the future, this will reduce the savings rate
and keep a lid on the wealth-to-GDP ratio. We may not see the ratio



explode from the present 500% to something approaching 1000%, or even
going to infinity if g approaches 0. Still, if g falls faster than s, β will rise
and this will reduce the income share going to labor. This also has
consequences for the distribution of personal income, which is the subject
of Part Three.
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6
Pikket-Ing Income Inequality

(Part Three: chapters 7–12)

“All animals are equal, but some animals are more equal than others.”

—George Orwell, Animal Farm

Introduction

Just as some animals are more equal than others, some people are more
equal than others. Some begin life with many advantages because they had
the good fortune to be born to wealthy parents. For Piketty, this is the main
cause of inequality. Income inequality stems to a large extent from wealth
inequality. Some people inherit wealth from their parents; others do not.
Or, some are more equal than others because they were born to one set of
parents rather than another.

Part Three of Capital in the Twenty-First Century makes this case as it
moves from the functional to the personal distribution of income. The
functional distribution, the subject of Part Two, looks at how total national
income gets divided between labor and non-labor (or capital) income. The
personal distribution concerns how income gets divided up among
households. Part Three presents a great deal of economic data on household
income inequality and how it has changed over the past century. Mostly, it
depicts the share of total income going to the top 10%, the top 1% and the
top. 01%. These are all pre-tax figures—market income rather than
disposable income (p. 255). In addition, as noted in Chapter 2, the figures
exclude all income that is not subject to taxation and not reported on



income tax returns, including unrealized capital gains, tax-free interest and
government transfers.

Examining several countries over a long time period, Part Three depicts
a similar pattern everywhere. Income inequality fell from World War I
until a little after World War II. It then remained constant for several
decades. Beginning in the late 1970s or the 1980s, inequality began to rise
sharply. According to Piketty, this trend follows the trend in wealth
inequality, as documented in Part Two of his book. Two wars, the Great
Depression and inter-war inflation destroyed wealth and reduced wealth
inequality. It was not until the end of the twentieth century that wealth
inequality began to rise, Phoenix-like. Largely due to lower income taxes,
CEOs began to push for higher salaries. This enabled those with high
incomes to save and increase their wealth, since it is easier to save money
when you make a great deal of income during the year and you also get to
keep a lot of it. Accumulated wealth then earns high returns, r, leading to
even greater income and wealth inequality. As a result of this cumulative
process, nations are slowly becoming more and more like the societies
described in the novels of Balzac and Austen, where a small number of
very rich and powerful families own large fortunes while everyone else
struggles to survive or struggles to figure out how to marry into wealth.



Chapter 7—Inequality and Concentration:
Preliminary Bearings

Chapter 7 discusses the relationship between the functional and personal
distribution of income. Its key point is that wealth yields returns, or
provides its owner with income every year. As such, wealth inequality
generates income inequality.

For Piketty the remarkable thing about the decades after World War II
was their uniqueness. One’s status in life did not depend on the wealth and
status of one’s parents. “During the decades that followed World War II,
inherited wealth lost much of its importance, and for the first time in
history, perhaps, work and study became the surest routes to the top” (p.
241). This conclusion follows from Piketty’s main empirical finding—that
income inequality fell starting with World War I and remained low for
several decades following World War II. Chapter 7 explains how this
decline in inequality stemmed from the destruction of wealth due to the
two world wars and from the high taxes that were necessary to fight them.
During the several decades following World War II income inequality
remained stable as tax rates remained high. Once tax rates began to fall,
beginning in the 1970s and 1980s (dates vary from country to country),
inequality began to rise again.

A key insight to understanding changes in income inequality and the
relationship between the functional and personal distributions of income is
that wealth inequality is much greater than income inequality. The top “10
percent of the labor income distribution generally receives 25–30 percent of
total labor income, whereas the top 10 percent of the capital income
distribution always owns more than 50 percent of all wealth (and in some
societies as much as 90 percent)” (p. 244). In contrast, the bottom 50% of
wage earners receive somewhere between one-quarter and one-third of
total labor income but have virtually no wealth and receive virtually no
income from non-labor sources. While figures vary from country to
country and time to time, they typically fall in the 0% to 10% range, closer



to the 0% endpoint than the 10% figure.

Table 7.1 Inequality of labor income across time and space

Share of different
groups in total labor
income

Low inequality
(≈
Scandinavia,
1970s–80s)

Medium
inequality (≈
Europe 2010)

High
inequality
(≈ U.S.
2010)

Very high
inequality
(≈ U.S.
2030?)

The top 10%
“Upper class”

20% 25% 35% 45%

including: the top 1%
(“dominant class”)

5% 7% 12% 17%

including: the next
9%
(“well-to-do class”)

15% 18% 23% 28%

The middle 40%
“Middle class”

45% 45% 40% 35%

The bottom 50%
“Lower class”

35% 30% 25% 20%

Corresponding Gini
coefficient (synthetic
inequality index)

0.19 0.26 0.36 0.46

Note: In societies where labor income inequality is relatively low (such as in Scandinavian countries

in the 1970s–1980s), the top 10% most well paid receive about 20% of total labor income, the bottom

50% least well paid about 35%, the middle 40% about 45%. The corresponding Gini index (a synthetic

inequality index going from 0 to 1) is equal to 0.19. See technical appendix.

As Table 7.1 shows, distribution figures are quite similar around the
world for labor income. For the US, during the year 2010, the top 10%
received 35% of labor income and the top 1% received 12% of labor income.
For Europe, also around 2010, the figures were 25% and 7% respectively.
Even for egalitarian Scandinavia in the 1970s and 1980s, the top 10% of
earners received 20% of all income and the top 1% received 5% of all labor
income.

Table 7.2 shows that wealth inequality is much greater than this. In the



US (for around 2010), the richest 10% of households own 70% of all wealth
and the richest 1% own 35% of all wealth. For Europe, the figures are 60%
and 25%, respectively. For egalitarian Scandinavia, the figures are 50% and
20%. These numbers are substantially higher than the income distribution
figures. Piketty (p. 258) notes: “To my knowledge, no society has ever
existed in which ownership of capital can reasonably be described as
‘mildly inegalitarian’, by which I mean a distribution in which the poorest
half of society would own a significant share (say, one-fifth to one-quarter)
of total wealth.” The empirical results from many countries over a long
period of time show income from wealth is distributed much more
unequally than income from labor.

Table 7.2 Inequality of capital ownership across time and space

Despite the range of uncertainty, Piketty’s wealth estimates are fairly
consistent with other estimates of wealth distribution relying on different



data sources (see Chapter 2 above). The world’s foremost expert on the
topic is NYU economist Edward Wolff. Wolff (2013) uses the Survey of
Consumer Finances as his primary source but expands his sample by using
data from the IRS, Statistics of Income. According to Wolff, median net
worth in 2010 (the very bottom of the top 50%) was a mere $57,000, after
having fallen by half due to the Great Recession. Around two-thirds of
their net worth consists of home equity.

According to the Survey of Consumer Finances, the standard data on
wealth and wealth inequality in the US, the top 10% owns over 70% of
aggregate wealth (Kennickell 2009)—a figure similar to the estimates of
Piketty. In addition, the Survey of Consumer Finances finds that US median
net worth in 2010 was a mere $77,300. Those in the bottom quintile had a
median net worth of only $6,200. Even the second highest income decile
had a median net worth of only $287,000. In contrast, the top decile had a
median net worth of $1.2 million and mean net worth of nearly $3 million
(Bricker et al. 2012).

According to Piketty, the wealth of the top 1% consists mainly of
financial and business assets; real estate comprises little total wealth for
this group. The net worth of the top 1% is $8.4 million and above according
to the Survey of Consumer Finances; it is $4 million and above according to
Saez & Zucman (2014) using the capitalization method to measure net
worth (see Chapter 2 above). The next 9% have average net worth of
around $1.3 million; real estate counts for around half of this wealth. Those
in the top half of the wealth distribution but outside the top 10% Piketty
refers to as “the middle class.” Almost all their wealth is held in the form of
home equity (p. 260). They own around 35% of national wealth, on average
€175,000 per adult and ranging from €100,000 per adult to €400,000. In
dollar terms, the net worth of this group varies from around $125,000 to
around $500,000 per person.

As noted earlier, the bottom half of the population has little or no net
wealth. Any wealth that they do have consists mainly of the value of their
car (less any money owed on it) and a bit of money in their checking
account. If they are lucky, they will have a little emergency money in a
low-interest savings account (p. 259). These people live hand-to-mouth
with little or no cushion in case of emergency. A layoff or health problem



creates substantial financial distress because all household income must be
spent on regular necessities and there is no extra cash around for
unexpected expenses.

In fact, many households at the bottom of the wealth distribution in the
US have negative wealth. Some have a great deal of credit card debt,
something virtually unheard of in Piketty’s France (as I learned during my
stay there in May 2014), where debit cards are the norm and credit cards
are rare. Also, in sharp contrast to other countries, recent college graduates
in the US owe a great deal of money because a college education is
expensive. The average graduate with college debt has $30,000 in
outstanding student loans (Project on Student Debt 2013). Unlike other
debt, college loans cannot be discharged if a consumer files for bankruptcy.
It stays with the individual and will be taken out of their Social Security
retirement benefits if not paid. The situation is even worse for those who
have gone to college but have not graduated. These people incur the debt
associated with higher education but do not reap the benefits (much higher
average incomes) of having a college diploma. Many US households are
also in debt due to medical expenses not covered by insurance. Even those
with health insurance are sometimes forced to pay a large portion of their
exorbitant medical bills (Rosenthal 2014).

Many households remain underwater on their mortgages due to the
collapse of the housing bubble. The best estimates now are that around 20%
of all households with mortgages are underwater on their mortgages.
Another 20% is above water, but not enough above water to be able to pay
closing costs if they sell their home. This last group is officially considered
as having positive net worth in their home, but really should be considered
as having no wealth in their home (The Daily Ticker, 2014).

Perhaps worst of all, many households have taken out payday loans
because they lack access to low-cost credit. For a typical two-week loan, the
interest rate exceeds 400% on an annual basis (Caskey 2005; Logan &
Weller 2009), but interest rates can be as high as 1,000% (Snaar 2002). In
contrast, rates on credit cards, the other main source of short-term credit,
typically run around 20%, but can reach 30% or more. Typical payday
borrowers are not people who need immediate cash and repay their loan in
two weeks. Rather, they borrow repeatedly, finding payday loans



impossible to repay once they get started (Stegman 2007). Most borrowers
take out seven or more loans during the course of a year; 25% take out 14 or
more payday loans annually (Caskey 2005). At 400% interest, someone
borrowing $200 for one year would repay $1,000; at 1,000%, they would
repay $2,200.

While the inequality of wealth drives income inequality according to
Piketty, it is important to note that the top 10% of the wealth distribution
and the top 10% of the income distribution are not the same set of
households. Some of those with a high income have little (or negative)
wealth—for example, a recent college graduate with student debt and a
good job as a bond or stock trader. On the other hand, some people (e.g.,
recent retirees) may have accumulated considerable wealth during their
working years but make little income in retirement. However, there is a
substantial overlap, and it is here that wealth inequality and income
inequality are mutually reinforcing.

Despite great inequality, and despite rising inequality, the problem is still
not as bad now as it was toward the beginning of the twentieth century (p.
261). At that point in time, the richest 10% owned virtually all the national
wealth for countries where data is available, and the top 1% earned more
than 50%. In inegalitarian Britain, the top centile owned more than 60% of
all wealth. There was no middle class or middle 40% that owned some
wealth. The rise of a middle class with some wealth was of great “historical
significance” and a “major transformation” (p. 262). Nevertheless, Piketty
notes that this change needs to be put into some perspective. “Basically, all
the middle class managed to get its hands on was a few crumbs: scarcely
more than a third of Europe’s wealth and barely a quarter in the United
States” (p. 261).

Whether such inequality can be sustained in a democracy depends on
both the degree of repression and the justification of such great inequality.
A society of rentiers is different than a society of superstars or super-
managers (p. 264f.). Rentiers have not earned their wealth, as CEOs have
done; their wealth has been inherited. Of course, the two groups are not
mutually exclusive. One can be a superstar and also a rentier. Problems
arise because “there is nothing to prevent the children of supermanagers
from becoming rentiers” (p. 265). The children and grandchildren of the



rich are likely to become rentiers due to the inequality r>g in conjunction
with the powers of compound interest.

A compounding problem

Piketty’s explanation for rising inequality focuses mainly on his two
growth rates. While these are important parts of the story about rising
inequality, they don’t provide a complete story about rising inequality, and
they don’t do complete justice to the data that Piketty has developed and
presented.

The piece missing from Piketty’s discussion is the power of compound
interest, especially over long periods of time. This is surprising since this is
a main force driving rising inequality and a major reason that r>g
generates greater inequality. As our simple example in Chapter 4 above
showed, if wealth grows faster than income, wealth will soon dwarf
average incomes. This is not due to any economic factors. Nor is it the
result of any economic laws. It has nothing to do with standard economic
explanations for rising inequality, such as globalization or technical
change. It even has little to do with interactions between wealth inequality
and income inequality. Rather, inequality has to do with someone starting
off with some wealth, or with more wealth than others. When one figure
grows faster than the other, compounding pushes up one figure (wealth)
more than it pushes up the other (income). In conjunction with initial
wealth inequality and r>g, compounding is why all children do not grow
up with equal opportunities and why income distribution has worsened
over the past several decades. It is why we seem to be returning to the
Gilded Age of the late nineteenth century.

The impact of compounding is the reason that the Piketty Inequality r>g
is so disconcerting. As our example from Chapter 4, above, shows, even
small inequalities (the $100,000 inheritance) tend to grow over time as a
result of compounding. If someone starts off with a little bit extra or a little
more than others, through the power of compounding, after many
generations their heirs will be fabulously wealthy compared to someone
whose parents began with nothing. These heirs then become the nation’s
rentiers.



Even worse, we will never know how the ancestors of today’s super rich
managed to get their initial little extra or how they first accumulated
wealth. It could have come from hard work and brilliance, leading to some
important discovery for mankind; but it also could have come from good
luck, fraud, enslaving others, or outright theft. History is replete with
examples of the latter as well as the former.



Chapter 8—Two Worlds

Once we understand the relationship between wealth inequality and
income inequality we can begin to understand the changes that took place
during the twentieth century. During the first half of the century, wealth
inequality fell due to the destruction of wealth. Since wealth inequality is
the main force driving income inequality, the Golden Age following World
War II was an era of low income inequality. Languidly the rentiers
returned; slowly the power of compounding worked its magic, and both
income and wealth inequality grew at the end of the twentieth century.
This process continues to unfold in the twenty-first century.

Chapter 8 is about the destruction of wealth in the twentieth century and
how this affected inequality. It looks at the years between 1914 and 1945,
the period encompassing the two world wars of the twentieth century, as
well as the decades immediately following World War II. According to
Piketty, this was a unique period in human history, a rare time when
inequality fell. Even after World War II, it took some time for inequality to
begin rising again. But once it began to rise, it has continued to do so.
Chapter 8 explains these two processes.

The two world wars physically destroyed much wealth in Europe. Added
to this were the 1929 stock market crash and the Great Depression (which
led to many bankruptcies as well as high unemployment). Finally, public
policy contributed to the loss of wealth in the inter-war years through the
“inflation-induced euthanasia of the rentier class” (p. 275), which reduced
the value of government bonds used to fight World War I. But for Piketty
there was one main culprit: “the chaos of war, with its attendant economic
and political shocks, that reduced inequality in the twentieth century” (p.
275). Wealth had to reassert itself pretty much from scratch.

As noted above, the data on income inequality comes from individual
income tax returns. While most income gets reported, there are two main
limitations with this data. First, income from wealth is understated due to
tax evasion (p. 281), or cheating on income tax returns to escape having to
pay taxes. This is especially prevalent for business owners and the very



wealthy with access to bank accounts in tax havens outside the US. Second,
there are exemptions that allow some income to escape income taxation
legally (p. 282). As explained in Chapter 2 above, employer pension
contributions to individual retirement accounts, such as 401k and 504c3, are
technically income; but this income does not get reported to the
government as income for tax purposes. Employer-provided health benefits
and half of Social Security benefits also are not counted as income for tax
purposes.

By far the biggest exemptions from taxation go to those with wealth.
Capital gains, or increases in the value of assets (such as bond, stocks, and
homes), do not get reported on individual income tax returns until these
assets are sold. It should be remembered that these gains are flows that add
to the stock of wealth and so should be counted as part of income
according to the Haig-Simons definition. Likewise, gains in the value of
individually owned businesses do not get reported as income to the
government until the business is sold, and are not included in Piketty’s
figures. This means that the estimates made by Piketty are very
conservative—they report less income inequality than actually exists
because they do not include the considerable amounts of income received
by the very wealthy that are not reported on individual income tax returns.

Nevertheless, we can glean several lessons about inequality from
Piketty’s data. The French story is that inequality fell during the twentieth
century due to reduced capital income at the very top. It has stabilized at a
point where the top income decile receives 30–35% of total income and the
top 1% receives around 8% of total income. What has changed in France
over time is the type of jobs that enabled people to ascend to the top of the
income distribution. In the inter-war years, high school teachers belonged
to the 9%; they were in the top 10% but not the top 1%. Today one has to be
a college professor to reach this rank (p. 279). France moved from a society
of super-rentiers to a more balanced society where super-rentiers and
super-managers co-exist (p. 278). Rentiers fell behind managers more than
managers flew past rentiers.



Figure 8.5 Income inequality in the United States, 1910–2010

Figure 8.6 Decomposition of the top decile, U.S., 1910–2010

The US story is rather different. After receiving nearly 50% of total
income in the late 1920s, the share of the top decile fell to 30–35% in the
1940s and remained at this level until the 1980s. Since then the share going



to the top 10% has returned to nearly 50% (see Figure 8.5). Moreover,
dividing up the top 10%, Piketty shows that almost all the action takes place
at the top 1%, those making more than $352,000 in 2010 (see Figure 8.6).
Even among the top 1%, it is those in the top. 1% (making more than $1.9
million) and those in the top. 01% (those with an annual income of over
$10.2 million) who are the driving force behind the rising shape of income
for the top 1%.

These changes were mainly due to rising wage inequality rather than
rising capital incomes (p. 298). It is the income going to super-managers,
the top executives of firms that have received compensation in the tens or
hundreds of millions of dollars. It does not have to do with the superstars—
the top athletes or the top entertainment stars. While top athletes and
movie stars can make in the tens of millions, this pales in comparison to the
hedge fund managers and CEOs making hundreds of millions or even more
than $1 billion a year. It also does not have to do with rentiers according to
Piketty. However, Wolff & Zacharias (2009, p.108) qualify this conclusion,
and the similar result presented in Piketty & Saez (2003), that in the US the
“working rich” have replaced coupon clippers or rentiers at the very top of
the distribution. According to Wolff & Zacharias, the two groups “co-habit
the top end of the income distribution” (p. 108), similar to what Piketty
finds for France; that is, both rising inequality in wage income and rising
capital income inequality have contributed (about equally) to greater
overall inequality.

Some comments on the minimum wage

Chapter 8 includes an extended discussion of the minimum wage and its
impact on income distribution. This material probably belongs in Chapter
9, which focuses on the inequality of labor income, rather than here, where
the focus is on capital income.

Many reviewers of Capital in the Twenty-First Century ignored what
Piketty actually said about the minimum wage. It seems that they didn’t
even bother to read the book, perhaps fearing that doing so might influence
their opinion of it. Instead, they complained that Piketty ignored alternative
policies such as supporting unions and raising the minimum wage. Even



skimming the index of the book, and reading the pages (308–313) identified
there, would have made it clear that Piketty does support a higher
minimum wage. Furthermore, he provides several justifications for raising
the minimum wage (pp. 311ff.).

The data Piketty presents also makes clear that the distribution of wages
has remained relatively equal in France because the French have
continually increased the minimum wage, keeping it rather high compared
to average wages. Piketty even mentions (p. 289) one main reason for this—
Charles de Gaulle worried about the crisis of May 1968 and saw a higher
minimum wage as a way to deal with a problem that was more cultural
and social than economic.

Going further, Figure 9.1 compares the real minimum wage in France
and the US. The figure shows that the purchasing power of the minimum
wage has increased in France since the late 1960s while the real minimum
wage in the US has declined since the late 1960s (with some increases
whenever Congress passed legislation to raise the nominal wage). In the
US, the real minimum wage has fallen by nearly one-third since the 1960s
and early 1970s; in France, it has doubled since the 1960s and early 1970s.
Piketty (p. 309) notes that this has helped the bottom part of the income
distribution in France and this is one reason that inequality of labor income
in France has remained steady since the 1960s while it became more
unequal in the US.



Figure 9.1 Minimum wage in France and the U.S., 1950–2013

The problem Piketty has with raising the minimum wage is not that it
won’t equalize wage incomes. Rather, his concern is that it can’t deal with
the problem of rising wealth inequality. He is skeptical that the minimum
wage can be increased enough (5% per year in real terms) over the long
haul without generating substantial unemployment. To try to make
Piketty’s point as simple and clear as possible, even if wages were made
completely equal across the board, inequality would be high and would
continue to increase because of the immense wealth possessed by a few
people. Chapter 4, above, made this point when it examined the impact of
having a little wealth after 100 years of its growing faster than income. The
computation started with a small amount of wealth, just equal to income;
soon returns on this wealth soar well above income levels. If we start with
wealth that is five times or six times the value of average income, and
wealth that is distributed much more unequally than income, income
inequality will soar a great deal faster.

For this reason the minimum wage is rather irrelevant when it comes to
reducing inequality. It is wealth inequality that drives income inequality,
and the minimum wage does not address wealth inequality. A higher
minimum wage can slow down the process of rising inequality. So too can



stronger unions —another proposal that Piketty supports and that he has
been criticized for not pushing in his book. So too can government
spending policies that equalize after-tax incomes, such as paid parental
leave, child allowances, generous unemployment insurance programs, a
large Earned Income Tax Credit and a large and sturdy social safety net.
These are all policies that Piketty would likely support. Some of them he
actually does support in Capital in the Twenty-First Century; other policies
he has supported elsewhere. However, these policies can only do so much
because the main force increasing income inequality is that we start with
great wealth inequality and the high returns to wealth make inequality
worse over time. Policies that equalize income distribution, that strengthen
labor unions, and that increase the minimum wage will help a little, but
they ignore the main cause of the problem.



Chapter 9—Inequality of Labor Income

The Piketty inequality, r>g, is all about averages. As averages they can
disguise a great deal of important information. When Bill Gates walks into
a soup kitchen, the average income in the room will be well over $1
million. But most of the people there are not millionaires, and saying that
the average income of people in the soup kitchen exceeds $1 million does
not describe the situation very well.

Chapter 12 discusses variability in the growth of r. Chapter 9 is about
variability in the growth of g. The growth rate, g, refers to the growth of
the economy as a whole and the average growth of incomes. Chapter 2
dealt with the determinants of g, on average. There Piketty argued that g
would be low in the twenty-first century, not much more than 1%. Of
course, not everyone’s income will grow at this low rate. The incomes of
some grow faster than the incomes of others.

The issues discussed in Chapter 9 are relevant to the question of the
growth of a middle class and the growth of income inequality. The
question is what has caused the rising inequality of labor incomes. A large
majority of this chapter looks at what standard economic theory says about
the determinants of income distribution. Piketty rejects the standard view,
marginal productivity theory, in favor of an historical explanation. With
wealth destroyed, developed nations were able to transform from a society
of rentiers, where old wealth gave one income and power, to a society of
managers and super-managers, where high incomes generated wealth and
power. But before offering an alternative theory, it is necessary to deal with
the marginal productivity theory of distribution, the main economic
explanation for differences in incomes.

One question that has concerned economists for centuries, or for at least
since Adam Smith wrote The Wealth of Nations, is what determines labor
incomes or wages. Smith and most classical economists (e.g., Malthus and
Ricardo) held that wages would tend to fall toward subsistence—the bare
minimum that is necessary for people to survive and reproduce. The
standard economic explanation today is marginal productivity. According



to this theory, incomes depend on how much revenue an individual brings
to the firm they work for. A more recent addition to the economic
explanation of income distribution is superstar theory or the rise of winner-
take-all markets. This theory arose to try to explain the rising inequality of
labor incomes starting in the late twentieth century, or why most (60%) of
the national gains in income since the late 1970s have gone to the top 1%.

Marginal productivity and income distribution

Marginal productivity theory was developed by John Bates Clark (1899) at
the very end of the nineteenth century. Clark used marginal productivity
theory to argue that the existing distribution of income was fair as long as
the individual incomes received were the result of a competitive process.

To understand marginal productivity theory it helps to consider a
particular firm. When an educational institution hires an additional
teacher, it can offer more classes and more courses of study; so enrollment
should rise. The school will receive additional revenue from each new
student. The marginal productivity of the new faculty member is the
increased tuition revenue as a result of hiring the new faculty member.

Clark took the position that if everyone was paid the value of their
marginal productivity, no one could legitimately complain about how
much income they received. Everyone would get exactly what they
contributed to the production of goods and services. The resulting income
distribution would be fair and everyone would be justly compensated. On
the other hand, if someone received less than the value of their marginal
product they were being robbed or exploited.

Since the time of Clark, economists have refined and expanded the
theory, and they have sought to apply the theory to real world changes in
the distribution of income. Most of this work has focused on the
determinants of individual productivity, which then leads to an analysis of
the determinants of income inequality since, according to Clark,
individuals should be paid based on their productivity.

The most popular explanation for rising inequality at present stems from
the work of Nobel Laureate Jan Tinbergen (1975), who located the cause of
changing income distribution in the supply of labor and the demand for



labor. This approach provides the analytical foundation for most economic
studies of income inequality (Goldin & Katz 2010).

The two most important factors affecting the supply of and demand for
labor, according to Tinbergen, were education and technical change.
Expanding education reduces income inequality because it tends to
equalize the abilities of individuals in the nation. In addition, due to
education, a greater supply of educated workers will reduce their (higher)
wages. At the same time, expanding education reduces the supply of less-
educated workers. This will push up the wages of the remaining low-skilled
workers.

On the other hand, technological advance tends to increase income
inequality. Technology requires skilled and educated manpower, increasing
the demand for skilled workers and so increasing their earnings.
Technology also replaces unskilled workers and reduces their earnings.

Tinbergen saw changing inequality as the outcome of a race between
education and technology. If education gets the upper hand, income gets
distributed more equally; if technology gets the upper hand, income is
distributed more unequally.

Some problems with marginal productivity theory

Piketty (p. 417) notes that there is always a justification for extreme
inequality. The standard justification is that people deserve the incomes
and wealth that they have earned. This justification lies behind the
marginal productivity theory of distribution, and this is why Chapter 9 puts
forth so much effort to counter this theory. Piketty raises several objections
to the marginal productivity theory of distribution in this chapter.

His first objection (p. 305) concerns uncertainty. He contends that worker
productivity cannot be known before a worker gets hired. Piketty even
takes this as justification for having a minimum wage (p. 311). This
objection, unfortunately, does not get to the heart of the matter. In
economics, “as if” arguments are looked upon favorably due to Milton
Friedman’s (1953) famous methodology essay. As Lawrence Boland (1979)
explains when defending this approach, it is a pragmatic and reasonable
way to proceed because all human knowledge is uncertain. Theories are



tools and what matters is their ability to predict rather than the realism of
their assumptions. According to this methodological approach, it is not
necessary that firms have knowledge of actual worker productivity. All that
is necessary is that they behave as if they knew it, or that firms get things
relatively right. Worker productivity will vary from day to day and month
to month. If I am tired or feeling sick, I am going to be less productive. But
if my average productivity is somewhere near my average pay, the good
and bad times balance out and my annual pay approximates my average
productivity. And if firms get it wrong, it is easy to make adjustments.
Small adjustments can be made annually by giving employees who were
initially paid too much small pay increases, leading to lower real wages;
likewise, those hired at too low pay can be given large pay hikes. If large
adjustments are needed to get wages in line with productivity, firings and
promotions are possible.

Piketty (p. 311) endorses this view when he claims that it is better to pay
workers their average productivity over a month or year than their daily
productivity. Going further, he contends that unlike wealthy individuals
and large firms, workers cannot absorb large income fluctuations. Paying
workers based on average productivity is thus a form of insurance given to
the worker, which Piketty thinks is in everyone’s interest. Presumably, he is
thinking that this will enhance worker productivity and worker dedication
to the firm, and thus benefit the firm.

But all of this is not a strong argument against the marginal productivity
theory of distribution; and it does not dispute the claim of marginal
productivity theory that workers will get paid based on their contribution
to firm revenues. It only raises a few questions about the time frame over
which the marginal productivity theory holds.

A second objection to marginal productivity theory that Piketty raises is
that employers have some sort of monopoly power (or to be technical,
monopsony power over the labor market). Consequently, this is not a
perfect market, the sort of thing economists like to talk about, and marginal
productivity does not hold under such conditions.



Figure 9.2 Income inequality in Anglo-Saxon countries, 1910–2010

However, the main objection to marginal productivity theory for Piketty
is not theoretical, but is empirical in nature: “it fails to explain the diversity
of the wage distributions we observe in different countries at different
times” (p. 308). This suggests that income distribution stems from
institutional forces rather than economic forces. The salaries of top
managers in the US and in Anglo-Saxon nations are hundreds of times
average salaries, but in other countries like France the divergence is not
nearly as large. Figures 9.2 and 9.3 compare four Anglo-Saxon nations with
three European countries and Japan. These figures make clear that
inequality of labor income started rising in the former nations beginning in
the 1980s; but in the latter set of countries the wage shares received by the
top 1% have remained relatively stable since 1980. In Europe and Japan the
top 1% gained another 2–3% of total wage income over the past 30 years; in
the US the top 1% has usurped another 10–15% of total wage income (p.
320). If the marginal productivity theory of distribution was correct, and
wages were rising because globalization and/or technical change were
increasing the productivity of CEOs, we should see the same changes in all
countries portrayed in these two figures. If globalization and technology
affects the US and Canada, and is generating greater inequality there, the



same forces should affect France and Sweden to the same extent; these are
international changes affecting all countries and all countries should be
affected by them to the same extent. The fact that there are large national
differences shows that marginal productivity is not driving the sharp rise in
top incomes in Anglo-Saxon nations. The problem appears to be
institutional rather than economic.

Figure 9.3 Income inequality: Continental Europe and Japan, 1910–2010

Another case against marginal productivity theory

Economists have made much more compelling arguments against the
marginal productivity theory of distribution over the years. Marginal
productivity theory holds that each individual gets paid based upon their
contribution to the revenue received by their employer, or their
contribution to the firm. One question raised by this theory is product
exhaustion. Economists refer to this as “the adding up problem.” The
adding up problem concerns whether the sum of everyone’s pay (or their
marginal productivity) equals the value of the entire output. If not, there is
a problem because either there is too little revenue to pay everyone their
contribution to production or we don’t know who should get some of the



money received by the firm due to the output it produces.
Swedish economist Knut Wicksell first solved this problem by

demonstrating mathematically that only with constant returns to scale will
the sum of all marginal products equal the value of output. Constant
returns concern how much output increases as inputs increase. If we double
the number of acres used to grow corn and get double the output of corn,
there are constant returns to scale. If there is more than double the output,
we have increasing returns; and if we get less than double the output, we
have diminishing returns to scale. With increasing returns to scale, the sum
of marginal products would be greater than the value of output, while
diminishing returns would mean that marginal products would be less than
total output.

But people are not all the same; or, to paraphrase Orwell, some workers
are more equal than others. This is especially true of CEOs, where the usual
defense of their high incomes relies on the unique characteristics of the
particular individual. So, constant returns will not hold. People’s varying
abilities and skills, the traditional economic justification for unequal
incomes, undermine marginal productivity theory. Another approach is
needed.

Superstar theory: a defense of high incomes

Superstar theory was developed by Sherwin Rosen (1981) in an attempt to
explain why income inequality was rising at the very top of distribution,
especially for top entertainers and athletes. The insight upon which this
theory builds goes back to Alfred Marshall (1920, p. 685), whose Principles
of Economics identifies “the development of new facilities of
communication, by which men, who have once attained a commanding
position, are enabled to apply their constructive or speculative genius …
over a wider area, than ever before.” At bottom, this explanation for rising
inequality is that communication advances allow some people—top sports
figures and entertainment stars are prime examples—to reach a larger
audience and receive higher pay.

This analysis was developed further by Frank & Cook (1995), who coined
the term “winner-take-all markets.” When rewards depend on relative



performance, we have winner-take-all-markets. Using one of Robert
Frank’s favorite examples, technology lets people all over the world see
sporting events and concerts live. Decades ago this was impossible except
by actually attending the event. Preferring to watch only the very best, we
want to see Rafael Nadal play tennis and Yo-Yo Ma play the cello; and we
willingly pay for cable TV to do so. This, in turn, increases the pay of
superstars, who earn a great deal more because their performance is
televised and paid for by cable TV subscribers. The 13th best tennis player
and the 13th best cellist in the world are now very unlucky; they do worse
financially. Those further down on the list may lose their entire audience. It
is not only athletes and entertainers who are affected. Gordon & Dew-
Becker (2008) and Frank (2000) argue that winner-take-all markets have
spread beyond the world of entertainment. We want to be taught by the
best teachers, defended by the best lawyers, and operated on by the best
surgeons. In these winner-take-all markets, income flows to those at the
top; everyone else must get by with somewhat less.

Taking things even further, Gabaix & Landier (2008) argue that the real
superstars are not athletes or movie stars, but the CEOs of large firms.
Because their firms are global and they have to manage more people, it is
necessary that they receive more pay—both as a reward and as an
enticement to get the very best people to run the organization. This is
especially true in finance, and is why top hedge fund managers make so
much money. If I can do a little better than someone else, I will be in great
demand because the gains are so large from the wealth I manage. This
means that I will be able to command a much higher salary.

Piketty is skeptical of this explanation of rising inequality for a reason
mentioned earlier—it cannot explain national differences in income,
especially national differences in top incomes or CEO pay. If markets for
senior managers have become winner-take-all markets, this should be a
global phenomenon. If CEOs now work in winner-take-all markets, and if
these markets are now global rather than domestic, why are CEO salaries
in the US so much larger (relative to average wages) than in other
countries? The fact that it is primarily an Anglo-Saxon phenomenon
indicates that its cause is historical, institutional, and country specific
rather than the result of a transformation in the nature of markets due to



globalization.

Economic power

It is somewhat easy to reject most economic theories. It is much harder to
come up with good alternative explanations. The alternative explanation
that Piketty offers is a market power explanation. He notes that the
marginal productivity of CEOs or senior executives is even harder to define
than that of an average worker (p. 331). The current practice is for CEO pay
to get set by compensation committees.

The problem is that such committees are usually beholden to the senior
executives, who appoint them, and being human and well rewarded for
their efforts, don’t want to rock the boat. There is also a sort of Lake
Wobegon Effect at work. Compensation boards tend to see their senior
executives as being above average and deserving above average pay. Since
not everyone can be above average, the attempt to push senior executives
salaries up so that they are all above average, leads to an arms race, as
salaries get higher and higher. A further contributing factor is that CEOs
often sit on the Board of Directors of other firms and so vote on one
another’s pay. Their own compensation then depends on the compensation
of other (comparable) CEOs; so they have a great incentive to approve large
salaries for their fellow CEOs (Crystal 1991). Consequently, high CEO pay
is not the result of greater individual productivity, as determined by market
forces. Rather, pay is determined by one’s pals.

Since corporate governance rules and institutions differ from nation to
nation, and since each country has its own social norms about the
contributions of different individuals to firm output and about income
inequality, different nations have vastly different percentages of income
received by the top 1%. The problem of inequality of labor income is thus
the problem of how social norms get determined and what leads to changes
in these norms (p. 333). This is one reason Piketty stresses the importance
of economists working with other social scientists. Further evidence that
the problem is corporate governance and not marginal productivity comes
from studies showing that executive pay tends to be correlated with things
like sales and profit increases that are due to external factors (such as a



better economy or raw material price changes), and therefore beyond the
control of the CEO, rather than internal factors that affect firm
performance and that CEOs can control. As Bertrand & Mullainathan
(2001) argue, many senior executives are getting rewarded for no other
reason than that they are lucky—they happened to head up their firm at the
right time, when macroeconomic forces generated sales growth and profit
growth.



Chapter 10—Inequality of Capital Income

Chapter 10 concerns inequality in the ownership of wealth. This is an
important issue because it is wealth inequality that generates income
inequality. If wealth was equally distributed, everyone would (on average)
earn around 5% on their wealth, and have these annual returns as part of
their total income. Equality in the distribution of wealth would tend to
make the distribution of income more equal rather than less equal.
Whatever inequality arises from labor incomes will be reduced because
everyone will receive the same amount of non-labor income. On the other
hand, because wealth is distributed so unequally, adding 5% (Piketty’s r) of
wealth to labor income makes the distribution of total income much more
unequal than the distribution of labor income. For Piketty (p. 336), the
growing concentration of wealth is of much greater concern than the
growing concentration of labor income. It is rising wealth inequality that
threatens a return to the Gilded Age.

Figure 10.1 Wealth inequality in France, 1810–2010



Piketty begins by presenting some French data. As Figure 10.1 shows, in
nineteenth-century France the richest 1% owned around half of all national
wealth. By the early twentieth century their share of national wealth rose
to 60%. Then it dropped sharply to a little over 20% by 1960, for reasons
described in Chapter 8. Wealth inequality began to rise again in 1970; at
present, the top 1% own around 25% of aggregate wealth—less than half the
peak reached a century ago. Piketty next shows that somewhat similar
patterns exist for Britain and Sweden.

For Piketty this result is important. It shows that wealth inequality has
not returned to the levels of the Gilded Age in Europe. Instead, a middle
class has developed in France, one which owns around one-third of
national wealth. Piketty defines this group as those between the top 10%
and median wealth holding. Most of the wealth lost by the top 1% went to
this middle-income group; the bottom half of the wealth distribution has
always had little or no wealth, and has little or no wealth today. The rise of
a new middle class gave people faith in the miracle of capitalism and hope
that the class society of Europe had become a thing of the past. According
to Piketty (p. 373), this “represents a major social transformation.”
Nonetheless, the recent trend toward greater wealth inequality is
worrisome.

For two reasons the US story about wealth inequality is a bit different
than the European story. First, unlike Europe, the US had a good deal of
cheap land that was readily available during the nineteenth and early
twentieth centuries. All existing land had not already accumulated into a
few hands, which then got passed from generation to generation over
centuries, as occurred in Europe. Second, the US escaped the devastation
that Europe experienced; it did not suffer a massive loss of wealth as a
result of two wars. Consequently, the US looks like a less extreme version
of Europe. As Figure 10.5 shows, the wealth holdings of the top 1% rose
from around 25% to around 45% from 1810 to 1910. They then fell to 30% by
1940 and have since crept back up to around 35%.



Figure 10.5 Wealth inequality in the U.S., 1810–2010

Figure 10.7 Return to capital and growth: France 1820–1913

The main reason for such great wealth inequality is that wealth tends to
grow at around 5% per year. Piketty (Figure 10.7) estimates that growth
rates for wealth averaged around 5% in France during the nineteenth and



early twentieth centuries—sometimes a bit higher (6% in the middle of the
nineteenth century) and sometimes a bit lower (4% at the end of the
century), but the fluctuations are small and are centered around 5%. At this
rate, as income from capital grows, it becomes easier to save and
accumulate even more capital. This is especially true when tax rates on
income from capital are low.

There was, however, one important exception to r=5%—the early and
middle parts of the twentieth century, where due to a variety of factors the
return to capital was only 2.5%, a bit less than the growth rate of 3%. But
these circumstances cannot continue according to Piketty. Economic
growth is slowing due to a slowdown in population growth and
productivity growth (as explained in Chapter 4 above); and the returns to
wealth have returned to 5%.

With g=1% and r=5%, wealth holders must save only a bit more than 20%
of their gains to ensure that their wealth grows faster than average income
(p. 361). Taxing some of the gains to wealth reduces after-tax returns and
after-tax income, and so reduces the rate at which wealth accumulates. The
two key forces that determine wealth accumulation and wealth inequality
are thus the saving (and spending) behavior of the rich and government
taxation of wealth.



Chapter 11—Merit and Inheritance in the Long
Run

Chapter 11 concerns the consequences of r>g. In stark terms, this inequality
“implies that the past tends to devour the future: wealth originating in the
past automatically grows more rapidly, even without labor, than wealth
stemming from work” (p. 378). Figure 11.1 best illustrates this principle at
work. It shows the ratio of inheritances to GDP in France. While remaining
steady at around 20% for most of the nineteenth century, it rises slightly to
24% by 1880 and then falls precipitously to 4% by the end of World War II.
Essentially, the two world wars set the wealth counter back to zero. The
great inequality that existed at the beginning of the twentieth century
disappears and wealth becomes a less important determinant of income
inequality. Perhaps most important of all, this change gave people hope
that one downside of capitalism (great income and wealth inequality) had
been eliminated.

Figure 11.1 The annual inheritance flow as a fraction of national income, France 1820–2010



Figure 11.12 The inheritance flow in Europe 1900–2010

At the end of the twentieth century wealth inequality again began to
rear its ugly head. Inheritances and gifts rose to over 12% of GDP. While
still considerably less than the figures from the nineteenth century and
early twentieth century, it points to a return of the rentiers. Similar things
are true for Germany and the UK. As Figure 11.12 shows, inheritances fell
in these two nations during most of the twentieth century. But, starting in
1980, we see a resurgence of inheritances relative to the size of the
economy.

Even worse, “r>g implies that the entrepreneur always tends to turn into
a rentier” (p. 395). The children of Bill Gates do not have to work; they can
live off the wealth that Bill Gates accumulated. Chapter 4, above, provided
numerical examples demonstrating this fact of economic life; it showed
that after a few generations a little bit of wealth can grow and render the
income from labor irrelevant to one’s current standard of living. This
process deprives society of a good deal of creative talent.

This is important not just for economic reasons, but for political and
social reasons as well. The top 1% of wealth owners are an elite “that plays
a central role in shaping the economic, political, and symbolic structure of
society” (p. 409) when they control a large fraction of the national wealth.
This was the case of the aristocracy in nineteenth-century France; it is the



case today for those who have inherited a great deal of wealth. Yet, for
those born between 1910 and 1960 this was not the case—because much
wealth had been destroyed the wealthy had less wealth to throw around
and one could reach the top 1% of earners without having a great deal of
wealth. We see this in the control of the media and national conversations
on important issues by wealthy individuals, including Rupert Murdoch
controlling Fox News and the Wall Street Journal. We see it in the efforts
to lobby in Congress and have Congress pass legislation that supports the
well-to-do.

The logic of r>g, Piketty contends, is a property of capitalist economies.
It is capitalism that generates large returns relative to economic growth,
leading to growing inequality. Piketty seems to think that this is not
sustainable; forces of democracy will arise that oppose concentrated income
and wealth. Similarly, Marx saw workers rising up and revolting against
the capitalist system and the problems it created. Unlike Marx, Piketty does
not talk about any imminent worker revolt and it appears he does not seem
to think that worker revolt at the workplace can change things very much.
Worker strikes for slightly higher wages, as took place in the Marikana
mines and Piketty discusses in Chapter 1, will have little or no effect on
income distribution in the long run because it affects neither g nor r in
significant ways. If there is a revolt, it will have to be at the ballot box.
Citizens, the large number of middle-income and low-income households
will vote for politicians who will pass legislation to ameliorate rising
inequality. One model for this is what happened in the US during the so-
called progressive era of the late nineteenth/early twentieth century,
another period of great and rising inequality.

A contradiction in capitalism?

Despite the hope he places on democracy and the ballot box, Piketty, does
not make a case that the problem of inequality is due to capitalism.
Moreover, this would be a hard case to make empirically. A good empirical
case, something dear to Piketty’s heart, can be made that the problem goes
back to medieval times and is a problem of compound interest or
differential rates of growth rather than some fundamental characteristic of



capitalism. In ancient and medieval times, some people accumulated great
wealth through their land holdings. Those owning land got richer; those
without land struggled to survive as serfs and tenant farmers on the land. If
the wealth of feudal lords grew by more than average incomes, they got
relatively richer over time. This is how a good deal of the vast fortunes in
Europe had accumulated by the nineteenth century, although the
development of capitalism did allow for other routes to wealth through
building a successful business.

Figure 10.9 Rate of return vs. growth rate at the world level, from Antiquity until 2100

There were also forces at work that restrained the growth of a very large
wealthy class of entrepreneurs, thereby perpetuating existing wealth
inequality. As businesses arose, there were advantages to those who went
first; they were able to accumulate wealth and keep out competition, as
well as potential competitors. For example, Acemoglu & Robinson (2012)
argue that wealthy families in medieval Venice kept others from obtaining
economic and political power. This made it impossible for those with
limited capital to pool their resources and compete in long-distance trade
with wealthy families. This both slowed growth and enhanced the returns
received by wealthy Venetian families. Wealth thus generated even more



wealth.
Perhaps the simplest way to make the point that rising inequality is not a

characteristic of capitalism is to make use of Piketty’s own data. Figure 10.9
shows long-term historical trends for r and g. These numbers seem to hoist
Piketty by his own petard. They make clear that for 2000 years of human
history, even before the development of capitalism, r>g. If the problem is
r>g, and if r>g was true before capitalism arose as well as during the reign
of capitalism, the problem cannot lie with capitalism. It must come from
elsewhere. One possibility is that it is the economic power that comes from
possessing great wealth, rather than an economic system called
“capitalism,” that drives inequality.

The important point to note here is that capitalism is not the only route
to riches. It is not the sole and unique cause of r>g. The same inequality
applies to a feudal economy or a socialist economy, where the government
owns all the means of production (i.e., all the capital). If people own
government bonds and cash, that is their wealth. If the return to this wealth
grows faster than the whole economy, then wealth inequality rises under
socialism according to Piketty’s famous inequality.

As noted earlier in this chapter (and in Chapter 4 above) wealth
inequality arises from unequal wealth holdings plus the power of
compounding. It is the same sort of problem, but with two different growth
rates, that Malthus [1798] recognized in his Essay on Population. When one
thing grows much faster than another, it soon overwhelms the ability of
the one growing more slowly to keep up.

Equally important, and as Piketty makes clear, r>g is a principle with
many qualifiers. It is a tendency rather than a law. Nothing requires that
r>g or that inequality keeps rising. One important qualifier is that most
returns to wealth do not get consumed, which would reduce the growth of
wealth. Second, it assumes that estates are not broken up into a large
number of parts from one generation to the next. Third, it assumes that
everyone receives average returns to their wealth. These qualifications are
worth a brief discussion.

First, the consequences of the Piketty Inequality assume that those with
wealth will not consume large fractions of the annual return to their
wealth. This is important because wealth grows only if the returns to



wealth are not spent (or taxed away). For wealth inequality to rise, and
therefore for income inequality to rise, it is necessary that the net additions
to wealth exceed the average growth of the economy. This is part of
Piketty’s other fundamental equation, the one concerning beta. This
equation made clear that the savings rate (mainly due to the wealthy
saving their returns) was a key determinant of the wealth-to-income ratio.
Additions to wealth will depend on saving some of the dividends, interest,
and capital gains that accrue every year to those with wealth. The key then
is not r>g, which Piketty emphasizes, but (r–c)>g, where c is the propensity
to consume out of wealth. If I earn 5% on my wealth of $100 million, and I
consume all of this, or $5 million during the year, my wealth does not grow
at all. This alone solves the problem of rising inequality. At the other
extreme, as with the example from Chapter 4 above, if I don’t consume out
of my wealth (because I also have labor income, which supports my
consumption), my wealth grows by its entire 5% return.

Economists have provided many explanations for the spending behavior
of the wealthy and why those with wealth might consume a great deal of
their wealth. One of the most famous comes from Thorstein Veblen (1899),
who wrote during the Gilded Age in America. Describing the behavior he
saw, Veblen thought that the very rich engaged in conspicuous
consumption. They tended to be ostentatious and to consume rather than
save. He held that the wealthy wanted to impress others and to give the
impression of being even more affluent than they actually were, in the
belief that this would lead to financial benefits in the future. This would
lead the wealthy to consume large fractions of r, keeping their wealth from
accumulating further. Another explanation for spending returns to wealth
comes from Franco Modigliani (1966; & Brumberg 1954), who developed
the life-cycle theory of consumption. According to the life-cycle
hypothesis, people save during their working years to consume during their
retirement years with the same standard of living they had while working.
Modigliani held that people recognize that you can’t take it with you and
so tend to spend their wealth during their lifetime. For Modigliani, those
with large wealth holdings will tend to consume large fractions of their
returns, especially as they age. As a result, most wealth will wind up being
consumed; little wealth will remain to leave to one’s heirs.



A good deal of economic research has examined the propensity to
consume out of wealth. This research does not provide a great deal of
support to the theories of either Veblen or Modigliani. It concludes that an
increase in wealth of $1 on average will result in 5 cents additional
consumption (Poterba 2000; Starr-McCluer 2002). The rest gets saved and
added to wealth. This makes (r–c)=.95r. Concretely, this means that few of
the gains from wealth, or very little of the 5% return, will go to additional
spending. A very large part of the income from owning wealth will get
saved and most of it will add to future wealth. Even if these estimates are
very wrong, and consumption is double or triple the empirical estimates
made by economists, consumption out of wealth will reduce r to only 4.5%
from 5%. Adding taxes of 20% (the average tax rate in the US over the past
half century) on top of this spending by the wealthy reduces the return to
3.5%, still well above the 1% growth rate.

A second qualification concerns the division of large inheritances among
many heirs. Piketty (p. 362) notes that the accumulation of wealth over
long time periods depends on decisions by the very wealthy to have
children. Having many heirs reduces the accumulation of wealth
substantially. The more children they have, the more their wealth will get
divided up and reduced. This is one reason that in the past it was the eldest
son who inherited estates. It avoided the fragmentation of wealth and
power when estates got divided up equally among many children. In
addition, unlike today most wealth in the nineteenth century was land
wealth. This is much harder to divide up among heirs than financial
wealth, which is another reason estates used to be passed to the eldest son.
Having to divide up a large estate among many heirs greatly reduces the
concentration of wealth. Capital in the Twenty-First Century contains very
little discussion about family size. However, this topic is important for the
main argument of the book. A $5 million estate, divided up equally among
5 children, results in just $1 million for each child. It significantly reduces
the accumulation of large estates and the great wealth that would
accumulate over time with just one heir.

A third qualifying factor is that not everyone receives the same return on
their wealth. Some will earn a lot more than 5%, some a little more, some a
little less, and some a lot less. Some people get lucky or are more



knowledgeable; they will receive higher rates of return—maybe closer to
10% than to 5%. Others will get defrauded of their wealth, such the victims
of Bernie Madoff and the Enron scam. Stocks can tumble in value. Bonds
can go into default. This destroys the wealth of those holding large
quantities of these financial assets. Chapter 12 of Capital in the Twenty-
First Century discusses this issue in detail and its implications for wealth
inequality.



Chapter 12—Global Inequality of Wealth in the
Twenty-First Century

This badly titled chapter concerns the variability of returns to capital. It has
little to do with global wealth inequality. Its key point is that the average
return to wealth, 5%, is just that—an average. Some years returns are
greater and some years they are less. Even more important for
distributional issues, some people earn more than a 5% return on their
wealth while others earn less than 5%. The equation r=5% only says that the
average return comes out to 5%. Chapter 12 makes a case that those with
more wealth tend to earn higher returns than average and those with less
wealth tend to earn smaller returns. This makes the inequality problem
even worse than what follows from r>g. Because the wealthiest. 1% or. 01%
earn more than average they pull away faster from the merely wealthy
(others in the top 1% of the distribution) and from the rest of us.

There are two main reasons those with more wealth earn higher returns.
The first reason is nicely summarized by the phrase “wealth is king.” Those
owning a great deal of wealth can hire better financial consultants and
advisors, who will get them above average returns on their money. A
second reason comes from one of the most basic and important principles
of finance; it can be summarized by the phrase “risk gets rewarded.” If you
risk more, you will earn (on average) higher returns on your money. Those
with more wealth can afford to be more patient and to take more risks. If
you are going to retire soon, and you don’t have a great deal of wealth, you
need to be conservative. You can’t afford a sharp stock decline when you
are about to retire because you will need your money to support yourself
soon. While stocks may recover, this recovery might come too late to help
you in retirement. On the other hand, if you have a secure cushion of
wealth, you can take more risks with the remainder of your wealth and
earn a return on it that is higher than the average return, r.

Piketty (p. 435) provides some evidence that the extremely wealthy do in
fact receive higher returns than the merely wealthy. One bit of evidence



comes from annual wealth estimates made by Forbes magazine. Since 1987
Forbes has compiled a list of the world’s billionaires and the net worth of
these billionaires. Using this list, Piketty estimated the growth of those with
the highest net worth. As Table 12.1 shows, the very wealthy have done
much better than average.

Another bit of evidence comes from returns on college endowments. US
universities differ widely on the size of their endowment, or their wealth.
They all hire financial advisors to help grow that endowment. Schools with
large endowments can pay more (offering a small fraction of the
endowment gains), and thereby attract better advisors because a small
fraction of the annual gain is a lot more money due to the large
endowment. One percent of $10 billion is 1000 times greater than 1% of $10
million.

Table 12.1 The growth rate of top global wealth, 1987–2013

Average real growth rate per year
(after deduction of inflation)

1987–
2013

The top 1/(100 million) highest wealth holders
(about 30 adults out of 3 billions in 1980s, and 45 adults out of 4,5
billions in 2010s)

6.8%

The top 1/(20 million) highest wealth holders
(about 150 adults out of 3 billions in 1980s, and 225 adults out of
4,5 billions in 2010s)

6.4%

Average world wealth per adult 2.1%
Average world income per adult 1.4%
World adult population 1.9%
world GDP 3.3%
Sources: see piketty.pse.ens.fr/capital21c.

Note: Between 1987 and 2013, the highest global wealth fractiles have grown at 6%–7% per year, vs.

2.1% for average world wealth and 1,4% for average world income. All growth rates are net of

inflation (2.3% per year between 1987 and 2013).

Public records show that the richest US universities tend to do much
better than schools with smaller endowments. They actually do earn higher



returns than average and their endowments grow faster (ignoring any
increases from new contributions, which are like additional savings added
to household wealth).

The result of r>g, in conjunction with the fact that higher returns go to
those with great wealth, is that large fortunes get concentrated in relatively
few hands. Enormous wealth can then perpetuate itself and grow rapidly
while everyone else struggles to survive. Piketty argues that this has no
economic or social or philosophical justification. Originally, wealth arose
partly from entrepreneurial labor, partly from luck, and partly from theft.
As it got passed from one generation to another, wealth is held by someone
because it was inherited. This is the main justification for a wealth tax. Part
Four of Capital in the Twenty-First Century makes this case.

Summary and conclusion

Part Three of Capital in the Twenty-First Century focuses on the Piketty
Inequality r>g. The former parameter refers to the gains to wealth; the
latter to economic growth. Although not everyone gets the same return, r,
not everyone’s income grows by the same amount either. Again, these are
both averages. Inequality increases because returns to wealth grow faster
than the overall increase in income (including the income that goes to those
with wealth, since the returns get counted as part of income). The larger
the gap between r and g, the faster wealth inequality increases. Piketty (p.
463) worries that the gap between r and g will grow over time due to
slower population and labor force growth. On the other hand, he thinks r
will remain constant. Making matters worse, as Piketty demonstrates, those
with more wealth tend to earn higher returns on their wealth. This also
pushes up inequality. If these processes are sustained over a few
generations, this will return us to the Gilded Age, where economic and
political life is dominated by rentiers. Piketty fears that we are already well
on our way to this point.
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7
A Taxing Wealth of Policy Options

(Part Four: chapters 13–16 and the
Conclusion)

“The man of great wealth owes a peculiar obligation to the state because he derives special
advantages from the mere existence of government.”

—Theodore Roosevelt

Introduction

Part Four concerns public policy. It is about the role of the state and what
the state can do about inequality. It addresses issues such as how large the
state should be, appropriate tax policy, and the problem of government
debt. Part Four has been the most criticized part of Capital in the Twenty-
First Century, especially its main policy proposal, a global wealth tax. On
the other hand, it is probably the least read part of the book.

Criticism of the global wealth tax has come from across the entire
political and economic spectrum. Those on the right have objected
vehemently to it. Some opponents of higher taxes have engaged in
gratuitous name calling, deeming anyone a socialist who proposes higher
taxes for whatever reason. Ross Douthat (2014) suggests in his New York
Times op-ed column that conservatives attacking the book have not really
read it. Yet, he thinks he understands the argument well enough to
proclaim that “Karl Marx is back from the dead.” Likewise, James
Pethokoukis (2014) in The National Review proclaims that Piketty is some



sort of Marxist. These are people who understand neither Marx nor Piketty.
Yes, there is a similarity—both Marx and Piketty see problems with
capitalism. But who doesn’t see problems with capitalism, especially after
the fall of Lehman Brothers and the Great Recession. Based on this
criterion, nearly everyone counts as a Marxist.

Almost as bad have been objections that higher taxes would give the
government more money to waste—as if businesses never wasted money
and consumers always spent their money cautiously and rationally (e.g.,
households would NEVER apply for or get mortgages they couldn’t
possibly repay). The more reasonable objections from the right have
focused on the disincentives to work hard, earn money, accumulate wealth,
and provide for one’s children and grandchildren as a result of the wealth
tax (Mankiw 2014).

Those on the left and toward the center of the political spectrum have
generally supported a global wealth tax in principle. However, their main
objection is that this policy proposal is impractical because it could never
get passed by legislators. Political and popular opinion in the US runs
strongly against any tax increases. Opposition would run stronger against a
tax stemming from some international agreement requiring nations to
share information on individual wealth holdings. Somewhat ironically,
after contending that such a global wealth tax would never be enacted,
these critiques typically push other policies, invariably the personal
favorites of those criticizing Piketty, that are just as unlikely to get enacted.
Moreover, these are all policies that Piketty supports; he just does not think
that they can remedy the problem of wealth inequality. This is why he does
not advocate them as strongly as he does a global wealth tax. Before we get
to the wealth tax, however, we need to take a step back with Piketty and
look at public policy in general.



Chapter 13—A Social State for the Twenty-First
Century

This first policy chapter provides a big picture, focusing on the economic
role of the state. After summarizing the main lesson from the first three
parts of the book, it introduces the idea of a global wealth tax. Piketty (p.
471) is clear that his proposal is somewhat utopian, but contends it is better
than a progressive tax on income. An income tax gets at the problem of
income inequality, the main distributional problem in the late twentieth
century, but does not address the problem of wealth inequality. To the
contrary, it perpetuates wealth inequality because it only taxes returns to
wealth, or the income flows from wealth. Since large wealth holdings are
not reduced, wealth continues to earn large returns. Wealth inequality
needs to be addressed directly according to Piketty, by taxing wealth.

Chapter 13, however, is not about the wealth tax; it is about the state.
Piketty notes that the government is under attack throughout the world.
This is especially true in the US where the Tea Party has called for reducing
the size of government, abolishing the Federal Reserve and reinstituting the
gold standard. The state is also under attack in Europe, where there has
been a push for austerity, or reduced government spending, despite high
unemployment.

Piketty, as is his wont, takes an historical perspective on the state. He
shows (p. 475) how the size of the state has changed in four countries
(Sweden, France, Britain, and the US) over a long time horizon. To measure
this he looks at the ratio of government tax revenue to national income, a
reasonable proxy for the size and role of the state. When governments
spend money, either to fight a war or provide social benefits to its citizens,
taxation is the main source of its revenues. If taxes rise, government
spending tends to be higher and the state has a larger role in the national
economy.



Figure 13.1 Tax revenues in rich countries, 1870–2010

Figure 13.1 shows that taxes as a percentage of GDP remained relatively
flat, at a bit less than 10%, in all four countries between 1870 and 1910.
Thereafter, taxes as a fraction of GDP increased sharply and continued
rising until the latter part of the twentieth century. For the US, taxes level
off at around 30% of GDP in 1960. The ratio levels off in the UK at around
40% in 1970; it levels off in 1980 at a bit less than 50% in France and at a bit
more than 50% in Sweden.

The main reason for rising tax burdens during the twentieth century is
that governments provided more public goods for its citizens, particularly
national defense, infrastructure, and public safety. In addition, once
important private needs are met, the next set of needs require government
expenditures. John Kenneth Galbraith (1976, p. 192) described this situation
well.

The family which takes its mauve and cerise, air-conditioned, power-steered and power-braked
automobile out for a tour passes through cities that are badly paved, made hideous by litter,
blighted buildings, billboards and posts for wires that should long since been put underground.
They pass on into a countryside that has been rendered largely invisible by commercial art… .
They picnic on exquisitely packaged food from a portable icebox by a polluted stream and go on
to spend a night at a park which is a menace to public health and morals. Just before dozing off
on an air mattress, beneath a nylon tent, amid the stench of decaying refuse, they may reflect
vaguely on the curious unevenness of their blessings.



Finally, taxes have increased because over time the state has taken on
functions that had previously been the purview of the market but that
people came to see as things that all citizens should receive—health,
education, protection against economic adversity (unemployment
insurance), and the ability to retire (old-age pensions).

Taxing income, according to Piketty, is how the government finances the
provision of public goods; it is not how they redistribute income and it is
not a good way to redistribute income. He notes that there is little support
in developed nations for further income taxation. A high tax burden
already exists, and slow growth makes people reluctant to give more of
their income to the government.

The limits of government and the limits of Piketty

Chapter 13 makes a strong case about the limits to government and
government expenditures. This view is diametrically opposed to the claims
made by many commentators on Capital in the Twenty-First Century.
Contrary to these critics, Piketty realizes that government can only grow so
big and only tax so much. He thinks these limits have been reached and
that the numbers demonstrate this.

While Piketty makes a good case here, he fails to answer some big
questions about taxation and the size of government. Piketty tends to steer
clear of such questions, mainly because he does not like forecasting the
future. Still, it is worth asking why the level of government spending and
tax rates remain stuck at 30–35% of GDP in the US and Japan, but
plateaued at higher rates in Europe. Why are taxes more than 45% of GDP
in Sweden and France? And if public goods (such as thwarting climate
change) become more important as incomes levels rise, why is 45% or 50% a
limit to the size of government?

Although Piketty passes over these questions, not everyone is equally
shy about making a case for higher taxes and more government spending,
especially when it involves the spending laggards. Political scientist Lane
Kenworthy (2014) argues that the US can and should be more like the
Nordic nations, providing a vast array of social programs. All that is
necessary is to emulate successful programs employed elsewhere.



Kenworthy also explains how additional government expenditures can be
financed. He proposes eliminating tax expenditures (deductions for things
like mortgage interest) and also a few tax hikes—a value-added tax, a
carbon tax, higher Social Security taxes, and repealing the Bush tax cuts.
The US tax system would not become more progressive due to these tax
changes, and government debt levels would not increase, but there would
be money to fund progressive spending programs. While the case for a
larger government role is clearest in the US, a similar case can be made for
Europe.

Early in his career Galbraith ([1958] 1976) advanced similar arguments
about the need for more government spending and supported using
regressive sales taxes to finance these programs. Later he saw that taxing
the wealthy was necessary not just to fund spending programs but also to
reduce their economic power. In one of his more memorable lines, he
talked about raising income taxes on the rich until they screamed loudly
(Galbraith 1992, p. 179). Galbraith, however, did not foresee that the rich
would catch on. They began to scream loudly any time they were forced to
pay taxes, claiming taxes were too high and were tantamount to the theft
of earned income.

Piketty seems to get this point for wealth taxes, but he misses it for
income taxes. Like wealth taxes, income taxes reduce the economic and
political power that goes to those with great wealth and income. That is
one major function of income taxation. Galbraith did not make this case
with extensive data, but he saw the need for sharply progressive income
taxes to reduce the economic and political power of the very rich. Let’s look
further at what Piketty has to say about income taxation.



Chapter 14—Rethinking the Progressive Income
Tax

The essence of Chapter 14 is summarized well by its title. It is a balanced
discussion of income taxation. It explains the pros and cons of progressive
income taxes, and discusses how income tax might help reduce inequality.
Overall, Piketty is somewhat ambivalent—sometimes he opposes more
progressive income taxes and sometimes he supports more progressive
income taxes. But before we get to this, it is worth looking at what Piketty
has to say about corporate income taxes.

Corporate income taxation

The corporate income tax has been the subject of much debate over the
years. Its critics argue that the corporate income tax results in double
taxation. Corporate profits are taxed first when they are made by the firm;
they are taxed again when profits are paid out to people as dividends, or
when profits increase share prices and stocks are sold. I have always found
this to be a rather silly argument. Income gets taxed many times in many
different ways. There are income taxes (sometimes by several levels of
government), sales (or VAT) taxes, property taxes, payroll taxes,
unemployment insurance taxes, etc. If labor income can get taxed in many
different ways, there is no reason corporate income should be treated
differently.

On the other hand, defenders of the corporate income tax usually note
that a great deal of corporate profits would never get taxed without a
corporate income tax. Stocks that have gained in value and are not sold are
not subject to income taxation; they can even get passed on to heirs tax-
free. Shares of stock owned by non-profit organizations, such as
universities and pension funds, also escape taxation.

Another argument in favor of corporate income taxes comes from the
principle of vertical equity. This principle holds that those who can afford



to pay more should actually pay higher tax rates on their income. As
Piketty has shown in Capital in the Twenty-First Century, until you get to
the top of the wealth distribution, individuals own very little corporate
stock. Owners of stock tend to be much wealthier than average citizens and
they have a greater ability to pay taxes. It is not entirely clear who pays the
corporate income tax, but most public finance scholars agree that the
majority of the tax is paid by the owners of the corporation or shareholders
rather than being passed to consumers or workers (Pechman 1974, 1985; &
Okner 1974).

A final problem is that eliminating corporate income taxes would create
great incentives for incorporation. Wealthy individuals would have both
the economic incentive (lots of tax-free income) and the wherewithal to set
up a corporate entity that pays them a minimal salary but whose assets
they control. Their meager pay from the corporation that they head up
would be taxed on individual income tax returns; everything else (their
savings, or a large fraction of the income going to the firm) would be tax
exempt. Since there are costs to incorporating, only those with high
incomes would find this option worthwhile. Moreover, the revenue loss
would require other households to pay higher taxes, or the government
would have to cut spending programs that benefit everyone, or run larger
budget deficits which mainly benefit the wealthy (more on this later).

The real problem with the corporate income tax is not that it taxes
income twice, but that it is threatened by international tax competition.
Firms are multi-national while governments are national entities. This
enables firms to play one country against the other to obtain lower tax
rates. Companies can threaten to move their headquarters from the US to
Ireland, saving a percentage point or two in taxes on their corporate profits,
unless the US lowers its corporate tax rate. Then they can tell Ireland that
they will consider moving there if they reduce their corporate tax rates
even further. In this fashion, nations effectively compete against each other,
lowering their corporate income tax rates in the hope of getting some tax
revenue. But this is a race to the bottom that no country can win, as
nations continuously bid down their corporate tax rate and are forced to
get revenues from elsewhere or cut important social spending.

The consequences of this are clear. Figure 5 below shows that corporate



income taxes in the US have fallen from 30–40% of total Federal revenues
in the 1940s and 1950s to less than 10% today. One main reason corporate
income taxes have become a smaller share of Federal government revenues
over time, despite soaring corporate profits, is that corporations have come
increasingly to book their profits in low-tax countries.

Despite these trends in the US and elsewhere, Piketty (p. 561) wants
governments to rely more on corporate income taxes for their revenue. To
get around the problem of nations competing by offering lower and lower
corporate income tax rates, he proposes apportioning corporate tax bills
based on the fraction of their wages or sales in each country rather than
where the multi-national firm declares its profits come from.

Figure 5 Type of tax as a share of total Federal revenues: 1974–2011



This is not headline-grabbing, as is a global wealth tax; tax reform is
never as sexy as a new tax. However, this proposal warrants serious
consideration. It is similar to what US states came up with to deal with the
problem of tax inversion—combined reporting.

Tax inversion occurs when a US company is acquired by a company
overseas, thereby becoming a foreign firm. The company thereby escapes
paying taxes to the US government on profits earned outside the US. It still
pays taxes on profits earned inside the US; but it is paying less because
multinationals have become adept at booking profits to countries having
the lowest tax rate.

Similar problems exist within the United States because states impose
different tax rates on corporate profits. Twenty-four US states have adopted
combined reporting as a means of combatting corporate tax avoidance
within the US—booking profits in states with low tax rates. Under
combined reporting, parent-firm profits and subsidiary profits get added
together for corporate income tax purposes. Profits get allocated to each
state based on economic activity in the state rather than profits reported by
the corporation. For example, if Actavis (a New Jersey company that
recently became Irish through inversion) makes $4 billion in profits, and
half its wages are paid to NJ workers (or half its sales occur in NJ), it gets
taxed in NJ on $2 billion—regardless of where the company claims to have
made its profits. With combined reporting, corporations can no longer
escape corporate taxes by shifting profits to a low-tax state in the group.
This has increased state corporate income tax collections by 10 to 25%
according to most estimates (Mazerov 2009). Something similar can be done
at the national level. Corporate revenue across nations can be combined
and profits allocated for tax purposes based on the distribution of sales
rather than based on where firms claim to make their profits.

The reason Piketty does not spend a great deal of time discussing and
pushing this proposal may stem from the fact that (like higher marginal
income tax rates) he thinks it will affect income distribution but not wealth
distribution. If corporations pay higher taxes there is less profit to distribute
to the owners as dividends. This reduces the current income of wealth
holders but not their wealth. However, the impact of such a policy reform
goes beyond this. Higher corporate income taxes also reduce future after-



tax profits, which should affect the value of corporate stock. This, in turn,
will lower the company stock prices. Since the wealth portfolio of the very
rich contains a higher percentage of stock compared to middle-income
households (which own little or no stock), this policy should have a
significant and substantial effect on wealth inequality as well as income
inequality.

Progressive individual income taxes

Individual income was taxed for the first time in the US in 1862. Until then,
tariffs were the main source of government revenue. Because import taxes
were unable to raise sufficient revenue to fight the Civil War, income came
to be taxed. In 1872, shortly after the war ended, Congress allowed the
income tax to expire. It was revived in 1894 to generate more revenue for
the Federal government. However, a landmark 1895 Supreme Court
decision (Pollock v. Farmers’ Loan & Trust Company) held the tax to be
unconstitutional. In 1913, the 16th Amendment to the Constitution was
passed by three-quarters of all US states, giving Congress the authority to
tax both individual and corporate income. Believe it or not, Congress
responded quickly. It immediately passed the 1913 Revenue Act, imposing a
1% rate on all corporate income and personal income greater than $3,000
(around $70,000 today), with a 6% surcharge on incomes above $500,000
(more than $10 million in today’s dollars) (Davies 1986, p. 23).

The French individual income tax likewise began in 1914. At first it
applied to only the richest 2% of the households, and the top marginal tax
rate was only 2%. Rates increased considerably during World War I. In
1924, the top rate in France reached 90%. The reach of the tax has also
expanded over time, and now encompasses the vast majority of the French
population. The UK income tax was first implemented by William Pitt the
Younger in 1798 to help pay for the Napoleonic Wars. Incomes in excess of
£60 (£5,348 in 2014 pounds, the equivalent of around $10,000) were taxed at
around 1%. The tax was abolished in 1816, after the Battle of Waterloo, but
re-introduced in 1842; it has since been a permanent feature of the UK tax
system and garners revenues from the majority of UK citizens (Kay & Kay
1978).



The history of the individual income tax is quite similar in these three
countries. In fact, it is similar just about everywhere. Income taxes were
originally levied on only the wealthiest families—typically the top 1% or top
2% of earners. As government revenue needs grew, and government
programs came to benefit the poor and middle class, the reach of the tax
was extended to a much larger percentage of the population at the same
time that tax rates rose.

Like the corporate income tax, the individual income tax has been
subject to a great deal of criticism over the years. It has been attacked
philosophically (the tax abrogates individual freedom to spend the money
one earns) and economically (it causes people to stop working). As the
individual income tax became more progressive, as the top marginal tax
rate rose, these problems were thought to become much worse. Piketty (p.
505) acknowledges these criticisms, but notes there are positive social
effects of progressive taxation as well as negative economic effects. For
him, the top tax rate is a compromise between social justice, or the social
programs funded by taxation, and individual freedom. As social mores and
public opinion change, so must tax rates.

This can be seen in Figure 14.1. Since the end of World War II top
marginal tax rates declined sharply in France, Germany, the UK, and the
US. In the UK, the top rate fell from nearly 100% in the 1940s (raised to help
fight World War II), to around 90% in the 1960s (when George Harrison,
aghast at what he had to pay on his record royalties, wrote Taxman, with
the memorable line: “and you’re working for no one but me”), to the
current 40%. In Piketty’s France, 60–70% tax rates prevailed from the 1940s
until the end of the twentieth century, when they were cut to 50%. But the
greatest change has taken place in the US, where a top tax marginal tax
rate of over 90%, during the 1940s, fell to 70% in the 1960s and then to
under 30% in the 1980s during the Reagan revolution. Starting in the 1990s,
it has stabilized in the 35–40% range.



Figure 14.1 Top income tax rates, 1900–2013

Lower top tax rates did not reduce government revenues. As Figure 13.1
(p. 130) shows, government tax collections have been relatively stable since
1980. With taxes constant relative to income, and with tax rates falling for
the very wealthy, the middle-class and low-income households came to pay
a larger share of total taxes and a larger share of their income in taxes. We
can see this most clearly in the case of the United States, where two main
forces were at work. First, there was an increase in Social Security taxes
and a decline in corporate income taxes as a fraction of government tax
collections. Second, the individual income tax became less progressive in its
incidence (Pechman 1974, 1985; also see, again, Figure 5).

Similar things are true of France. According to Piketty (et al. 2011), the
French tax system can be described as proportional at best. At the very top
it is regressive—the tax rate paid by the top 5% is lower than the average
tax rate of those making a little bit less income. Moreover, Frémeaux &
Piketty (2013, p. 39) cite research showing that French income taxes became
more regressive during the first decade of the twenty-first century.

It is not just the tax burden on income that has been affected by lower
marginal rates. Taxes do not exist in an economic vacuum; they affect
individual behavior. Conservatives tend to focus on such incentives, but



look only at disincentives to work. Besides this, there is an incentive to
work more when taxes increase in order to maintain my standard of living.
There is also an incentive for senior executives to try to get more of the
revenue coming into the firm if they are able to keep most of it. Piketty (p.
509) notes that there is a strong correlation between declines in the top
marginal tax rate in various countries between 1980 and today and the
greater share of national income going to the top 1%: “countries with the
largest decreases in their top tax rates are also the countries where the top
earners’ share of national income has increased the most … [c]onversely,
the countries that did not reduce their top tax rates very much saw much
more moderate increases in the top earners’ share of national income.”
Going further, he argues that there is a causal factor here; it is not just a
matter of correlation. Lower top rates led senior executives to demand
higher salaries. They were willing to fight compensation committees for
more money because they were able to keep more of the money that they
got paid.

CEO salaries in the US are now 331 times the salary of an average
worker —up from less than 50 in 1983 (AFL-CIO 2014). The two main
economic explanations for this change focus on supply issues. First, it is
claimed that there is a short supply of managerial talent relative to the
demand for it. Second, it is claimed that managers have more responsibility
now that companies are global and they are doing more, and earning firms
greater profits, and so warrant a higher salary (Gabaix & Landier 2008).
Piketty rejects the lack of talent explanation for this phenomenon, but does
not explain why; however, it is easy to provide some support to Piketty
here. If one looks at the rising number of MBAs graduating each year, and
the rising percentage of the population with these credentials, one would
think that there is plenty of managerial talent to go around. Piketty does
not address the argument of Gabaix and Landier that the rise of senior
executive pay was due to their managing a larger firm. But this argument
also is easy to refute. If greater inequality in firm pay reduces profitability
and worker productivity (see Chapter 3 above), this counters the argument
of Gabaix and Landier that CEO pay should rise due to economic
performance.

Another counterargument to Gabaix & Landier is that CEO salaries are



not rising to the same extent everywhere in the world. The extremely sharp
increase in CEO pay in the US has not been replicated in Japan or in most
of Europe; but CEOs have taken on more responsibilities and are doing
more regardless of where company headquarters are located. In addition,
employees at large corporations have been working longer and harder, and
they have taken on a whole lot more job responsibilities. Yet, their pay has
not grown by nearly as much as CEO pay. In the US, real median wages
and real median household income have remained stagnant for nearly a
quarter century.

Despite his weak criticism of rising CEO pay, Piketty seems to recognize
that high marginal tax rates can limit top incomes by lowering the
incentive of CEOs to take more pay. He even estimates an optimal marginal
rate of 80% (p. 512f.) for the top. 5% to top 1% (or those making over $1
million and $500,000 per year, respectively). He contends that such high
rates would not slow economic growth because the extra money is not an
incentive to work at this high level and that it would not lead executives to
move to a country with lower tax rates. Taking this point even further,
Joseph Stiglitz (2012) argues that these high salaries are actually rents that
stem from the economic power of CEOs rather than incentives to work or
rewards for good work. As such, reducing or eliminating them should not
impact either economic growth or productivity growth.

Piketty does note that high tax rates would not generate a great deal of
additional revenue for the government because it will reduce the pay of
senior executives at the same time as it extracts a larger fraction of that
pay. Piketty (p. 513) also realizes that politically this is unlikely to happen,
especially in the US. In contrast to Chapter 15, here he shuns a policy that
will never get enacted.



Chapter 15—A Global Tax on Capital

Chapter 15 makes the case for a global and progressive wealth tax—the
main policy proposal in Capital in the Twenty-First Century for limiting
wealth inequality. Piketty is clear that this tax will be a hard sell. “A global
tax on capital is a utopian ideal. It is hard to imagine the nations of the
world agreeing on any such thing anytime soon” (p. 515). He even supports
countries moving in this direction on an incremental basis to see what will
happen and to set the stage for something bigger and broader. A global
wealth tax for Piketty is the only way to prevent a return to the Gilded
Age. Unlike an income tax, it addresses the inequality of wealth.

The wealth tax must be global because we live in a world where capital
is mobile and can easily move to where taxes are lower. If the US taxes my
assets, they can be moved to Canada or the UK and not reported to the IRS.
If these countries follow suit, assets can be moved to the Cayman Islands or
to some country that refuses to tax my wealth. Avoiding this outcome
requires a similar tax in all countries, as well as international cooperation,
so that assets held in each nation get reported to tax authorities around the
world. Countries that refuse to go along and provide income information to
other sovereign governments could be sanctioned—for example by
imposing high tariffs on their exports.

Piketty wants the tax imposed annually on the value of assets each
person owns or controls, less the value of all debt. His plan is that net assets
worth between €1 million ($1.35 million) and €5 million ($6.75 million) be
taxed at 1% and net assets worth more than €5 million be taxed at 2%. As
an afterthought Piketty (p. 517) raises the possibility of a. 5% tax on wealth
between €200,000 and €1 million, as well as a 5–10% tax on net assets
exceeding €1 billion. The main proposal, however, would impose a low tax
rate on individuals with net worth exceeding €1 million. Piketty (p. 528)
estimates this would apply to only 2.5% of the EU population and would
bring in revenue equal to 2% of European GDP.

The low rates (1–2%) would provide little disincentive to earn and
accumulate wealth; nor would they provide disincentives to effectively



manage one’s wealth. Most important, Piketty claims (p. 518) that the
purpose of these taxes is not to finance social spending, but to “regulate
capitalism” by making sure that income inequality does not get out of
control. It is designed to deal directly with the problem of r>g. It would do
so by lowering r by the amount of the tax. A 1% tax on the wealth of the
most affluent would reduce the rate of return on wealth by one percentage
point, bringing it closer to g. If r=5 and t=1, then the after-tax return would
be only 4%. A 2% tax on wealth would lower the after-tax return to 3%; it
would significantly lower, but not eliminate, the gap between g and r. This
gap also gets lowered to the extent that the wealthy consume some of their
5% return each year. If a wealth tax and consumption each take 1.5% out of
the 5% wealth returns, and if growth can approach 2% annually, we would
come close to eradicating the tendency for wealth to accumulate and
inequality to increase. Even if we do not eliminate the gap entirely, the
tendency toward wealth and income inequality would be drastically
reduced by a wealth tax.

Contrary to what most commentators have claimed, the global wealth
tax is not an especially innovative policy proposal. Wealth taxes have had a
long history. It is not a particularly distinguished history.

In medieval times wealth taxes helped to finance the Crusades (Hyman
2014, p. 604). Centuries later, in 1662, King Charles II imposed a tax of one
shilling on every fireplace and stove in England and Wales. Public finance
scholars regard this as a wealth tax because wealthier families had homes
with more stoves and fireplaces, and so paid higher taxes.

The 1696 window tax in England and Scotland was one of the more
infamous attempts to tax wealth. A tax was placed on occupants of homes
based on the number of their windows. This was similar to the stove tax,
but didn’t require the government entering people’s homes unannounced to
count their stoves; windows could be counted from the outside. However,
as Adam Smith (1776, p. 798) remarked, this was not a true wealth tax since
many wealthy homeowners in big cities had fewer windows than poor
rural farmers. In addition, the tax had some rather undesirable
consequences. To reduce their tax obligations many people bricked over
their windows. You can still see the effects of this in the UK—there are
some homes where you can see the outlines of former windows in a



different shade or type of brick. The highly unpopular window tax was
finally repealed by Parliament in 1851 (Oates & Schwab 2015).

The idea of employing a comprehensive wealth tax to generate revenues
and support government spending programs has resurfaced more recently.
In the 1960s, a report by the European Economic Community (the
forerunner to the European Union) suggested taxing wealth in addition to
income (Thurston 1963, pp. 127–128, 155). In the 1970s, MIT economist
Lester Thurow (1972) advocated a net worth tax. In the 1980s, University of
Pennsylvania law professor David Shakow (1986) advanced a tax on
accruals or increases in the value of assets. This is not quite the same as a
wealth tax; it only taxes increases in wealth, or Piketty’s r. Unlike a pure
wealth tax, it will not tax wealth during a year when wealth gains little in
value or loses value; it makes up for this in very good years. Finally,
Edward Wolff (1995, 1996) has suggested a net wealth tax for the US of. 05%
for the first $100,000 in assets and. 3% for assets in excess of $1,000,000.

Most of these wealth tax plans have gone nowhere. Or, to be more
precise, they have been ignored and/or they have been attacked.

Another form of the wealth tax, one that most people are familiar with,
is the property tax. Homeowners pay taxes to the government based on the
value of their property. In the US payments are made to state and local
governments, and the tax revenues are used to support local schools and
public safety (police and fire protection).

There are many problems with the property tax as a wealth tax. First, the
tax is imposed on gross wealth rather than net wealth. A homeowner
without a mortgage on their $1 million home pays the same tax as someone
with a $1 million home who is underwater, owing more than $1 million.
Second, the tax falls heavily on the middle class, since they hold the
majority of their wealth in the form of real estate. Third, liquidity problems
(more on this later) may arise for those with low incomes such as the
elderly.

While the US has shunned taxing aggregate wealth, the same cannot be
said of Europe. In 1990, one-half of OECD nations taxed wealth holdings on
a regular basis. By 2000 only around one-third of OECD nations were
taxing wealth. Since then, many European nations abandoned wealth taxes,
including Finland (2006), Spain (2008), and Sweden (2007). By 2010 only



France, Norway, and Switzerland taxed wealth (Evans 2013). It is clear that
Piketty is swimming against the historical tide.

To his credit, Piketty (p. 513f.) is under no illusion that a global wealth
tax will be enacted any time soon in either the US or Europe. While Piketty
has been harshly criticized on this point, many of the alternative proposals
suggested by his critics (e.g., increasing the minimum wage, more generous
social programs, and greater support for labor unions) are probably just as
unrealistic as a global wealth tax. Piketty’s case against these alternatives is
that only a progressive wealth tax deals with the problem of rising wealth
inequality. A higher minimum wage and greater support for labor unions
cannot reduce the concentration of wealth at the very top of the
distribution pyramid. Nor can progressive government programs, such as
paid parental leave and generous unemployment insurance, impact wealth
inequality. Even reforming individual and corporate income taxes will be
of limited help (although, as I argue above, global corporate tax reform can
do a lot of good). We are thus left with few options if we want to prevent
the return to another Gilded Age.

Still, wealth taxation is not without its problems. There are two main
economic arguments against taxing wealth directly—valuation problems
and liquidity problems. There are also some practical problems that
concern the possibility of tax arbitrage.

Valuation problems

Broadly, wealth can be divided three categories—intangible property
(stocks, bonds, cash, and other paper assets), real estate (land and homes),
and tangible property (cars, clothes, furniture, and jewelry). A wealth tax
requires assessing the value of all wealth that falls in these three categories.

The somewhat good news is that most wealth, especially of those whose
net worth is in the millions of dollars, is in the form of financial assets. It is
easy to value assets traded regularly, such stocks and bonds, and the value
of bank accounts. Much of the remainder of household wealth is held in the
form of real estate. Although homes are not sold every year, their value can
be estimated via comparable homes, so this does not pose a huge problem.
Firms such as Zillow and Core-Logic already estimate home prices. You



can go online to see the estimated value of a home just about anywhere in
the US. What is true of homes is likewise true of automobiles. There are
guidelines for the value of used cars based on make, year, and mileage. And
just as individual homeowners can contest their property taxes based on
the assessed value of their home, individuals should be able to do the same
thing with home and automobile assessments for their wealth tax.

In contrast, jewelry, furniture, patents, personal property, privately held
businesses, and mineral rights are sold infrequently so are very different
and therefore hard to value for the purposes of a wealth tax. This is a
particular problem for partnerships and closely held businesses. My brother
is an attorney in business for himself. The business generates his annual
income and is worth something because of this income flow. Yet it is hard
to measure the value of this asset because there is no market; the value of
the business can only be determined if my brother tries to sell it.

We could always exclude these items from the wealth tax, but this would
generate large inequities—some wealth gets taxed and some does not. This
approach also creates incentives to convert wealth into untaxed assets.
Such problems led Japan to abandon its net wealth tax in 1953 (Japan Tax
Bureau 1964). In addition, since we cannot accurately measure a good deal
of wealth of this sort, countries might compete against each other by
undervaluing the wealth of businesses and other tangible assets in an
attempt to encourage people to live there and set up their business firm
there.

A more serious problem is that we may not be able to identify the actual
owner of an asset. One good example of this problem involves pension
benefits, where vesting rules may make it hard to value this asset for many
future beneficiaries. Family trusts and foundations create similar problems.
A trust separates legal title to control the property from the benefits of the
property (a regular payment from the trust). They are frequently created in
wills and give the trust ownership of the property; however, the benefits of
asset ownership (the return on the assets) go to the beneficiary. Piketty
emphasizes that whoever controls the asset should get taxed. So, if a trustee
controls an asset and the value of the asset falls below €1 million, that asset
will not be taxed. As such, a wealth tax would create incentives to divide
one’s assets into several trusts in order to escape wealth taxation. The



returns on the assets held by the trust will be taxed on individual income
tax returns, but a wealth tax will not have to be paid.

Liquidity problems

A second problem with taxing wealth concerns liquidity. Liquidity refers to
the cash someone has at their disposal. If I am not liquid, I can have a lot of
wealth but still be unable pay bills without selling some of my assets.

A wealth tax can create liquidity problems. With wealth of $2.35 million
(and a $1.35 million exemption as Piketty suggests), I face a tax of $10,000
on $1 million of assets (at Piketty’s 1% rate). However, I will not have the
cash to pay the tax if my assets are tied up in my home and business. Even
if I can spare $10,000 this year, I will have to come up with $10,000 next
year and every year into the foreseeable future. I may even need to take out
a $10,000 home equity loan in order to pay my tax bill. But if my home is
already used as collateral for a bank loan for my business, this may not be
possible; or it may not be possible to do this every year. At some point I
may have to sell my business in order to pay the tax. This is not a desirable
consequence of any tax, and is a standard objection to taxing wealth.

Tax avoidance through arbitrage and related methods

No one likes having to pay taxes and there are always incentives to avoid
paying taxes. A wealth tax is no exception. Someone with assets of $1
billion saves around $20 million each year and every year by hiding that
money from the government so that he doesn’t have to pay the wealth tax
(given Piketty’s 2% rate for wealth above $7 million). The annual savings
would be $50 million to $100 million with some of the higher rates he has
suggested for the extremely affluent. It is a bit naïve to think that the
wealthy will not try to avoid paying this. The section on valuation
problems above discussed the use of trusts to avoid a wealth tax. Hiding
wealth from government officials is another possibility. This is a practice
that is as old as Swiss bank accounts. It is also part of French history (see
Pressman 1994).



Some wealth is relatively easy to hide. Cash can be put into safe deposit
boxes or converted into physical assets such as diamonds that then do not
get reported to the government. Alternatively, currency can be converted
into virtual money, or crypto-currency, which is not issued by any
government. These currencies exist only in cyberspace and are stored in
online wallets. Probably the best known example of a crypto-currency is
the bitcoin. Omri Marian (2013) describes how crypto-currencies are sort of
Krypto-nite for global taxation plans. They enable the super-rich to hide
their wealth and income from the eyes of the government when they
cannot find other tax havens. This explains why they are so popular among
the rich. A global wealth tax would enhance their popularity and increase
their use.

Holding cash, of course, has opportunity costs; I lose the gains from
having my money in a savings account or invested elsewhere. Even if I lose
1% interest because my money is not in a bank, if my wealth tax is 1%, I am
still better off holding cash and not reporting it to the government. My loss
from having the money in the bank is not just the $10,000 wealth tax on my
$1 million. Any interest I make on money in the bank will be taxed on my
individual income tax return. In the US this interest will be taxed at a 40–
50% rate, depending on state and local income tax rates in addition to
Federal tax rates. By holding cash and not reporting it to the government, I
only “lose” 1% in interest; if the money is subject to a wealth tax and the
interest is also taxed, I lose another $4,000–$5,000. There is thus a large
incentive for me to hold my cash outside the banking system and not report
it to the government. This will create numerous problems. Money will get
withdrawn from financial institutions, bank reserves will dry up and they
will be able to lend less—with severe macroeconomic consequences.

There are also arbitrage issues concerning a wealth tax. Arbitrage is the
practice of buying and selling in different places in an attempt to make
money on any price differentials. For example, if cigarettes cost $4 in the
US and $6 in Canada, I can make money buying cigarettes in the US,
crossing the border and selling them in Canada. What is true of cigarettes
is also true of taxes. With tax arbitrage, money is saved by moving profits
to low-tax nations or creating income in low-tax areas.

Wealth arbitrage is likely following the establishment of a global wealth



tax. Here is a simple way to do this. I can sell or give someone part of my
wealth and then have them pay me interest in perpetuity, with the wealth
serving as collateral for my payments. I no longer own this wealth or have
control over it, but I still receive annual income from it. I am paid income
every year from this money, but since I do not own it, it is not my asset
and I do not have to pay any wealth taxes on the asset. This is essentially
what a trust does, which we mentioned earlier.

Two more problems

This is not the end of the likely problems from trying to institute a wealth
tax. Two additional issues stand out.

First, although the wealth tax falls only on the wealthiest 2%, everyone
will have to file a return and there will be large compliance costs (including
the time to prepare taxes and monitor the wealth tax to prevent cheating).
There will be a lot of paperwork and reporting. Reporting will be necessary
for everyone in every country throughout the world. Moreover, the history
of the individual income tax provides some insight into the future of a
wealth tax. That tax too was only supposed to apply to the richest
households when it was first introduced. Over time, the tax has come to
apply to middle-class households and even some poor and near poor
households in the US. Remember, Piketty also suggested imposing taxes on
those with a net worth as low as €200,000 ($270,000). A wealth tax at this
level will fall on retirees and most middle-class households.

Second, for this to work, every government will have to have access to
information about my wealth (stock holdings, land holdings, and bank
balances) as well as personal information such as my social security
number. In an era of identity theft this does not seem like a good idea. I
already get regular emails from Nigerian government officials wanting my
bank account information so that they can give me some money. I am not
sure that I want them receiving my personal information and information
about my assets after I file a wealth tax return with the US government.
Nor do I want hackers in China, Russia, and elsewhere to be able to get my
personal information from their national government. The risk of a
financial disaster here seems to outweigh any gains from a global wealth



tax.

Piketty’s case for a wealth tax

Piketty does not address these fairly standard criticisms of the wealth tax in
his book; but he does advance several arguments in support of this tax.

First, he invokes the American Economic Association Presidential
address given by Irving Fisher. Fisher (with the possible exception of
Veblen) was the most prominent American economist at the beginning of
the twentieth century. He made a number of contributions to monetary
theory, and he was the first economist to precisely define the notions of
income, wealth, and capital (see Pressman 2013). Fisher (1919) worried that
the richest 2% of the US population owned more than 50% of the nation’s
wealth, while two-thirds of the population had no net wealth. He then
suggested a steeply progressive wealth tax to remedy this situation.

Second, Piketty notes that this is not such a radical idea. He points out
that every country taxes real estate, which is part of household wealth.
English-speaking nations have property taxes and the French taxe foncière.
Moreover, a number of countries (France, Switzerland, and Spain) already
have a wealth tax. France introduced a wealth tax in 1981; it was abolished
in 1986 and then re-introduced in 1988. France’s current wealth tax, the ISF
(impôt de solidarité sur la fortune), evaluates all assets annually. However,
it does suffer because it is filled with exemptions and most asset holdings
are self-declared (p. 533). The Spanish wealth tax is likewise based on
arbitrary assessments of asset values, and the tax has been suspended and
re-instated several times. Other countries (Germany and Sweden) had
wealth taxes in the late nineteenth century but have recently abandoned
this form of taxation between the years 1990 and 2010 (p. 532f.).

But Piketty remains optimistic. He thinks that because we have
experience with the wealth tax we do not have to re-invent the wheel when
developing and instituting a wealth tax; we need only follow the
procedures used there in order to implement such a tax. The lessons
learned from other countries give us a model of how to go about taxing
wealth that we can learn from and build on.

Third, a global wealth tax can help with other problems according to



Piketty. Currently governments do not have a great deal of information
regarding the ownership of assets in their country. This makes it hard to
enact policies that might help their citizens. Such information about wealth
and its distribution would help government regulators and international
organizations make important policy decisions. Piketty (pp. 553–556) cites
the bailout of Cypriot banks in 2013 as a real world example of this. At the
time of the bailout no one knew who was being bailed out and who owned
the assets in the banks being bailed out. With a wealth tax the Cypriot
government would know whether they were helping citizens of Cyprus or
aiding wealthy Russians who put large sums of money into Cypriot banks.

Finally, there is the main argument in favor of a wealth tax. Piketty
claims that such a tax is the only way to limit the growth of wealth
inequality and prevent a return to nineteenth-century levels of inequality.
A tax on income will not achieve this because much income is tied up in
stocks and bonds and real estate that generally do not get taxed. Gains
from these investments get taxed only when assets get sold. So gains
accumulate tax free, and wealth inequality continues to grow. Only a
wealth tax can stop this from happening.

These are not very strong arguments for what is the main policy
proposal of Capital in the Twenty-First Century. Piketty commits the
logical fallacy of appealing to authority when he invokes Fisher. And while
he notes that many countries employ wealth taxes, he fails to point out that
they have generally dispensed with their wealth taxes more recently (as
noted above). We will shortly return to the claim that only a wealth tax can
lower inequality, but first we note a few other standard economic
arguments for a wealth tax.

Other arguments for a wealth tax

Many public finance economists support a wealth tax for equity reasons.
The principle of vertical equity states that people with wealth have a
greater ability to pay taxes and so should be taxed more. The principle of
horizontal equity says that people with the same capacity to pay taxes
should pay the same amount in taxes. Two people making $100,000 are
usually judged to have the same ability to pay taxes and it is thought that



they should pay at the same rate. The problem is that one might have no
wealth, or even be in debt, while the other person has $2 million in wealth
and receives their entire $100,000 income from that wealth (Piketty’s 5%)
every year. Someone with the $2 million in wealth has a greater ability to
pay taxes than someone in debt with the same income level. The income
tax does not tax the wealthy individual more. In practice, they are likely to
be taxed less since gains from wealth are usually taxed at a lower rate than
gains from work. A wealth tax levels the playing field a bit.

Some economists who favor a wealth tax do so for efficiency reasons. In
an earlier work Piketty (2007, p. 17) makes such an argument himself. He
notes that if rentiers are conservative with their wealth and invest in only
low-yield assets, a high concentration of wealth can reduce efficiency
overall. As such, a wealth tax would encourage better use of capital. It may
lead some people to sell assets that they are not using productively but are
holding on to in order to escape having to pay capital gains tax. A wealth
tax provides an incentive to sell this asset, which would lead to greater
economic efficiency overall.

Finally, a wealth tax would signal that everyone must make sacrifices for
the national or social good. As such it may reduce pre-tax equality
(reversing the cuts in top tax rates that led CEOs to demand and get more
pay). Piketty recognizes this when he pushed for high top marginal income
tax rates. The same holds for a wealth tax.

A final concern

There is one issue Piketty does not address when making the case for a
global wealth tax. To me this issue weighs heavily against adopting a
global wealth tax. And it goes to the heart of Piketty’s case for a global
wealth tax.

Do we really need such a tax to reduce wealth inequality? Can’t this be
done with higher taxes on income (especially on corporate profits and
income from wealth) in conjunction with estate and inheritance taxes? The
difference between taxing the stock (wealth) and taxing the flow (the
income or the gains from wealth) makes little difference. If the amount of
the tax is the same in both cases, it matters little whether the tax falls



initially on income or on wealth. As long as the amount of the tax is about
the same, both approaches would equally constrain rising inequality.

History provides some support for this view. In Sweden, high top
marginal tax rates led to a drop in the share of the top 1% during the
twentieth century. Top Swedish tax rates were 10% in 1910, 25% in 1930,
and more than 60% after World War II (Roine & Waldenström 2008). As a
result, wealth inequality declined from 1910 to 1970 (p. 345). The share of
wealth held by the top 10% fell from around 50% in the 1910s to 38% in the
1930s and then to 22% in the 1970s and 1980s (Roine et al. 2009). These are
not the only factors that were at work. Labor market institutions, in
particular high unionization rates and collective bargaining, also helped
mitigate inequality (Donaldo & Wälde 2012). But the case of Sweden shows
that income and wealth inequality can be controlled without resort to a
wealth tax. So too does the case of Finland. In contrast to the Swedish case,
the decline in income tax progressivity in Finland in the middle 1990s was
responsible for an increase in top income shares (Jäntti et al. 2010). Finally,
in other work, Piketty (2001, 2003) himself notes that progressive income
taxes can help deal with the problem of inequality and that they have done
so in France.

Furthermore, to deal with the problem of accumulated wealth being
passed on to heirs, we already have inheritance and estate taxes.
Inheritance taxes are paid by recipients of large sums of money. Estate
taxes are paid after someone has died. These taxes were introduced to
prevent the accumulation of large fortunes and the creation of a class of
rentiers. Both taxes are necessary so that large estates cannot be passed, tax
free, to one’s heirs—either at death or immediately before one’s death. In an
earlier work Piketty (2007, p. 13) references a paper by Fabien Dell (2005)
that examines inheritance taxes in Germany and Switzerland. The paper
compares these two countries with France; it concludes that estate tax rates
can have a large positive impact on wealth concentration.

It is true that this tax has been neglected and that it is riddled with
loopholes, especially in the US (see Cooper 1979). But beefing up the estate
tax would be much easier than starting up a new tax from scratch. It would
also be less intrusive and less time consuming for households than a wealth
tax. Most important of all, it would do the job Piketty wants. Returns to



wealth would accumulate over one generation, but wealth accumulation
would be limited by the tax.

In sum, I am rather skeptical of Piketty’s big solution, the global wealth
tax, but more supportive of his smaller tax solutions—a strengthened
corporate income tax, a more progressive individual income tax and greater
use of estate and inheritance taxes. Rather than developing a new tax,
which has a checkered history, why not reform and improve the taxes we
already have? We have knowledge and experience with these forms of
taxation, and we can use them to reduce wealth accumulation at the top of
the distributional pyramid. After all, Piketty himself has shown that wealth
and income (or stocks and flows) are closely related. Controlling either one
will control the other one.



Chapter 16—The Question of the Public Debt

One might think that Chapter 16 would be an anti-climax. Piketty has
presented his distribution data and explained changes in inequality during
the twentieth century. He has made his case for a progressive global wealth
tax. What can be left? Actually, quite a bit. Chapter 16 is mainly about the
public debt, but also includes a short discussion of monetary and fiscal
policy that gets related to inequality.

Monetary policy and distribution

Monetary policy involves the manipulation of interest rates and the money
supply by the central banks in order to deal with problems of high
unemployment and inflation. Piketty notes that when countries abandoned
the gold standard, which limits money creation by the central bank to the
amount of gold in its possession, central banks gained virtually unlimited
power to control money and interest rates. This enables them to deal with
macroeconomic problems. However, Piketty claims, monetary policy
cannot reduce inequality because we do not know the impact of monetary
policy on income and wealth distribution.

Although there is no argument for this, it seems a correct claim and is
supported by a recent report published by the Bank of England (2012).
Higher interest rates reduce bond prices, since monetary policy works
through the buying and selling of government bonds. When central banks
sell bonds, the wealthy are both helped and hurt. They earn more interest
on their bonds, but their bonds fall in value. Higher interest rates also slow
economic growth and reduce stock prices and home values. This hurts
those with wealth. Yet, if this is done to control inflation, which tends to
reduce real wealth, higher interest rates may actually benefit the wealthy.
Certainly, higher interest rates are not good for average households, who
have little wealth but borrow a good deal of money. They lose from paying
more interest on their loans and also gain little since they have few assets.



But the impact of monetary policy on those with high income is unknown
at present.

While unable to impact distribution, Piketty (p. 549) argues that central
banks can support progressive tax policy. If higher taxes reduce growth, the
central bank can lower interest rates. Their main role is to lend money and
ensure that economies grow. The problem is that central banks cannot force
consumers or businesses to borrow and spend. Thus, an important role is
left for fiscal policy to create jobs and incomes and to generate greater
income equality.

Fiscal policy and the public debt

Fiscal policy is the use of government tax and spending powers to impact
economic outcomes. One big problem with using fiscal policy concerns
government deficits and debt. During times of slow economic growth,
governments tend to run deficits because tax collections fall. At the same
time, macroeconomics teaches us that more government spending and/or
tax cuts will be required during recessions which increase the deficit.

Piketty recognizes that government borrowing and additional spending
are needed in recessionary times. Government spending, financed by
borrowing money that the private sector is not spending, is preferable to a
tax hike that lowers spending at the same time that it increases spending.
But borrowed money, according to Piketty, needs to be paid back in good
economic times. In fact, “the debt must be reduced as quickly as possible”
(p. 567). His views on government debt here come very close to those of
Keynes. Keynes thought the government needed to borrow during bad
economic times and spend the money on public investments—things that
would yield greater returns in the future, such as infrastructure and
education. In good economic times, governments should run budget
surpluses, using their excess tax revenue to pay back prior debt and
accumulate money in preparation for the next recession (Pressman 1995).

Neither Keynes nor Piketty support large public debt over the long term.
But unlike most macroeconomists who oppose deficits and high level of
government debt, for Piketty the question is not whether government debt
crowds out or reduces private spending. He thinks that monetary policy



can deal with this problem if it arises.
Instead, Piketty is concerned with the impact government borrowing has

on income distribution. He is critical of government deficits because the
large majority of government bonds, created when the government goes
into debt, are owned by the very wealthy. They benefit to a large extent as
a result of government debt. With little risk, they are able to receive
positive returns on their money. This income generates part of their 5% rate
of return on wealth or capital. In contrast, with tax financing, the wealthy
give up some of their wealth (or some of the annual returns on their
wealth) in order to finance government spending. With bond financing the
wealthy give up nothing. Rather than paying taxes they receive an asset—a
government bond that pays them interest in the future. And if greater
government borrowing leads to higher bond yields, the wealthy gain again
because they will earn higher returns; or, in Piketty’s terminology, r will be
greater. Bond financing thus increases wealth inequality.

Government debt is just a sum of all past deficits or the amount of
outstanding government bonds. Piketty notes that there are four ways
governments can reduce their debt. First, they can create inflation, thereby
reducing the real value of debt owed and repay it with cheap currency.
Second, they can reduce spending and use existing tax revenue to pay
down public debt. This belt-tightening is generally referred to as
“austerity.” Third, the government can repudiate its past debt and not repay
bondholders. Finally, governments can raise money to pay off the debt by
increasing taxes.

Piketty notes that inflation is how governments typically reduced their
debt in the past, and that it is always tempting for governments to take the
easy way out and repay their debts by creating inflation. He objects to this
solution because of how inflation impacts the human psyche and how
people come to fear inflation, which then results in less spending and
greater reliance on austerity measures (p. 546).

Although Piketty does not discuss this issue in detail, inflation does
appear to have undesirable distributional consequences. In his recent book
on German hyperinflation between the two world wars, Frederick Taylor
(2013) explains the differential impact of inflation. Rural areas were able to
sell the food that they grew at high prices in cities. Businessmen were able



to repay loans with devalued money, and the price of their finished output
rose well above their production costs due to inflation. The rich were able
to buy foreign currency and escape the ravages of inflation from the
depreciation of the mark. Even urban workers had some protection from
inflation, since their wages tended to rise with inflation.

The big losers from hyperinflation, according to Taylor, were the middle
class (civil servants, teachers, and small business owners). Unlike wealthy
business owners, they couldn’t hold assets in foreign currencies and didn’t
benefit from selling their goods at higher prices (because they faced higher
costs and did not borrow money). Many were on fixed incomes (e.g., war
pensions); others, patriotically, lent the government their savings in order
to support the war effort and then were repaid in worthless marks.
Children who grew up in middle-class families decimated by the
hyperinflation were the strongest supporters of right-wing German
politicians according to Taylor.

Austerity has been one of the more controversial approaches to debt
reduction. Its supporters claim that it would boost confidence in the private
sector, thereby increasing investment, and that this would offset any
economic drag from reduced government spending (Alesina & Ardagna
2010). Supporters of austerity also hold that reduced deficits enable central
banks to loosen monetary policy, adding further stimulus (Frankel &
Orszag 2002). Austerity has been employed in Europe for many years
following the Great Recession. The result has been double-digit
unemployment rates in most of the Euro nations and fears of deflation
leading to lower consumer spending. Other economists oppose austerity
because it ignores 75 years of macroeconomic wisdom and because it
makes recessionary problems worse rather than better (Krugman 2012;
Blyth 2013; Schui 2014), as the economic condition of contemporary Europe
shows. Piketty disapproves of the austerity solution for another reason—it
abrogates the responsibility of the state to provide health, education, and
security to its citizens.

Finally, Piketty disapproves of the default solution because it is not
known who will ultimately lose (p. 542). While prima facie it seems as
though bondholders will bear the entire cost of a default, since they will
not get repaid, we need to take into account secondary effects. Financial



institutions hold a great deal of government bonds, and they will take a
beating following a government default. While small depositors are
protected by insurance, a default will reduce bank capital and their ability
to lend. Small and medium-sized businesses rely on bank loans for
financing. Larger firms have access to capital markets and can sell stocks
and bonds to raise funds for investment. They also generally have
substantial retained earnings that they use for investment purposes. In
addition, as we have seen during the Great Recession, severe
macroeconomic problems result when financial institutions are in trouble.
At this point it becomes difficult to assess who gains and who loses from a
government default on its debt.

The best solution to the debt problem for Piketty is a wealth tax. It
reduces inequality at the same time that it solves the problem of the deficit
by taxing those who are most able to pay for deficit reduction. This case for
tax policy changes would have been considerably stronger had Piketty
spent more time on it, relating it to the revolt of the rentiers in the UK and
the US when Margaret Thatcher became prime minister and Ronald Reagan
was elected president.

The story of fiscal policy in the UK and the US at the end of the
twentieth century is rather similar. There was a sharp cut in government
spending (which hurt the poor and middle class more than wealthy
households able to provide their own benefits) and a sharp cut in taxes
focused at the top of the income distribution. Overall, the cuts in
government expenditures were less than the tax cuts, and the government
had to borrow money by printing and selling bonds. In sum, Reagan and
Thatcher gave large tax breaks to the wealthy, and then borrowed the
money back from them to pay for the tax cuts. Everyone else got small tax
cuts that were funded by cutting the government benefits they received.
Taking a broad perspective on these changes, the Reagan and Thatcher
governments decided to fund a good deal of government spending by
borrowing money from the wealthy rather than taxing the wealthy.
Wealthy households got bonds rather than a large tax bill. And when the
government prints and sells bonds, this pushes up interest rates on these
bonds, again to the benefit of those with lots of money to lend to the
government.



As Piketty demonstrates, these changes led to sharply rising inequality in
the UK and US over the past several decades. And it is no wonder why this
occurred. Those earning high incomes got to keep a lot more of their
income, and yet something had to be done with all this additional money.
Keeping it under the mattress would earn them nothing. Bank deposits
were insured, but not for balances of the sort that the very wealthy
possessed. All this additional wealth fueled rising asset prices, which also
primarily benefited the wealthy.

Conclusion

Capital in the Twenty-First Century ends with a short summary. It stresses
that the inequality r>g generates income and wealth distributions skewed
toward the top 1% and top. 1%. Moreover, wealth and income inequalities
are mutually reinforcing. Greater income inequality means a greater ability
to save and accumulate wealth, while greater wealth inequality means than
those with great wealth receive larger annual returns to their wealth
(which is their income). We face a vicious circle.

For Piketty, the problems that result from this are more than just rising
inequality. They go the heart of how to increase living standards for
everyone. His biggest concern is that as inequality rises, entrepreneurs
(those who currently receive high incomes) will become extremely wealthy
and not work any more; nor will their children, grandchildren or great-
grandchildren have to work. They become a family of rentiers, collecting
interest and dividends.

The term “rentier” initially referred to those owning land who didn’t
have to work; they could support their family from the rents they collected
on the land they owned. Today rentiers own lots of stocks, bonds, and
other financial assets rather than land. But like the landowner of old, they
too do not have to work. They can live off their monthly interest, quarterly
stock dividends, and capital gains. The result is the same as in olden days—
there is no incentive for the very wealthy to invest or contribute to making
the future better. As Piketty succinctly puts it: “The past devours the
future” (p. 571). We become a nation consisting of a small handful of Paris



Hiltons and very many low-income households.
At bottom, the problem stems from g and r. History shows that

economies cannot grow much faster than 1% for long periods of time while
returns to wealth tend to remain constant at 5%. The only solution for
Piketty is a progressive wealth tax. While this may seem unrealistic, Piketty
thinks there are no alternatives: “if we are to regain control of capitalism,
we must bet everything on democracy” (p. 573) and hope that if people
demand a progressive wealth tax one will get passed and implemented.

This chapter has argued that to the contrary, a wealth tax has many
problems. It is not a silver bullet that can kill the problem caused by r>g. A
better solution would be to make income taxes more progressive, and to
rely more on progressive corporate and estate taxes. These policies, which
Piketty seems to support, along with other policies like higher minimum
wages and more generous social programs (which Piketty also supports)
would likewise stem rising income and wealth inequality. They seem far
better ways to prevent a return to a Gilded Age. Since these policies
already exist in most countries, strengthening them is a more practical
solution than starting up a new tax regime throughout the world.
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8
Giles Goat Boy?

“The mind that cannot philosophize, ossifies”

—John Barth, Giles Goat Boy

Introduction

Few economic treatises have received anything like the reception that
greeted Capital in the Twenty-First Century. Besides making the top of
many bestseller lists shortly after it was published, it seemed as though
everyone wanted to review the book. And everyone seemed to have an
opinion about the book, whether or not they actually read it. Remarkably,
most of the reviews were positive; even people who did not agree with its
conclusions or analysis found a good deal of value in the book.

This chapter concerns the reception of Capital in the Twenty-First
Century. It first summarizes the early reviews of Piketty’s book. It then
focuses on a controversy between Piketty and Chris Giles. During May
2014 Giles published a piece in the Financial Times claiming that Piketty
fudged his numbers. Piketty (and others) responded by defending the data
presented in Capital in the Twenty-First Century. Giles then wrote another
short piece that laid out his main points of disagreement with Piketty.

This dispute is not some small kerfuffle to be lightly dismissed. It goes to
the heart of Piketty’s work, an empirical analysis of how income and
wealth inequality have changed over the past century. If there are major
problems with the numbers, then the analysis that follows from them is
also unreliable and the key policy implication (the need for a wealth tax)
otiose. Because it is so important we examine this dispute closely from the



third section onwards.

A review of the reviews

First, however, it is worthwhile summarizing some early views of Capital
in the Twenty-First Century. These capture the main reactions to the book,
and demonstrate an important point—how one’s political and philosophical
perspective drives one’s economic orientation. For those interested in more
early reviews, as well as a different take on them, Brad Delong has
summarized and critiqued them on his website
(http://delong.typepad.com/). David Saha (2014) has also summarized them
for Bruegel, a think tank located in Brussels.

The early reviews of Capital in the Twenty-First Century roughly fall
into four main groupings—critics who come at Piketty from the right,
critics who come at Piketty from the left, reviewers who mainly praise the
book, and reviewers who have clearly not read the book. These categories
overlap to a considerable extent. Those praising the book also found quite a
lot to criticize, just as some critics found much to praise. The largest
overlap appears to be between critics on the right and those who did not
read the book. Many of these reviews were largely ad hominem attacks that
opposed raising taxes. The second largest overlap appears to be between
those praising the book and critics from the left of center. Those praising
the book tended to focus on the empirical analysis and policy objective of
reducing inequality. Critics from the left also tended to like these two
aspects of the book; however, they disliked much of the theory and they
wanted a broader set of policy proposals to deal with the problem of
inequality.

We begin with a short summary of reviewers who did not read the book.
Next we move to the critics from the right, and then to the positive reviews
and the critics from the left.

Hands down, the most noteworthy review of Capital by someone who
didn’t bother to read it was by Megan McArdle (2014) of Bloomberg News.
She even begins by admitting that she didn’t read the book. Certainly she
deserves some points for honesty; but she gets no points for writing a good
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review. After summarizing a few opinions from other reviews, McArdle
moves on to what she wants to talk about—the hell with Piketty and his
book.

McArdle criticizes Piketty because his policy solutions “won’t help the
middle class.” There is certainly some truth in this claim. The problem is
that McArdle takes Piketty’s policy solutions to be the government “writing
checks” to middle-class households and putting the middle class “into
government make-work programs.” This is not even close to what Piketty
advocates. As we saw above, Piketty thinks that national governments have
reached the limit of their ability to spend and the limit of what people are
willing to pay in taxes. That is one reason he does not push for higher taxes
to spur greater government spending. His main policy proposal, a global
wealth tax, is designed for one main purpose —to limit the accumulation of
wealth at the very top of the distributional pyramid or lower the returns
(after taxes) going to rentiers. Piketty believes that relative incomes matter
and that reducing the fraction of national income going to the very rich
will aid the middle class because their income won’t fall quite so far below
that of the very rich.

More damning, McArdle gets everything wrong regarding the middle
class. My own work, over the past decade (Pressman 2007, 2010, 2011;
Pressman & Scott 2009; Scott & Pressman 2011, 2013), has shown that both
across countries and in one country over time, government policy is one of
the most important factors responsible for a healthy and growing middle
class. In the short run, progressive taxation and spending programs (such as
family allowances and generous social insurance programs) make a big
difference; in the long run, spending on public education and paid parental
leave results in children doing better in school and earning more money
when they are adults (Pressman 2014; Pressman & Scott 2014a, 2014b). In
brief, generous spending programs that benefit the middle class explain
why the Nordic countries have a large middle class. Being stingy explains
why the US has such a small middle class relative to the rest of the world
and why the US middle class has been shrinking of late.

Like McArdle, other critics of Piketty from the right of the political
spectrum do not seem to have read his book. Ross Douthat (2014), in his
New York Times op-ed column, hints at the fact that he and other



conservatives attacking the book have not read it. Yet, he still thinks he
understands the argument of the book well enough to proclaim that “Karl
Marx is back from the dead.” James Pethokoukis (2014), writing in The
National Review, claims that Piketty is some sort of Marxist. Similarly,
several reviews on the Amazon webpage for Piketty’s book called it
“socialist garbage” or something similar, but did not go beyond name
calling. Piketty was also lambasted as a hypocrite for not giving his book
away for free.

These critics do not seem to have read or understood either Marx or
Piketty. Yes, there are some superficial similarities—both see problems with
capitalism. But who doesn’t see problems with capitalism after the Great
Recession? On this criterion, everyone is some sort of Marxist and the
epithet is meaningless. The important questions concern the causes of, and
solutions to, our problems. On these issues Marx and Piketty differ
substantially.

Marx identified the problems with capitalism as stemming from
employment relationships; he thought competition would lower the rate of
profit and force firms to exploit workers to the maximum, pushing wages
down to bare subsistence levels. Moreover, Marx did not think government
policies could resolve these problems because they were inherent in
capitalism and would inevitably lead to its demise.

In contrast, for Piketty the problem is about growth rates; and while he
maintains that this is a property of capitalism, as noted above, r>g has been
a historical fact for many centuries according to Piketty’s own data.
Moreover, unlike Marx, Piketty thinks (real) wages can continue to rise (by
g) even as the relative income of an average worker declines (due to r>g)
because there is no tendency for returns to wealth to fall. Finally, unlike
Marx, Piketty doesn’t see rising inequality as inevitable; he even sets forth
policies to deal with the problem of rising inequality. He is hopeful that
democracy will save the day because people will vote for politicians willing
to enact policies that tame rising inequality. In contrast, Marx thought that
ameliorative economic policies would never be put into effect because the
politicians who would need to do this were all bought out by the business
classes.

In fact, Piketty is many ways closer to Keynes than to Marx. Both



struggled to escape from neoclassical economic theory. This explains some
of the theoretical weaknesses in Capital in the Twenty-First Century and
why Piketty focuses on empirics rather than on what economic theory has
to say about income distribution. Both Keynes and Piketty see problems
with capitalism but also recognize its many benefits (rising living
standards). For Keynes, the main cost was the high unemployment it
generated. He went on to explain the causes of high unemployment and the
policies that could be enacted to remedy the problem. For Piketty, the main
cost of capitalism is the widening inequality it generates. His wealth tax
served as a way to ameliorate this problem so that we might enjoy the
fruits of capitalism.

Moving on to the positive reviews, a few provide rather idiosyncratic
reasons for liking Capitalism in the Twenty-First Century. Lynn Parramore
(2014), writing at Alternet, praises Piketty for giving “right-wingers in
America the willies.” And Steven Erlanger (2014), writing in the New York
Times on April 19th, praises the book for daring to ask big questions and
for questioning the conventional wisdom concerning income inequality.

Three positive reviews—by Paul Krugman, Robert Solow, and Branko
Milanovic—stand out as the most informative and useful. The first two are
Nobel Laureates in Economics; Milanovic is a Presidential fellow at the
City University of New York (CUNY) and Senior Scholar at the
Luxembourg Income Study (LIS). All three reviews provide clear
summaries of the book and identify what makes the book so important.

Krugman (2014), as is his style, minces few words. He boldly claims that
the book will “change both the way we think about society and the way we
do economics.” Then he points out how the book advances our knowledge
of income inequality—it shows that the very wealthy (the top. 1%) have for
the most part not earned their income. They tend to be rentiers who have
inherited their wealth. Their income mainly comes from owning capital
rather than working. Having a very high income is therefore not the result
of great effort or being very smart—unless, somehow, it took effort or
smarts to be born to affluent parents. If high incomes are the result of luck
or a large inheritance, high taxes will not distort economic incentives very
much. Inherited wealth already does this to a large extent.

Milanovic (2014) calls Capital in the Twenty-First Century “one of the



watershed books in economic thinking.” His review is one of the very few
that demonstrates a detailed knowledge of Piketty’s previous work. It
correctly points out that the value added by the book is not its data but a
“general theory of capitalism” where r>g. The result of this must be greater
inequality, as more income gains go to the wealthy than go to other
families. While other economists see the past century “as the dawn of even
better days to come,” Piketty sees the advances made during post-war
decades as temporary and unlikely to return. He stands virtually alone in
seeing capitalism as an economic system that generates widening income
inequality, with most of the gains from growth going primarily to the rich.

Solow’s (2014) delightful review appears in The New Republic. It focuses
to a large extent on the data Piketty has collected and the claim (based on
this data) that inequality has an inexorable tendency to rise under
capitalism. Solow praises Piketty for having gathered important economic
data stretching back many centuries; however, he is critical of the claim
that inequality must rise under capitalism. His main point is that Piketty
has provided historical evidence about past trends, but (as all mutual funds
warn) past results do not guarantee these will continue into the future. For
this, a theory about returns to capital is necessary.

Following the lines of his own theoretical work on economic growth,
work that earned him a Nobel Prize, Solow claims that diminishing returns
to capital should reduce the gains going to rentiers over time and thereby
counter any tendency for inequality to rise under capitalism. Solow sees
things returning to a steady state, where the distribution of income
between capital and labor remains relatively constant over time. This
theme of natural economic forces stemming the rise of inequality is echoed
in reviews by Ryan Avent (2014) and John Cassidy (2014), who believe that
technological change will improve productivity growth, pushing up g so
that it approaches r.

Finally, the negative reviews from the left tend to make three points.
First, following Solow, they take Piketty to task for expecting that r will
always exceed g because it has done so in the past. Second, many criticize
the policy proposals put forth at the end of the book, claiming a universal
wealth tax is politically unrealistic while other policies, ignored by Piketty,
can help reduce inequality. Finally, several critics on the left were unhappy



that Piketty employs a neoclassical model when doing economic analysis
and drawing policy conclusions. This is problematic both because of
theoretical issues (the Cambridge Controversy) and because the
neoclassical model (which tends to favor the free market) was partially
responsible for the Great Recession.

One of the best critical reviews of Capital in the Twenty-First Century
comes from Tom Palley, and appears on his blog
(http://www.thomaspalley.com/?p=422). Some of Palley’s points seem
substantially off the mark; but this is a thoughtful and scholarly reflection
on Picketty, raising issues that should be taken seriously.

Unlike most other reviewers, Palley downplays the empirical results
presented in Capital in the Twenty-First Century, claiming they are “not
revolutionary.” In one sense this is correct. The data is available at the
World Top Incomes Database and has been published previously.
Furthermore, Palley argues, anyone who has paid attention knows income
inequality has risen over the past several decades and that this has been
due to more income going to those at the top of the distribution pyramid.
Again this is correct. However, most people and even most economists
were not familiar with the work of Piketty before Capital in the Twenty-
First Century was published. One virtue of this book is that it made these
results better known.

But the main shortcoming of this critique is that it misses the more
important aspect of Capital in the Twenty-First Century. The book does a
good deal more than just report previous results. As Krugman (2014)
pointed out in his review, Capital in the Twenty-First Century
demonstrates that rising capital (or non-labor) income is the driving force
behind rising inequality. Of even greater importance, as Milanovic (2014)
points out, Piketty develops an explanation for rising inequality that differs
from most other economic theories and that is superior to them empirically.

Palley also criticizes Piketty for being politically naïve. This criticism has
been made by many others and is essentially on target. If wealth continues
to be concentrated in the hands of a very few, and if this wealth generates
political power and can purchase political outcomes, we will experience
both widening income inequality and rising political inequality; any hope
for a wealth tax to solve our inequality problems will likely get so watered
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down that it is totally ineffective in controlling the rise of inequality.
Jamie Galbraith (2014) provides another critique of Piketty from the left

that has become fairly standard (also see Pettifor & Tily 2014). His review
largely complains that Piketty remains entrenched in mainstream economic
theory, ignoring the Cambridge Controversy as well as getting it wrong.
This is important, according to Galbraith, because the crux of Piketty’s
argument is that inequality will rise over the twenty-first century since the
return to capital will exceed the growth rate of the economy.

As noted in Chapter 5 above, this criticism is really a red herring. The
Cambridge Controversy was a debate about economic theory and its logical
consistency; and Piketty does get this wrong. However, this theoretical
dispute is irrelevant for his work. Because he is concerned about returns to
wealth rather than capital he doesn’t have to worry about measuring the
quantity of capital independent of its rate of return. Piketty is not caught in
any logical regress. As long as we can measure the financial value of
capital, and its annual growth rate, things are fine. We can then conclude
from historical data that financial returns to wealth (r) exceed g over a
certain time period without worrying about the return to something called
“capital.”

Finally, a large number of critical reviews from the left of center focused
on the policy conclusions of the book.

Robert Kuttner (2014), writing in The American Prospect, praises Piketty
for demolishing conservative arguments against progressive taxation, but
criticizes him for not recognizing the broader role that government can
play in promoting equality through policies like raising the minimum wage
and spending programs that support the majority of American families.
Kuttner points out that during the golden age between 1941 and 1973
equality rose in all major Western nations because of the role played by
government policy. Spending on public education, minimum wage laws,
support for unions, and Keynesian macroeconomic policies promoting full
employment led to greater economic growth and lower returns to capital
income. The implication here is that if this was done in the past, it can be
done again in the future.

Similarly, Mike Konczal (2014), writing in The Boston Review, criticizes
Piketty for believing that r is fixed and independent of institutional forces



other than taxes. Due to this view, state policy on health, education, and
income security becomes irrelevant. Campaign finance reform doesn’t
matter; nor does the size of the financial sector. Finally, Konczal points out,
as did Kuttner, that labor unions are irrelevant as far as income distribution
goes, according to Piketty. His focus is solely on wealth taxation; all other
options get ignored.

As noted in Chapter 7 above, this critique of Piketty is not quite on the
mark. Piketty does support the sort of policies that Kuttner, Konczal, and
other progressive economists would like to see enacted. He just does not
think that these problems can mitigate inequality very much. Piketty favors
a wealth tax because only this will directly reduce returns to wealth and
because wealth inequality is what leads to income inequality. Having said
this, it is probably worth repeating another point from Chapter 7—taxing
wealth is problematic from a practical standpoint and a focus on
progressive income taxes and broad spending and insurance programs
stands a much better chance of mitigating rising inequality.

The Giles critique

As initial reviews of Capital in the Twenty-First Century began to appear, a
huge controversy erupted. On May 23, 2014 the Financial Times published a
long article by Chris Giles (2014a), one of its editors. The piece tried to turn
Piketty, a hero of the center and left, into a goat by claiming that there
were serious problems with his wealth distribution figures.

From a political perspective, the piece was a success; it cast considerable
doubt on Piketty’s empirical work as well as the analysis and policy
prescriptions in his book. Anyone who didn’t like Piketty’s message, or his
policy proposals, could mention the Financial Times piece—all the while
chanting that the numbers have “unexplained errors.” Those on the right
could claim Piketty lied or just made up numbers so that he could tax the
wealthy. Such a backlash began immediately on social media, with lots of
Tweets claiming that Piketty had lied and the Financial Times caught him
at it. It is not likely that these individuals read the Giles article or sought to
understand the problems he was pointing out. To be fair, many on the left



behaved similarly, assuming Piketty’s numbers were right and Giles was
wrong. Overall, Piketty’s numbers were either accepted or rejected as a
matter of faith. Little or no effort was put into understanding the data or
the hard work involved making empirical estimates of income and wealth
inequality.

Giles raised two objections regarding Piketty’s data. First, he complained
that Piketty does not explain his data or the many tweaks that he made to
his raw data. Going even further, he accused Piketty of making mistakes
and not properly adjusting some data. Second, Giles claimed that Piketty’s
wealth data was unreliable for the UK. Then he provides alternative
estimates of the share of wealth held by the top 1% and top 10% in the UK,
coming from UK survey data. For 2010, Giles (2014a) held that the
difference for the top 10% comes out to around 27 percentage points; for the
top 1% the difference is around 12.5 percentage points. More important
than this, he contends that UK survey data fails to show any increase in
wealth inequality between 1980 and 2010. Giles takes this as a refutation of
Piketty—wealth inequality has not been increasing as Piketty predicts.

Before examining this dispute, it is worth pointing out that this situation
is very different from the two other data scandals that rocked economics
over the past 40 years—the Feldstein fiasco and the Reinhart-Rogoff math
error.

In the former instance, Harvard professor Martin Feldstein (1974)
published a paper in one of the most prestigious economics journals. The
paper claimed to show that Social Security lowered savings rates; this, it
argued, was bad because it would reduce investment and slow down
productivity growth. When two economists at the Social Security
Administration (Leimer & Lesnoy 1982) tried to replicate the results so that
they could do some additional tests and model things differently, they
discovered a programming error in Feldstein’s computations. Correcting
this error led to results exactly the opposite of what Feldstein purported to
show in his paper—Social Security tended to increase savings rates.

The latter case concerned the impact of government debt on economic
growth. In a paper presented at the annual economics conference and then
published in the American Economic Review, Carmen Reinhart & Kenneth
Rogoff (2010) claimed that when government debt levels exceed 90% of



GDP it reduced economic growth. The 90% figure was presented as a
tipping point. Higher debt levels had bad economic consequences. One key
policy consequence was that austerity (lower government spending that
reduced debt levels below 90% of GDP) could increase economic growth. In
this case, a graduate student at the University of Massachusetts tried to
replicate the Reinhart-Rogoff results as an exercise in a graduate school
econometrics class. When he couldn’t do this, he contacted the authors to
obtain their Excel data spreadsheets. Looking at their computations,
Thomas Herndon (et al. 2013) found a simple error on the spreadsheet—
averages that were supposed to be made for 20 countries inadvertently left
out 5 of them. Correcting this error, Herndon found that the 90% tipping
point disappeared; with it disappeared the case for austerity. Lower
government spending would not generate economic growth.

These two cases differ in one important way from the Piketty case; Giles
does not correct Piketty’s errors and show that (with Piketty’s data) wealth
inequality did not rise at the end of the twentieth century and into the
twenty-first century. Instead, Giles points out some minor errors and then
presents his own data. These alternative figures do not demonstrate that
Piketty fudged his numbers. All they do is force us to decide whose data
and computations are better. At the outset, the best we can say is that the
truth probably lies somewhere between the two estimates.

Digging deeper, we can say a few things in favor of Piketty. Chapter 2
above covered data issues in substantial detail, arguing that both data
sources have strengths and that tax data is better than survey data. To
repeat our main points, with survey data there are problems concerning top
coding (which lowers wealth measures for the extremely wealthy) and
there is no independent check on what gets reported. In contrast, estate tax
data can be checked against other sources and lying can result in tax
penalties. This reduces the understatement of wealth by those at the very
top of the wealth distribution.

In addition, it should be kept in mind that Giles does not criticize
Piketty’s income distribution data. All experts agree that income data is
more reliable than wealth data. Given that income inequality is rising, it
would seem that income and wealth distribution data are telling different
stories if Giles is right. This would be strange since income inequality and



wealth inequality are related (as Capital in the Twenty-First Century
shows); this, too, gives the tax data a big advantage over the survey results
cited by Giles.

Finally, it is worthwhile to take a step back from 2010 for a moment. The
data from Giles shows a large drop in wealth inequality in 2010 (see Figure
6). His two estimates for 2010 are very different from Piketty’s; otherwise,
there are no large differences in the two sets of figures. For the top 1%
(again excluding 2010) the differences stretching over several decades
between the Piketty and Giles figures are less than 5 percentage points. For
the top 10% the differences are nearly 15 percentage points. Both sets of
estimates fall within the range of uncertainty for estimating wealth
inequality. Perhaps more important, Piketty’s figures and Giles’s figures
show that wealth inequality declined for most of the twentieth century and
then increased from the end of the decade to 2000. For Piketty, the turning
point for the top 1% is 1970 and the turning point for the top 10% is 1980.
For Giles, in both cases 1990 is the turning point. Ignoring 2010, there is
really not a lot of disagreement here.

Piketty versus Giles

After publication of the Financial Times piece, the battle quickly heated up.
Piketty (2014) released a technical appendix seeking to refute the main
points made by Giles. Giles (2014b) then responded with a summary of the
debate and the key points of contention between them.



Figure 6 Wealth inequality in Britain 1810 to 2010.

The Piketty rebuttal, which he calls a “Response to FT,” repeats the main
points that appear in a longer appendix on Piketty’s website. However, it
does explain and justify Piketty’s decisions regarding data selection and his
data tweaking, and it does respond to the charges leveled by Giles.

Piketty grants Giles several points. He admits that he should have done
weighted averages (by country size) rather than simple averages when
measuring wealth concentration in Europe as a whole based on data from
different countries. However, he notes that using a weighted average yields
results that are not very different from the results using an unweighted
average—mainly because changes in the distribution of wealth were so
similar in the three European nations that he averaged together (France,
Sweden, and the UK). So his summary results would be similar however
they get averaged together.

Piketty also admits that wealth data is unreliable compared to income
data. However, as discussed in Chapter 2 above, his wealth estimates are
conservative and the concentration of wealth has probably grown even
faster than Piketty estimates.

In his response to Giles, Piketty also notes that many scholars have
attempted to improve our wealth inequality measures and that many
studies (Johnson & Schreiber 2006; Raub et al. 2010; Vermeulen 2014) found



under-reporting by the very wealthy of more than 10 percentage points in
survey data. Excluding 2010, this result alone explains the different
estimates by Giles and Piketty for the top 1% and more than two-thirds of
the different figures for the top 10%. Finally, Piketty points out that Saez &
Zucman (2014), using a different dataset (income tax returns) and
methodology (inferring wealth from individual income tax returns) than
Piketty used (method 2 summarized in Chapter 2 above), find even greater
wealth inequality in 2010 than Piketty. This, too, puts the weight of
evidence on the side of Piketty’s estimate.

Some final thoughts, or where do we goat from
here?

A rejoinder by Giles appeared in the Financial Times on May 30, 2014. It
was intended as a summary of the debate and a final attempt to throw
Piketty’s figures into question. Giles (2014b) starts with three points where
he and Piketty agree. First, our wealth and wealth distribution data are not
that good; at the least, there should be agreement that this data is not as
reliable as income data. Second, they both agree that Piketty should have
used weighted rather than unweighted averages when combining results
from several European nations into one European figure. This, however, is
not a weighty difference. The numbers tell a very similar story about
wealth inequality over time whether one uses a simple average or a
weighted average. Third, both agree that wealth inequality fell for a good
part of the twentieth century. It resulted from wealth destruction
(especially in Europe) due to two wars and high top marginal tax rates
imposed to fight the wars.

Giles then moves on to their three main points of disagreement. First, he
complains about Piketty’s failure to explain his data and data tweaks.
Second, he returns to issues about data transcription errors, disputes
regarding tweaking numbers. As noted above, these are rather minor
problems that in no way affect Piketty’s overall results; in most cases they
are in close agreement. Giles then comes to their main source of



contention. This is the issue of the most reliable data source, a dispute that
goes back to Richard Titmuss (see Chapter 2 above). Giles contends survey
data is better than tax data, and then repeats his point that survey results
show wealth inequality falling in the UK during the past several decades.
We have previously rejected Giles’s contention regarding the superiority of
survey data, so there is nothing to add here. But a few additional points do
need to be made.

First, this dispute is really much ado about nothing. There is no
argument regarding the US or France or other nations. There is no dispute
about income distribution. Since increased incomes at the top are likely to
lead to increased savings by the very wealthy (a main argument of Capital
in the Twenty-First Century), it is strange to think that income inequality
would have increased while wealth inequality remained unchanged. There
is not even a significant dispute about the wealth share of the top 1% in the
UK prior to 2010. A minor issue concerns the wealth shares of the top 2%–
10% in the UK, approximately the upper middle class; the difference
between survey and tax estimates comes out to nearly 15 percentage points
—a fairly large difference but still within the normal error range for wealth
distribution data. Moreover, even if Giles’s figures are correct for the top
2%–10%, it is not clear how this contradicts Piketty’s thesis about
inequality, which is about the very wealthy—the top. 1% or top 1%.

The one dispute concerns the 2010 wealth share of the top 1% in the UK.
It seems unlikely that different data sources would explain these different
results. After all, Giles’s estimates and Piketty’s estimates rely on different
data sources in every year. Yet only in 2010 did this make a big difference.
For most other years, the patterns were very similar although actual
numbers differed. Still, the sharp drop in wealth inequality in 2010 and the
greater disparity between Piketty and Giles in 2010 requires further
discussion.

We know from Piketty (p. 349) that wealth inequality in the US and
Europe declined in the 1930s following the 1929 stock market crash. This is
only to be expected since the bottom half of the population has no wealth
to speak of and so cannot lose anything following a market crash. Those
between the top 10% of wealth owners and the median wealth owner, have
most of their wealth tied up in home equity. Only the wealthy own large



amounts of financial assets and have a large fraction of their wealth in
stocks and bonds. So, it is mainly the very wealthy who suffer from sharply
falling stock prices (although they did gain from lower interest rates and
higher bond prices). It is for this reason that we would expect to see a drop
in wealth inequality in 2010. The S&P 500 fell by more than 25% between
its peak in 2007 and 2010. In the UK, the FTSE 100 fell by around 20% over
this same time period.

However, this one data point for 2010 cannot refute Piketty’s main thesis.
The increase in wealth for Piketty is a long-term trend. It does not happen
continuously—as most of the twentieth century shows. Something similar
surely occurred in the 2000s as a result of the financial and economic crisis.
And after the sharp rise in stock prices in 2013 and in 2014, it is an easy bet
that top wealth shares in the UK have risen considerably over the past
several years.

The large difference between survey and tax estimates for 2010 is harder
to explain. One possibility is a bit technical but something discussed earlier.
People with health problems need to be liquid in order to be able to pay
health care bills. In the UK, receiving care outside the National Health
Service (NHS) is possible, but it is a costly alternative (Lassey et al. 1997).
As a result, those with great wealth and health problems may have a
smaller fraction of their assets tied up in stocks. When markets tumbled in
the late 2000s the “unhealthy wealthy” would have been hurt less than
other wealthy British citizens with more of their assets in stocks. As
Chapter 2 above explained, the wealth holdings and wealth distribution of
those who die each year is assumed to be the same as those who do not die
and are in the same age bracket. Because those with health problems are
more likely to die, this scenario would explain why the estate multiplier
method underestimated wealth losses by average citizens. Surveys, in
contrast, would have more accurately measured asset declines due to the
drop in stock prices since surveys obtain data from all households and will
not oversample those with some major illness.

Overall, nothing in the Financial Times article by Giles constitutes a
refutation of Piketty’s main conclusions about wealth inequality. Nor does
anything in the article cast reasonable doubt on his data. There is doubt
about all numbers and empirical work inevitably has some errors. But this



is not a reason to reject empirical work. Everyone agrees that wealth data is
worse than other data, but this problem existed long before Piketty began
to measure income and wealth inequality. Piketty does not seem to have
done anything out of the ordinary. Trying to turn Piketty into a goat seems
like a case of ideology trumping reason.
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9
Pikketing up the Pieces

“Two roads diverged in a wood, and I—I took the one less travelled by, And that has made all the
difference.”

—Robert Frost

Introduction

I have always regarded François Quesnay as the real father of economics,
and one of the most important figures in the history of the discipline
(Pressman 2013). I value his attempt to analyze the inter-relationships
among economic sectors, his explanation of how these relationships affect
economic growth, and his promotion of economic policy (especially tax
policy) to improve economic outcomes. I even took what can only be
described as a pilgrimage to his hometown of Méré several years ago while
visiting Paris.

At this point in his career, Piketty does not rise to the level of Quesnay;
but it is clear why there has been so much fuss over Capital in the Twenty-
First Century. It is unique—a broad work in economics, using history,
literature, and most of all empirical data in order to make its point. It
addresses income and wealth inequality, probably our most pressing
economic issue of our time. It marshals a great deal of data, compiled by
the author himself, showing trends in income and wealth inequality over a
long time period. It explains why inequality declined for a good part of the
twentieth century as well as why inequality began rising again in the late
twentieth century. Capital in the Twenty-First Century ends by advancing
some reasonable policy proposals to solve the inequality problem. Finally,



Piketty has chosen a relatively untraveled path in contemporary economics.
He has written a book with lots of data that shows us how the economic
world works, rather than a book with lots of theory that explains how
economies might work or how they ought to work.

Taking a step back to gain a broader perspective, the book challenges
several accepted views regarding the nature of capitalism, and requires the
reader to re-examine their assumptions about how economies work and
what our economic future may bring. It has three main takeaways. First,
toward the end of the twentieth century income and wealth inequality
began to rise sharply. This trend has continued into the twenty-first
century. Second, r>g is the main cause of rising inequality. The empirical
consistency of r>g means that the problem of rising inequality does not
correct itself. Finally, government action, in particular a global wealth tax,
is needed to contain rising inequality just because the problem will not
solve itself.

Despite numerous strengths, the book is not easy going. It is too data
driven, with an excess of tables and graphs. It glosses over important
economic concepts and ideas, assuming that readers understand them. It
uses terms in ways that sometimes generate more confusion than insight,
and it gets a few things wrong. Fortunately, most of these errors are
relatively minor. The big picture is that Capital in the Twenty-First Century
is an empirical tour-de-force. Its analysis needs to be taken seriously and its
policy solutions need to be seriously considered.

This chapter provides a brief summary of the book that puts it into some
historical perspective. Then it explains why Capital in the Twenty-First
Century is so important, and identifies some remaining problems and
issues.

A summary and some historical perspective

Since Piketty began his book by standing on the shoulders of giants,
perhaps it is appropriate to conclude this book by doing the same thing.
The following historical parallel should provide some perspective on
Capital in the Twenty-First Century, and help readers comprehend its



importance and the emotional reaction it has elicited.
Thomas Robert Malthus became one of the most controversial figures in

economics following publication of his Essay on Population in 1798. Despite
much optimism at the time (expressed by Godwin, Condorcet, and others)
that the lives of ordinary people could be substantially improved, for
Malthus poverty was the lot of mankind because of the relationship
between population growth and the growth of our food supply. His Essay
explained (based on empirical data) that population growth would outstrip
growth of the food supply, resulting in hunger and starvation. He was
attacked from all directions; economics became known as “the dismal
science.”

Piketty can best be understood as a sort of modern-day Malthus. Both
doubting Thomases sought to refute popular beliefs that daily economic life
could easily be improved for most people. Both used simple growth rates to
make their case and both were sharply attacked for their pessimistic
conclusions.

Our present optimism regarding the future comes from several sources.
First, there seems to be a natural human proclivity for optimism. Such
optimism may even be bred into our DNA since it likely has survival value
(Sapolsky 1998). Second, recent history provides empirical support for such
optimism. Living standards increased tremendously around the world
during the past century. Economist Simon Kuznets (1955) even
hypothesized that as capitalist economies developed inequality first
increases, then decreases. This means that prosperity was possible for
nearly everyone. His message fit America’s economic experience during the
post-war years and its geo-political needs during the Cold War. Many
economists came to accept and promulgate this message of hope and escape
from the dismal Malthusian conclusion that has haunted economies and
economists for several centuries. Even during the past two decades, as
growth has slowed and as inequality has risen sharply, this positive
message of people living happily-ever-after due to rising standards of living
was being told by economic historians such as David Landes (1998) in The
Wealth and Poverty of Nations, Angus Deaton (2013) in The Great Escape
and Gregory Clark (2007) in A Farewell to Alms.

But the times have changed of late. The Cold War ended a quarter



century ago. Rapid economic growth, a mighty force propelling rising
living standards for several decades after World War II, has slowed. Wealth
and income inequality have grown markedly starting in the late twentieth
century. Those at the top of the distribution pyramid have done very well;
others have fared poorly. Median household income has been virtually
unchanged over several decades. Almost all income gains during the past
several decades have gone to the highest earners and the wealthiest
citizens.

Piketty is able to explain why Kuznets got it wrong. He argues that
greater equality between World War I and the 1960s was not part of some
positive long-run trend; rather, it stemmed from a unique set of factors—
two world wars and high taxes imposed on the wealthy in order to fight
these wars. Starting in the late 1970s or the 1980s (dates differ for different
countries), top income tax rates fell, and income and wealth inequality
began growing. Inequality in income and wealth were mutually reinforcing
—returns to wealth contribute to income inequality, while income
inequality generates savings that lead to greater wealth inequality. As a
result, we seem headed toward another Gilded Age, similar to the late
nineteenth century, where the fabulously wealthy live charmed lives while
everyone else struggles each day to survive.

Like Malthus, Piketty draws his dismal conclusion from two growth
rates. In Piketty’s case the important variables are the return to wealth or
capital (r) and the growth of the economy (g). When r>g, those with wealth
gain by more than those who earn money by working. Moreover, Piketty
argues that those with relatively more wealth gain more than average—
they get higher returns than r on their wealth. In contrast, when g>r, more
benefits of economic growth (increased incomes) flow to average workers,
making income and wealth distribution more equal. Piketty finds r>g to be
the norm; the inter-war and post-WWII years, when g>r, were outliers.

Support for this story comes from a number of different sources.
Individual income tax returns provide data on the share of national income
going to the highest income households. Estate tax returns provide
information on wealth distribution. Capital in the Twenty-First Century
summarizes this data and explains the importance of its empirical results.
Piketty finds that returns to wealth have averaged around 5% over long



periods of time, while economic growth cannot be expected to exceed 1%.
The effort required to compile this data is nothing short of heroic. Despite
questions about the calculations and despite criticism regarding Piketty’s
numbers, other data supports the view that inequality has been rising in the
US and elsewhere of late.

Since wealth is distributed more unequally than labor income (half the
US has close to zero net wealth and those below the top 10% have little
wealth, which consists mainly of home equity), r>g entails that over time
more and more national income will go to those with great wealth.

Piketty published these results previously, and they are available on his
website. What is truly new and important in Capital in the Twenty-First
Century is its explanation of why inequality has grown of late. This
explanation is far superior to the two standard economic explanations of
rising inequality—technological change and globalization.

The technological change story has its historical origins in the work of
Jan Tinbergen (1975), a Dutch econometrician and the first recipient of the
Nobel Prize in Economics. It has been revived more recently by two
University of Michigan economists, John Bound and George Johnson
(1992). Its main plot line is relatively simple—improvements in technology
favor skilled workers, who are adept at using the new technology, and hurt
unskilled workers, who are not.

Technology requires educated laborers who can use, create, and
maintain it. New technology increases the demand for skilled workers with
an advanced education. This raises their pay. At the same time, technology
allows machines to perform the same job as people without advanced skills.
Depending on your age, you may or may not remember travel agents. They
have disappeared and been replaced by computer programs that let you
compare air fares and purchase your own ticket online. You and your
computer have made travel agents obsolete. Former travel agents must now
seek new jobs. This increases the supply of workers with relatively low
levels of education and skills. Based on economic principles, a greater
supply of anything should lower its prices (in this case the wages of
unskilled workers). As a result of technical change, the wages of skilled
workers will rise, the wages of those without the skills demanded by the
new technology will fall; consequently, there will be an increase in



inequality.
The globalization story has been told recently in academic terms by

Oxford economist Adrian Wood (1994) and in popular terms by New York
Times reporter and columnist Thomas Friedman (2005). Its theme is that
greater world trade, increased movement of capital around the world, and
increased flows of labor (immigration) across national borders, all
contribute to greater income inequality.

Globalization means that US businesses can search the world and set up
production facilities wherever labor is cheapest. This reduces investment
and demand for workers in the US, exerting downward pressure on wages.
More production abroad also increases imports, putting downward pressure
on the price of goods made in the US that now must compete with cheaper
goods from abroad. This, in turn, puts downward pressure on the wages of
US workers producing these goods. At the same time, workers in low-wage
countries (such as Mexico) have immigrated to the US in search of higher
wages. Foreign-born workers have grown from 5.3% of the US labor force
in 1970 to 14.7% in 2005, and immigration has accounted for more than half
the growth of the US labor force from the middle 1990s to the middle 2000s
(Ottaviano & Peri 2006). As a result, wages will fall for workers forced to
compete with relatively unskilled immigrants. What is true of the US here
is also true of Europe and much of the developed world.

Piketty rejects these two theories because they cannot explain national
differences in rising inequality. Technological change and globalization
should have a similar impact on all developed nations. All of Europe is
subject to the same forces of technology and globalization as North
America. Yet the story of inequality differs markedly from one continent to
the next and within each continent from nation to nation.

Piketty is very good at critiquing these theories. Going further, he
provides us with an alternative viewpoint—one that depends on g and r.
But the alternative we get is not really a new theory. Capital in the
Twenty-First Century does not address what determines economic growth
or the factors affecting the return to capital. Again, like Mathus’s Essay, its
dismal conclusion stems primarily from historic trends and explaining the
consequences of r>g.

The last part of Capital in the Twenty-First Century discusses how to



deal with rising inequality. It is skeptical that institutional policies, such as
raising the minimum wage, or more generous spending programs such as
paid parental leave, will help much. It is not that Piketty opposes such
efforts. Rather, he thinks they cannot do the job when wealth is so
unevenly distributed and grows 5% each year. These policies can help, but
they cannot increase labor income at anywhere near this rate over the long
run. As Piketty argues in Chapter 2 of his book, no economy that we know
about has grown at this rate over extended periods of time.

Tax policy is all that is left (no pun intended). Piketty suggests a more
progressive individual income tax, with a 70% top rate. Corporate income
taxes also need to be raised since this tax falls disproportionately on the
wealthy. One problem is that corporations currently play nations against
one another in an attempt to get taxed less; constantly they threaten to
move their corporate headquarters abroad due to lower taxes. Piketty
suggests that corporations be taxed based on where they pay worker wages
or where they sell goods, so they cannot book their profits to subsidiaries in
some low-tax country.

These policies address income distribution, but not the more pressing
issue of wealth inequality. For this problem Piketty proposes a progressive
wealth tax, imposed at very low rates—1% or 2%, possibly a bit more. This
would reduce the returns to wealth every year and bring the after-tax
return to wealth much closer to g. Piketty is clear that this tax must be
global, so it can’t by avoided by moving wealth abroad.

Like the many critics of abstinence (Malthus’s main solution to the
problem of excessive population growth), critics of Capital in the Twenty-
First Century have pounced on this policy proposal. The have noted, quite
correctly, that a global wealth tax (like abstinence) is unlikely to be
embraced any time soon. Even Piketty himself doesn’t think national
governments are ready for this, and he notes that they may never be ready
for this sort of policy. Nonetheless, he argues, this is all that we have to
mitigate wealth inequality.

Why Capital in the Twenty-First Century is



important

Despite its critics, this book, containing a dismal analysis of our future, has
many strengths. In this section we look at some reasons that this book has
been so critically acclaimed and why it deserves to be so highly regarded.

First, and most important of all, it provides an explanation for rising
income and wealth inequality. The standard economic explanations for
rising inequality are extremely abstract; they rely on the theoretical notion
of marginal productivity that is hard for average citizens to comprehend.
Also, the standard story provides a poor explanation of why inequality has
been rising. As noted in the previous section, the standard explanations for
rising inequality cannot explain cross-national differences in income and
wealth inequality. Piketty, in contrast, focuses on the importance of wealth
and wealth inequality in generating and sustaining income inequality.

Second, Piketty provides a simple way to deal with the problem. His
solution, like the policy prescriptions of Keynes, should be seen as trying to
save capitalism rather than explain and predict its demise. While Keynes
grappled with the problem of unemployment, Piketty deals with our
current problem of great inequality. Then he gives us some sensible policies
to mitigate inequality. The result may not be what the right and the
wealthy would like, and he may not proffer the optimal solution, but
Piketty provides a solution to a major problem that cries out for a remedy.
Implicit in this is a belief that inequality tends to tear nations and societies
apart, and that this is undesirable.

Unlike Marx, Piketty does not think that such a divisive outcome is
inevitable or close to inevitable; rather, he believes that differences in
income and wealth inequality across nations show that human institutions
and government policy can make a difference. This means that we can
change our policies and develop new institutions to mitigate inequality.
There is good historical evidence that this is possible. The progressive
income tax, public education, minimum wage laws, Social Security, and
government regulation of business all helped to boost incomes and
economic growth in the twentieth century. If we succeeded in the past,
similar gains should be possible today.

Third, economics has become rather sterile over the past half century. Its



focus has been on proving theorems from a set of assumptions that most
people recognize could not possibly be true. Economists assume that people
are rational and know what the future will bring with some degree of
probability; they then choose the option that will lead to the best outcome
for them. Capital in the Twenty-First Century is part of a shift away from
what British economist George Shackle (1967) called “the years of high
theory.” Shackle wrote about the period from 1926 to 1939, but the reign of
theory continued unabated through the end of the twentieth century.
Despite the many important theoretical advances made during this period,
an exclusive focus on abstract theory distracted economists. They took their
eye off the economy and put it on mathematical proofs from a set of
(somewhat unreasonable) assumptions. They also reduced, or tried to
reduce, macroeconomics to microeconomics by assuming optimizing
behavior on the part of all individuals. This myopia about people and
markets contributed to the risky lending that eventually led to the Great
Recession.

Only recently have economists returned to data analysis or high
empiricism —finding or creating large datasets and then using that data to
shed light on how the world works. Capital in the Twenty-First Century is
part of this movement. It is a movement that can only broaden and enrich
economic analysis. To return to my paraphrase of Kant in Chapter 1, while
data without theory is empty, theory without data is blind. Piketty is part
of a movement to get economists to open their eyes to data and to what the
data has to say, thereby making economics more balanced and more
relevant.

Going even further, Capital in the Twenty-First Century seeks to return
economics to its grand tradition as political economy by relying on history,
philosophy, and the other social sciences to analyze how economies worked
and functioned. In its heyday, political economy examined how real people
behaved, how institutions worked, and how and why economies might not
reach equilibrium. It looked at big questions and long-run economic
trajectories. Piketty (p. 574f.) even calls his work “political economy” and
calls for economists to be more pragmatic and more open to other ways of
doing economics—collecting data, doing economic history, and worrying
about the political and social aspects of distribution.



Finally, economists badly missed the boat on the major economic event
in our lifetime, the Great Recession. To be honest, they were caught with
their pants down. With only a few exceptions, economists did not see any
problem coming; and they certainly did not anticipate how long the slump
that resulted from falling home prices would last. Even worse, they have
not been able to formulate solutions to rectify the problem, which is part of
the reason unemployment rates remain so high in much of the developed
world. The push for austerity, particularly in 2011 and 2012, rather than
deficit spending, flies in the face of what Keynes taught us about dealing
with economic slumps.

Capital in the Twenty-First Century deserves to be read, and studied
seriously, if for no other reason than that it provides an analysis of our
contemporary problems and a solution to them. Income and wealth
inequality hurt nearly everyone and they hurt the whole economy.
Although the book does not discuss our recent economic problems, it
provides enough information to help understand why the Great Recession
arose and why it has been so difficult to end. On the one hand, rising
inequality has resulted in rising debt levels, as households struggle to
maintain middle-class lifestyles. On the other hand, debt levels cannot
grow forever in the face of stagnant wages. Debt reduction, in conjunction
with low savings rates by those with high incomes, can only slow
economic growth. Furthermore, as Piketty shows, slower growth tends to
worsen the inequality problem. We are caught in a vicious macroeconomic
circle.

Last, but not the least, the solutions proposed by Piketty—more
progressive individual income taxes, reforming the corporate income tax
system, and a global wealth tax—would clearly mitigate the distribution
problem and, by increasing spending, also mitigate the unemployment
problem facing most of the developed world.

Some problems, large and small

All this praise does not mean that Capital in the Twenty-First Century is
without flaws. Perfection is too much to demand from any work. Readers



can only expect that the author gets the main things right and that
whatever errors exist are relatively minor. Piketty, it seems, has gotten the
most important things right. The facts about rising inequality describe one
of the key economic problems we face today; and a focus on the top 1%
makes the facts about distribution clear and easy to comprehend. Piketty’s
explanation for rising inequality is important and is supported to a large
extent by his numbers. His main policy solution, while unlikely to get
enacted, does address the problem of rising inequality and would mitigate
the problem. On these three counts, Piketty has done very well.
Nonetheless, there are a number of problems with Capital in the Twenty-
First Century. Earlier chapters identified these problems, but it is worth
pulling them together here.

A confusion regarding terminology

One flaw in the book concerns terminology. While authors should be
allowed some poetic license when using terms, they should not be able to
employ confusing terminology with neither rhyme nor reason. Piketty errs
rather badly by using “capital” to refer to wealth. Capital has a distinct
meaning within economics. It is the plants, machinery, and equipment that
firms use to produce goods and services. Piketty is interested in wealth, the
sum of all assets, both physical and financial, held by individuals.

In some cases the two are the same. Shares of company stock that I own
gives me part ownership of the capital assets of that company. I actually
own some of the capital used to produce goods and services. Calling my
stockholdings ownership of capital is not far off the mark. But my wealth is
more than my ownership of stock. It includes my financial assets (bank
accounts, government bonds, and retirement accounts). And, as a typical
middle-class US household, most of my wealth is in the form of my home
and my car, as well as a few savings accounts. This is not capital in the
traditional economic sense of the term.

This conflation of the two terms even seems to confuse Piketty at times,
particularly when he feels the need to address the Cambridge Capital
Controversy because it is about “capital.” Piketty would have been better
off just ignoring this can of worms since his concern is measuring wealth



rather than capital. Moreover, the Cambridge Controversy concerned
economic theory. It was about the possibility of measuring capital without
falling prey to a vicious circle. Contrary to what Piketty asserts, no amount
of data could possibly resolve the controversy; whether one can
consistently measure aggregate capital is not an empirical issue. It is not
clear why Piketty made this mistake.

A 5% return to wealth

Piketty’s data on income and wealth inequality was published prior to
Capital in the Twenty-First Century. What is new in his book is the
argument that r>g leads to rising inequality. Consequently, a great deal
rides on what determines r and what determines g.

Economic growth depends mainly on the growth of labor productivity
and the number of workers. Thinking that g will remain low throughout
the twenty-first century is certainly plausible. Piketty has provided some
evidence that over long stretches of time economic growth has been in the
1% to 2% range, and he makes a good case that we will be closer to the
lower historical bound in the future. First, population growth is slowing.
Second, labor force participation, which sustained high growth rates at the
end of the twentieth century, is no longer growing rapidly because women
cannot continue to enter the labor force in large numbers. This leaves
productivity growth as our main source of economic growth. But we
cannot expect much more than 1% growth here given historical tendencies.
Finally, Piketty does not mention one additional factor that will tend to
keep g low during the twenty-first century. In the face of grave threats
from climate change, and the necessary responses to this threat, we cannot
expect robust economic growth for the rest of this century (Victor 2008).

On the other hand, the assumption that r will remain constant at 5%,
especially in the face of slower growth, is questionable if not implausible.
This claim is probably the weakest link in the argument made in Capital. I
am pretty sure Piketty would not disagree with this assessment. The case
for a constant 5% return on wealth is mainly historical—over a very long
time period and for many nations this has been the rate of return to wealth.
It has tended toward 5 percent in good economic times as well as bad



economic times.
In contrast, throughout the history of the discipline, nearly all

economists have held that r will fall over time rather than remain constant,
or at least that there is a pronounced tendency for r to fall. David Ricardo
thought that returns to capital would be squeezed because landowners
would get higher rents as worse and worse land was continually brought
into use to feed a growing population. Karl Marx noted a tendency for the
rate of profit to fall due to competition as well as the need for profit so that
firms could accumulate more wealth and better survive the cut-throat
capitalist world. John Stuart Mill (1848, p. 334) expected that economies
would reach a stationary state with no growth and a low rate of return to
capital, but saw this end to the rat race of industrial life as a good thing.
And John Maynard Keynes (1936, p. 372) famously predicted and hailed the
“euthanasia of the rentier.” He saw the gradual disappearance of the
functionless investor because they would no longer be needed once a
certain level of affluence was achieved and once the economic problem of
providing everyone with a decent standard of living was solved.

Even contemporary economic theory predicts a falling r in the face of a
low growth rate. Wealth is in demand only because people want to do
something with that wealth. Most of the time wealth is used to augment
production. Slower growth reduces the demand for wealth to help create
new capital and expand output. Some wealth will be in demand because
people want to maintain their lifestyles in the face of rising inequality and
falling incomes. This creates debt, but continually rising debt in the face of
stagnating or falling incomes is not sustainable, as the 2008 financial crash
confirms. So the demand for wealth to maintain living standards cannot be
maintained in the face of failing economic growth.

As wealth accumulates and the demand for wealth slows (due to slowly
growing g), the return to wealth should fall. Piketty tries to get around this
by claiming that wealth has many uses, and so it is possible to accumulate
large amounts of it without reducing its return. While true, this is also true
of human beings and the use of their time. We can do many things with the
time we have; nonetheless, wages have not risen continuously. In fact, for
median households income has been falling for several decades in the US.
And despite the many uses for wealth, if there is no demand for that wealth



(due to slow economic growth and slow population growth), the returns to
wealth should fall. In the end, Piketty has not provided an adequate
explanation for why r should remain at 5% in the face of these forces.

Despite my skepticism here, the 5% figure seems to me a useful
benchmark. It does describe a long trajectory of economic history and,
although there is no reason to expect it will continue, it does not matter a
great deal for future distribution whether r is 5% or 4% or even 2%. As long
as r>g, we will encounter the distribution problems Piketty has identified.
The size of r relative to g is a dispute about how quickly inequality worsens
and becomes a problem, and the 5% figure is useful in helping us
understand what happens to income distribution if r grows much faster
than g. Finally, there is a further reason to take the 5% figure as a
reasonable benchmark. Readers should remember that r is the average
growth of wealth, and Piketty has made a good case that those with more
wealth do significantly better than average. This, too, will cause inequality
to rise—even if r=g.

A characteristic of capitalism?

Piketty has titled his book Capital in the Twenty-First Century, and he
writes as if describing a feature of capitalist economies. Piketty even seems
to think of r>g as a contradiction plaguing capitalism. For this to be so,
capitalism must be necessary to obtain high returns to wealth.

Piketty makes neither case, and I see no good argument that capitalism is
necessary for a large r and rising inequality. In fact there is a good contrary
argument based on historical trends. The great inequalities that Piketty
writes about existing in the nineteenth century arose not from capitalism
but from feudalism, where a small number of people owned large tracts of
land and lived off the returns from that land. In fact, as Figure 10.9 (p. 120)
clearly shows, r>g is a characteristic that stretches far back into human
history—long before the rise of capitalism. Moreover, as Chapter 6 argues,
inequality would rise in any economy where the gains to one group exceed
the gains going to other groups. Inequality rises in feudal economies if
landowner wealth rises and the income of everyone else (on average) stays
the same. Using Piketty’s variables, we might even describe the difference



between capitalism and feudalism as follows. Under capitalism, r=5 and
g=1. Under feudalism r=3.5 and g=.5. In both cases r>g, and in both cases
inequality rises. The problem is a little worse under capitalism because
returns to wealth grow faster than income and so inequality increases more
quickly. But the problem is not a problem with capitalism.

To take another example, inequality would increase in a hippy
commune, where the output produced there each year was distributed
equally, but someone began with a little money in the bank which grows in
value faster than incomes and output grow at the commune. In this case,
growing wealth would allow for greater purchases outside the commune
and a higher standard of living for that person. It is this process of
compounding that assures one person or one group of people will do much
better than everyone else in the future. So Piketty’s inequality really has
little to do with capitalism and it cannot be a contradiction that is
fundamental to capitalism.

If inequality today is not sustainable, the reason must be political rather
than economic. Can democracy survive in the face of great income and
wealth inequality? Political democracy is based on the idea that everyone
gets one vote in determining who its leaders will be. The winners will be
whoever gets the most votes. Inequality gives a few people more votes than
everyone else when it comes to deciding what gets produced. It also gives
them a great deal of power over the political process—especially when
politicians need large sums of money to run for office every few years. The
crucial question is whether political democracy can survive under such
circumstances. Piketty seems to place his hopes on democracy solving the
problem of inequality rather than the wealthy taking over the entire
apparatus of government; but he makes no case for this and provides no
suggestions about how to move this process forward. This I regard as the
major shortcoming of his book, especially in an age of political gridlock and
dysfunction.

An essential tax reform?

The global wealth tax does most of the heavy lifting for Piketty in the
policy arena. It is his main solution to the problem of growing inequality.



Chapter 7 above noted several problems with this proposal. Everyone (even
those not subject to the tax) will have to put in a good deal of time
complying with the requirements of the tax. There will likely be substantial
evasion—either through cyber-currencies or through countries that won’t
report bank account balances. There are valuation problems and liquidity
problems with the wealth tax. And there are real world empirical problems
that Piketty should have been sensitive to—the wealth tax does not have a
distinguished history. Going back to the British stove and window taxes, it
is one of the most hated of all taxes and is one of the most difficult to
implement. This is probably why many countries with a wealth tax have
abandoned it during the past few decades. While some of this this may be
part of a worldwide trend toward lower taxes on the very wealthy, it is also
likely to be due to the fact that these taxes are so unpopular and
problematic.

Still, the biggest problem with a global wealth tax is not the tax itself.
Rather, it stems from an economic concept that every student learns on
their first day in an economics class—opportunity cost. Opportunity cost
refers to the losses from not doing something else.

To evaluate the wealth tax we need to compare it to the next best
alternative. Piketty contends that the corporate income tax and the
individual income tax cannot limit wealth inequality. Yet, in a number of
places, he seems to think income taxes can reduce inequality. He notes that
high top marginal rates are one reason we had low levels of income
inequality in the several decades after World War II. And he even suggests
very high marginal tax rates on top incomes, as much as 70%, in order to
curtail high CEO pay and inequality in labor incomes.

While Piketty is correct that this taxes the income flow rather than the
existing stock of wealth, the two are closely related, a point he stresses
repeatedly. For this reason, taxing the flow (annual income) at a high rate
will keep the flow from adding to the stock. In turn, a smaller stock of
wealth will reduce the flows (or income) going to those with great wealth.
The extremely wealthy may even need their wealth to support their current
consumption. This, too, will mitigate the growth of wealth at the top. When
we are dealing with a dysfunctional cumulative process, with rising income
and wealth inequality reinforcing each other, we can break in anywhere to



interrupt the process and remedy the problems it creates—a point
emphasized by Nobel Laureate Gunnar Myrdal (1944) in his study of the
poverty of blacks in the US.

Even better, the corporate income tax can help reduce wealth inequality.
Piketty himself advocates this, but he sees this as only affecting income
inequality. However, as Chapter 7 above argues, this will not only reduce
flows of wealth to the rich, it will also reduce the value of corporate stock
and so directly reduce wealth inequality. It can be nearly as effective in this
regard as a global wealth tax, especially in conjunction with inheritance
and estate taxes. These two types of tax were introduced to limit the
accumulation of wealth and the passing of immense wealth from
generation to generation by taxing large estates. Currently they are
relatively ineffective at doing this job. Reinvigorating inheritance taxes
seems a reasonable alternative to a new global wealth tax.

We already have individual and corporate income taxes, as well as
inheritance taxes, so a new tax bureaucracy is unnecessary. We will not
impose additional compliance costs on all citizens or administrative
burdens on the government to monitor and collect a new tax. In brief, a
global corporate income tax and high marginal rates for extremely high
incomes would probably garner a great deal of political support.

Politics and economic policy

Piketty is very good when it comes to economics; he does less well when it
comes to politics. As noted, many critics deemed his plan for a global
wealth tax unrealistic. I am not sure that this is the correct focus of
criticism on Piketty’s policy prescriptions. For me the problem lies not in
the policy proposal as much as with the fact that Piketty does not help with
the politics. He doesn’t explain how we can get needed tax reform—either a
wealth tax or alternatives, such as greater use of the corporate income tax.
Or to tie this into an earlier point, Piketty places his faith in democracy and
leaves it there. This gives his readers the impression that dealing with the
problem of inequality is hopeless. Congress is not likely to pass a wealth
tax, especially one that requires information sharing with all other
countries. The big problem for Piketty is the problem raised by Marx. If



government is controlled by the wealthy, then we cannot look to politics to
solve the economic problems of the average person.

Piketty’s solution to our economic problems, and the problem with his
economic solution, remind me to some extent of Keynes and the main
shortcoming of Keynesian economics. Keynes believed that the state could
solve the problem of mass unemployment. His solution was a set of
economic policies employed by the state on behalf of a majority of its
citizens. Likewise Piketty proposes united state action across countries on
behalf of average citizens.

But Keynes had a blind spot. He thought that reasoned and reasonable
argument would convince people and politicians of the needed policy
changes. Keynes did not anticipate that politicians would need financial
support from the extremely wealthy to get elected and re-elected. Another
problem is that the wealthy can reward politicians with multi-million
dollar jobs should they fail to get re-elected or should they decide it is time
to leave politics. This tends to make economic policy beholden to wealth
rather than to the average or median voter. The same problems plague
Piketty and his solution to the inequality problem.

Unless we have some political pressure for a global wealth tax or other
tax reforms, we cannot put an end to the recent revival of the rentiers.
There will be little progress toward a global wealth tax, or a global
corporate income tax, unless the US takes the lead. And there will be little
progress on any policy to reduce inequality in the US without a strong
political push. This means voting for candidates for office, working for
candidates, and contributing money to candidates who promise to make
this a priority. Political organization is necessary. People need to become
active by organizing, raising their voices, and speaking out.

Economists typically point out that such activism runs counter to
rational decision-making. As Mancur Olson (1965) argued, the costs of my
time are large and the gains that accrue to me from activism (assuming it
succeeds) are small. This sets up a recipe for failure, where one needs a
path toward success.

Fortunately, there is a positive way forward and a case that we can move
forward. According to the logic that Olson laid out, no one should vote. Yet
in developed countries many people (50–90% of eligible voters) do vote—



sometimes while risking their lives (Pressman 2004). But just voting is not
enough. Major social and economic legislation in the US was passed not
because there was a Democratic President elected and a Democratic
Congress. These were necessary conditions for change, but they were not
sufficient.

Many New Deal reforms were passed because of strong support from
labor. There was also a strong push from the left for even more radical
reforms. One political lesson from when Social Security was passed in 1935
is that President Roosevelt accepted the program only after he was
pressured from his left by the Townsend Plan of 1934, which became very
popular throughout the country. Named after a California doctor, Francis
Townsend, it proposed giving every US citizen aged 60 and older (who was
not employed) $200 per month on the condition that the money be spent
within 30 days. These retirement benefits were to be funded by a 2% tax on
all transactions, essentially a 2% national sales tax. A number of politicians
supported this, including Louisiana Senator Huey Long, who seriously
considered running for President in 1936 against FDR (Schieber & Shoven
1999). Similar things hold true for the passage of Obamacare. There was a
strong political push from labor and others as well as a more radical plan
(single payer) that made Obamacare seem like a reasonable compromise.
The same thing will likely have to be true if there is to be a global wealth
tax or other form of progressive taxation that reduces inequality. We
require candidates for elected office running on the platform of more
progressive taxation. Otherwise there will be little political pressure on
existing politicians to pass such legislation.

Fifteen minutes of fame?

We end with a question that is more philosophical than economic. Is
Piketty currently getting his 15 minutes of fame, or will Capital in the
Twenty-First Century continue to be read and referenced several decades
from now? It is still too soon to definitively answer this question. There are
a number of ways this book might make a difference. It may have an
impact on policy. It may impact the economics profession. Or it may



impact how inequality is viewed.
Certainly, if inequality remains a major problem, people will continue to

read Piketty, who has become the go-to guy on the topic of inequality. If
economists focus more on data and become more like the political
economists of old, Piketty will come to be regarded as instrumental in this
change. And if Capital in the Twenty-First Century spurs governments to
make their tax system more progressive (especially if they opt for a global
wealth tax), the book undoubtedly will become a classic in economics.

The pessimistic economist part of me sees the furor dying down and
everyone going on as before, as if nothing had happened. This is especially
true if economic growth resumes in Europe and unemployment rates fall.
The pessimist in me also sees the 1% or the. 1% continuing to dominate
economic and political discussions. They will pay handsomely for studies
that refute Piketty. These studies will question the data and the
methodology used to calculate r and g. The extremely wealthy will support
scholars who are likely to find that the results are not universal. For
example, they may find that Piketty’s results do not hold for some time
periods (such as the Great Recession). Or, studies will show that some
countries have kept tax rates low and have experienced higher growth rates
than 1–2%. These results will be publicized using a vast media network that
is owned and controlled by those with great wealth. This will cast doubt on
Piketty’s results and lead us to forget this book in another few years.

Certainly, with politicians so dependent on money to run for office, the
probability is very low that the tax changes Piketty favors will come to
pass. This will require political action that is not likely to be forthcoming.
And if there is no tax reform, there will be little policy impact from
Piketty’s book.

On the other hand, the realist in me, or the non-economist part of me,
questions whether rising inequality is sustainable. Looking at the late
nineteenth century and early twentieth century it is clear that the process
of growing wealth and income inequality generated many problems. There
were horrific labor disputes in the US and Europe as a result of great
inequality. The two wars and the high taxes required to fight them also
show that growing wealth inequality may not be sustainable. Forces arise,
maybe political in nature rather than economic, that will tend to reduce



wealth at the very top. We can even go back further in history and look at
the French revolution as an example of people rebelling against great
inequality. Many economic problems (slow growth and slow productivity
growth) as well as social problems (as discussed in Chapter 3 above) plague
us today due to great inequality.

In fact, sustaining inequality might be even more difficult today than in
the past. During the nineteenth century rising inequality was due to the
very wealthy gaining and everyone else staying put. The children of rich
families became even wealthier than their parents; children growing up in
poor families remained poor. Today we face a different problem—
downward mobility. The middle class struggles to survive in difficult times
and seems to be disappearing. For a while they tried to maintain their
standard of living by incurring additional debt. But there is just so much
debt one household can handle. The interest payments necessary to service
this debt reduce consumer spending on new goods and services. At some
point, consumers will have to cut spending because their debt levels are too
high—pushing the economy into a deep recession. To some extent this is
what has occurred during the Great Recession. Even with some
deleveraging by consumers, household debt levels remain high in the US
today (Scott & Pressman 2015); if inequality continues to rise, we may face
economic problems even worse than the so-called Great Recession. People
worry more and get angrier when their absolute standard of living falls
than when their relative income declines because the rich are a lot richer.

In the past revolutions generally took place violently—there were
frequent strikes by workers demanding higher wages and wars between
different countries over economic issues such as access to cheap resources.
Now revolutions tend to take place at the ballot box. The elections of
Ronald Reagan in the US and Margaret Thatcher in the UK began a revolt
by the rentiers, which has led to our current inequality problem. Just as
elections can lead to rising inequality they can bring in an era of greater
equality. If the middle class vote for their economic interests, if they
support candidates and policies that would benefit nearly everyone, we
may see democratic governments raise taxes on the wealthy, which is what
Piketty proposes. While we may not go down the wealth tax route, there
are other tax policy options as I have pointed out in Chapter 7 above. In



addition, governments may enact policy changes (such as increases in the
minimum wage and more generous unemployment insurance and
retirement benefits) to mitigate the conflict between the wealthy and
everyone else. This will keep inequality from getting worse. It may even
help to reduce inequality.

There are some rays of hope, or reasons to believe that we may make
progress on the inequality problem. One positive sign is the attention
Piketty’s book has received. Publicity does matter. It affects what
economists do, and what people think and what they want. When Capital
in the Twenty-First Century became a best seller people began to pay
attention to it. Another good sign is that Stephen Colbert had Piketty on his
TV show, The Colbert Report, and sold t-shirts on his website with r>g
emblazoned on the front. It is good news that Piketty has become a rock
star in economics.

Another ray of hope is that consumers of economic knowledge (i.e.,
students) are starting to organize, demanding that their education become
more relevant. College courses on Piketty’s book would be a good first step
forward. It would show the importance of good empirical work and good
historical research. It would provide a model for the next generation of
economists.

A third ray of hope is that political economy tends to run in cycles of
somewhere around 40 years. Classical economic theory dominated the
profession from the late nineteenth century until the mid-1930s. The Great
Depression showed that we could not count on markets to generate full
employment. Keynes explained how high unemployment was possible and
what could be done to bring economies back toward full employment.
Keynesian economics dominated the profession from the 1930s until the
1970s. At the same time, social movements pressed for civil rights for
minorities, and women’s rights. Then the social ethos and the economic
thrust changed. Keynes was replaced by a revival of classical economics led
by Friedrich Hayek, Milton Friedman, and Robert Lucas. These figures
dominated economics until the 2000s. Now another wind of change seems
to be in the air.

Changes in economic thinking usually come about due to the force of
economic events. The Great Depression ushered in the Age of Keynes. The



stagflation of the 1970s opened the door for the revival of theories that
focused on supply and incentives for rational individuals, rather than
demand, as the solution to our economic problems. A focus on supply
problems meant giving firms more latitude in how they produced. It led to
an international push for lower taxes and less government regulation. It
resulted in lower taxes on the rich and lower benefits for the poor in order
to encourage everyone to work hard. The result was a sharp increase in
income inequality, a problem we face today and something that has been
cited as a cause of the great economic slump that began in the late 2000s.

Perhaps Piketty can do for inequality what Keynes did for
unemployment. He has arrived at the end of the classical revival. The
severe economic slump following the fall of Lehman Brothers, and several
decades of rising inequality, have cast doubt on the efficacy of free
markets. The time seems ripe for a progressive revival. Capital in the
Twenty-First Century provides the justification for progressive taxation and
significant tax reform. And although Piketty does not stress this, his book
provides a justification for spending programs that help deal with the
problem of inequality. Maybe economics doesn’t have to be a dismal
science after all.
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