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Introduction

“Social distinctions can be based only on common utility.”

~—Declaration of the Rights of Man and the Citizen, article 1, 1789
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direction. They are based on lessons derived from historical experience, of
which whar follows is essentially a narrative,

A Debate without Data?

Intellectual and political debate abour the distribution of wealth has long
been based on an abundance of prejudice and a paucity of fact.

To be sure, it would be a mistake to underestimate the importance of the
intuitive knowledge that everyone acguires about contemporary wealth and
income levels, even in the absence of any theoretical framework or statistical
analysis. Film and literature, ninereenth-century novels espedially, are full of
detailed information about the relative wealth and living standards of differ-
ent social groups, and especially about the deep structure of inequality, the
way it is justified, and its impact on individual lives. Indeed, the novels of Tane
Austen and Honoré de Balzac paint striking poreraits of che distribution of
wealth in Britain and France between 1790 and :830. Both novelists were in-
timately acquainted with the hierarchy of wealth in their respective societies.
They grasped the hidden contours of wealth and its inevitable implications
for the lives of men and women, including their marital strategies and per-
sonal hopes and disappointments. These and other novelists depicted the ef
fects of inequality with a verisimilitude and evocative power that no statisti-
cal or theoretical analysis can march.

Indeed, the distribution of wealth is too important an issue to be left to
economists, sociologists, historians, and philosophers. It is of interest to every-
one, and that is a good thing. The concrete, physical reality of inequality is
visible to the naked eye and naturally inspires sharp but contradictory political
judgments. Peasant and noble, worker and factory owner, waiter and banker:
cach has his or her own unique vantage point and sees important aspects of how
other people live and whar relations of power and domination exist between
social groups, and these observations shape each person’s judgment of what is
and is not just. Hence there will always be a fundamentally subjective and psy-
chological dimension to inequality, which inevitably gives rise to political con-
flict that no purportedly scientific analysis can alleviate. Democracy will never
be supplanted by a republic of expests-—and that isa very good thing.

Nevertheless, the distribution question also deserves to be studied in a
systematic and methodical fashion. Without precisely defined sources, meth-
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For Thomas Malthus, who in 1798 published his Essay on the Principle of
Population, there could be no doubt: the primary threat was overpopulation.
Although his sources were thin, he made the best he could of them. One
particularly important influence was the travel diary published by Arthur
Young, an English agronomist who traveled extensively in France, from
Calais to the Pyrences and from Brittany ro Franche-Comté, in 1787-1788,
on the eve of the Revolution. Young wrote of the poverty of the French
countryside.

His vivid essay was by no means rorally inaccurate. France at that time
was by far the most populous country in Europe and therefore an ideal place
to abserve. The kingdom could alrcady boast of a population of 20 million in
1700, compared to only 8 million for Great Britain (and 5 million for En-
gland alone). The French population increased steadily throughout the cigh-
teenth century, from the end of Louis XIV’s reign to the demise of Louis
XVTI, and by 1780 was close to 30 million. There is every reason to believe char
this unprecedentedly rapid population growth contributed to a stagnation of
agricultural wages and an increase in land rents in the decades prior to the
explosion of 1789. Although this demographic shift was not the sole cause of
the French Revolution, it clearly contribured to the growing unpopularity
of the aristocracy and the existing political regime.

Nevertheless, Young’s account, published in 1792, also bears the traces of
nationalist prejudice and misleading comparison. The great agronomist found
the inns in which he stayed thoroughly disagreeable and disliked the manners
of the women who waited on him. Although many of his observations were
banal and anecdoral, he believed he could derive universal consequences from
them. He was mainly worried that the mass poverty he witnessed would lead
to political upheaval. In particular, he was convinced that only the English
political system, wich separate houses of Parliament for aristocrats and com-
moners and veto power for the nobility, could allow for harmonious and peace-
ful development led by responsible people. He was convinced that France was
headed for ruin when it decided in 1789-1790 to allow both aristocrats and
commoners to sit in a single legislative body. It is no exaggeration to say that
his whole account was overdetermined by his fear of revolution in France.
Whenever one speaks abour the distribution of wealth, politics is never very
far behind, and it is difficult for anyone to escape contemporary class preju-
dices and interests,
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»When Reverend Malthus published his famons Essay in 1798, he reached
conclusions even more radical than Young’s. Like his compatriot, he was very
afraid of the new political ideas emanating from France, and to reassure him-
self that there would be no comparable upheaval in Great Britain he argued
shat all welfare assistance o the poor must be halted at once and that repro-
duction by the poor should be severely scrutinized lest the world succumb to
averpopulation leading to chaos and misery. It is impossible to understand

Malthus's exaggeratedly somber predictions without recognizing the way fear
gripped much of the European elite in the 1790s.

Ricardo: The Principle of Scarcity

In retrospect, it is obviously easy to make fun of these prophecies of doom. It
is important to realize, however, that the economic and social transforma-
tions of the late eighteenth and early nineteenth centuties were objectively
quite impressive, not to say traumatic, for those who witnessed them. indeed,
most contemporary observers—-and not only Malthus and Young—shared
relatively dark or even apocalyptic views of the long-tun evolution of the dis-
tribution of wealth and class structure of society, This was true in particular
of David Ricardo and Karl Marx, who were surely the two most influential
economists of the ninetcenth century and who both believed that a small so-
cial group—landowners for Ricardo, industrial capitalists for Marx—would
tnevitably claim a steadily increasing share of output and income.”

Fot Ricatdo, who published his Principles of Political Economy and Taxa-
tion in 1817, the chief concern was the long-term evolution of land prices and
land rents. Like Malthus, he had virtually no genuine sratistics at his disposal.
He nevertheless had intimate knowledge of the capiralism of his time. Born
into 2 family of Jewish financiers with Portuguese roots, he also seems to have
had fewer political prejudices than Malthus, Young, or Smith. He was influ-
enced by the Malthusian model but pushed the argument fatther, He was
zbove all interested in the fellowing logical paradox. Once both population
and output begin to grow steadily, land tends to become increasingly scarce
relative to other goods. The law of supply and demand then implies that the price
of fand will rise continuously, as will che rents paid o landiords. The land-
lords will therefore claim a growing shate of national income, as the share
available to the rest of the population decreases, thus upsetting the social
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equilibrium. For Ricardo, the only logically and politically acceptable answer
Wwas to impose a steadily increasing tax on land rents.

This somber prediction proved wrong: land rents did remain high for an
extended period, but in the end the value of farm land inexorably declined
relative to other forms of wealth as the share of agriculture in national income
decreased. Writing in the 18105, Ricardo had no way of anticipating the im-
portance of technological progress or industrial growth in the years ahead.
Like Malthus and Young, he could not imagine that humankind would ever
be totally freed from the alimentary imperarive,

His insight into the price of land is nevercheless interesting: the “scarcity
principle” on which he relied meant that certain prices migh rise to very high
levels over many decades. This could well be enough to destabilize entire soci-
cties. The price system plays a key role in coordinating the activities of mil-
lions of individuals—indeed, today, billions of individuals in the new global
cconomy. The problem is that the price system knows neither limits nor
morality.

It would be a serious mistake to neglect the importance of the scarcity
principle for understanding the global distribution of wealth in the twenty-
first century. To convince oneself of this, it is enough to replace the price of
farmland in Ricardo’s model by the price of urban real estate in major world
capitals, or, alternarively, by the price of oil. In both cases, if the trend over the
period 1970-2010 is extrapolated to the period 2010-2050 OF 2010-2100, the
result is economic, social, and political disequilibria of considerable magni-
tude, not only between but within countries—disequilibria that inevitably
call to mind the Ricardian apocalypsc.

To be sure, there exists in principle a quite simple economic mechanism
that should restore equilibrium to the process: the mechanism of supply and
demand. If the supply of any good is insufficient, and its price is too high,
then demand for that good should decrease, which should lead to a decline in
its price. In other words, if real estate and oil prices rise, then people should
move to the country or take to traveling about by bicyele (or both). Never
mind that such adjustments might be unpleasant or complicated; they might
also take decades, du ring which landlords and oil well owners might well ac-
cumulate claims on the rest of the population so extensive that they could
easily come to own everything that can be owned, including rural real estate
and bicycles, once and for all.* As always, the worst is never certain to arrive.
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It is much too soon o warn readers that by 2050 they may be paying rent o
the emir of Qarar. [ will consider the matter in due course, and my answer
will be more nuanced, albeiz only moderately reassuring, Bug it is important
for now to understand that che interplay of supply and demand in no way
rules out the possibility of alarge and lasting divergence in the distribution of
wealeh linked to extreme changes in certain relative prices. This is the princi-
pal implication of Ricardd’s scarcity principle. But nothing obliges us to roll
the dice.

Murx: The Principle of Infinite Accumulation

By the time Marx published the first volume of Capital in 1867, exactly one-
haif century after the publication of Ricardo’s Principles, economic and social
realities had changed profoundly: the question was no longer whether farm-
ers could feed a growing popularion or land prices would rise sky high but
cather how to understand the dynamics of industrial capitalism, now in fuil
blossom.

The most striking fact of the day was the misery of the industrial prole-
tariat. Despite the growth of the economy, of perhaps in parr because of it,
and because, as well, of the vast rural exodus owing to both population growth
and increasing agricultural productivity, workers crowded into urban slums.
The working day was long, and wages were very low. A new urban misery
emerged, more visible, more shocking, and in some respects cven more €x
creme than the rural misery of the Ofd Regime. Germinal, Oliver Twist, and
Les Misérables did not spring from the imaginations of their authors, any
mose than did faws limiting child labor in factories to children older than eight
(in France in 1841) or ten in the mines (i Britain in 1842). Dr. Villermé’s
Tablean de ['état physique et moral des ouvriers employés dans les manufac
tures, published in France in 1840 (leading to the passage of a timid new child
labor law in 1841), described the same sordid reality as The Condition of the
Warking Class in England, which Friedrich Engels published in 845"

i1 facr, all the historical dataat our disposal today indicate that it was not
until the second half—or even the final third——of the nineteenth century
chat a significant rise in the purchasing power of wages occurred. From the
first to the sixth decade of the nineteenth century, workers’ Wages stagnated
at very low levels—close or even inferior to the levels of the cighteenth and
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previous centuries. This long phase of wage stagnation, which we observe in
Britain as well as France, stands out all the more because economic growth
was acceleratingin this period. The capital share of national income—industrial
profits, land rents, and building rents—insofar as can be estimated with the
imperfect sources available today, increased considerably in both countries in
the first half of the nineteenth century.’ It would decrease slightly in the final
decades of the nineteenth century, as wages partly caught up with growth.
The data we have assembled nevertheless reveal no structural decrease in ine-
quality prior to World War I. What we see in the period 1870-1914 is at best
a stabilization of inequality at an extremely high level, and in cerrain respects
an endless inegalitarian spiral, marked in particular by increasing concencra-
tion of wealth. It is quire difficult to say where this trajectory would have led
without the major economic and political shocks initiated by the war. With
the aid of historical analysis and a little perspective, we can now see those
shocks as the only forces since the Industrial Revolution powerful enough to
reduce inequality.

In any case, capital prospered in the 1840s and industrial profits grew,
while labor incomes stagnated. This was obvious to everyone, even though in
those days aggregate national statistics did not yet exist. It was in this con-
text that the first communist and socialist movements developed. The cen-
tral argument was simple: What was the good of industrial development,
what was the good of all the technological innovations, toil, and population
movements if, after half a century of industrial growth, the condition of
the masses was still just as miserable as before, and all lawmakers could do
was prohibit factory labor by children under the age of cight? The bank-
ruptcy of the existing economic and political system secemed obvious. People
therefore wondered about its long-term evolution: whar could one say
about ir?

This was the task Marx set himself. In 1848, on the eve of the “spring of
nations” (that is, the revolutions that broke out across Europe that spring), he
published The Communist Manifesto, a short, hard-hitting text whose first
chapter began with the famous words “A specter is haunting Europe—the
specter of communism.” The text ended with the equally famous prediction
of revolution: “The development of Modern Industry, therefore, cuts from
under its feet the very foundation on which the bourgeoisie produces and ap-
propriates products. What the bourgeoisie therefore produces, above all, are
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its own gravediggers. Its fall and the victory of the proletatiat ate equally
inevitable.”

Over the next two decades, Marx labored over the voluminous treatise
that would justify this conclusion and propose the first scientific analysis of
capitalism and its collapse. This work wouid remain unfinished: the fitse vol-
ume of Capital was published in 1867, but Marx died in 1883 without having
completed the two subsequent volumes, His friend Engels published them
posthumously after piecing rogethet a text from the sometimes obscure frag-
ments of manuscripc Marx had left behind.

Like Ricatdo, Matx based his wotk on an analysis of the internal logical
contradictions of the capitalist system. He therefore sought to distinguish
himself from both bourgeois economists (who saw the matker as a self-
reguiated system, that is, a system capable of achieving equilibrium onits own
without major deviations, in accordance with Adam Smith’s image of “the
invisible hand” and Jean-Baptiste Say’s *law” that production creates its own
demand), and utopian socialists and Proudhonians, who in Marx’s view were
content to denounce the misery of the working class without proposing a
truly scientific analysis of the economic processes responsible for it.” In shorr,
Marx took the Ricardian model of the price of capital and the principle of
scarcity as the basis of a more thorough analysis of the dynamics of capitalism
in a wotld whete capital was primarily industtial (machinery, plants, etc)
rather than landed property, so that in principle there was no limit o the
amount of capital that could be accumulated. In face, his ptincipal conclusion
was what one might call the “principle of infinite accumulation,” that is, the
inexorable tendency fot capital to accumuiate and become concentrated in
ever fewer hands, with no natural limit to the process. This is the basis of
Marx’s prediction of an apocalyptic end to capitalism: either the rate of re-
turn on capital would steadily diminish (thereby killing the engine of accu-
mulation and leading to violent conflict among capiralists), or capital’s shate
of national income would inctease indefinitely (which sooner or later would
unite the workers in revolt). In either case, no stable socioeconomic ot politi-
cal equilibtium was possible.

Matx’s dark prophecy came no closer to being realized than Ricardo’s. In
the fast thitd of the nineteenth century, wages finally began to increase: the
improvement i n the purchasing power of workers spread everywhere, and this
changed the situation radically, even if extteme inequalities petsisted and in
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some respects continued to increase until World War I. The communist revo-
lution did indeed take place, but in the most backward country in Europe,
Russia, where the Industrial Revolution had scarcely begun, whereas the most
advanced European countries explored other, social democratic avenues—
fortunately for their citizens. Like his predecessors, Marx totally neglecred
the possibility of durable technological progress and steadily increasing pro-
ductivity, which is a force that can to some extent serve asa counterweight to
the process of accumulation and concentration of private capital, He no
doubr lacked the statistical data needed to refine his predictions. He probably
suffered as well from having decided on his conclusions in 1848, before em-
barking on the research needed to justify them. Marx evidently wrote in great
political fervor, which at times led him to issue hasty pronouncements from
which it was difficult to escape. That is why economic theory needs to be
rooted in historical sources that are as complete as possible, and in this respect
Marx did not exploit all the possibilities available to him* What is more,
he devored little thought to the question of how a society in which private
capital had been totally abolished would be organized politically and eco-
nomically—a complex issue if ever there was onc, as shown by the tragic
totalitarian experiments undertaken in states where private capital was
abolished.

Despite these limitations, Marx’s analysis remains relevant in several re-
spects. First, he began with an important question (concerning the unprece-
dented concentration of wealch during the Industrial Revolution) and tried
to answer it with the means at his disposal: economists today would do well
to take inspiration from his example. Even more important, the principle of
infinite accumulation that Marx proposed contains a key insight, as valid for
the study of the twenty-first century as it was for the nineteenth and in some
respects more worrisome than Ricardo’s principle of scarcity. If the rates of
population and productivity growth are relatively low, then accumulated
wealth naturally takes on considerable importance, especially if it grows to
extreme proportions and becomes socially destabilizing. In other words, low
growth cannor adequately counterbalance the Marxist principle of infinite
accumulation: the resulting equilibrium is not as apocalyptic as the one pre-
dicted by Marx but is nevertheless quite disturbing, Accumulation ends at a
finite level, but that level may be high enough to be destabilizing, In parricu-
lar, the very high level of private wealth that has been attained since the 1980s
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and 19906 in the wealthy countries of Euvrope and in Japan, measured in years
of national income, directly reflects the Marxian logic.

Erom Marx to Kuznets, or Apocalypse to Fairy Tale

Turning from the nineteenth-century analyses of Ricardo and Marx to the
ewentieth-century analyses of Simon Kuznets, we might say that economists’
no doubt overly developed taste for apocalypric predictions gave way to a
similarly excessive fondness for fairy tales, or at any rate happy endings. Ac-
cording to Kuznets's theory, income inequality would automatically decrease
in advanced phases of capitalist development, regardless of economic policy
choices or other differences between countries, until eventually it stabilized at
an acceptable level. Proposed in 1955, this was really a theory of the magical
postwar years referred to in France as the “Trente Glorieuses,” the thirty glo-
rious years from 1945 to 1975.” For Kuznets, it was enough to be patient, and
before long growth would benefit everyone. The philosophy of the moment
was summed up in a single sentence: “Growth is a rising tide chat lifts all
boats.” A similar optimism can also be seen in Robert Solow’s 1956 analysis of
the conditions necessary for an economy to achieve a “balanced growth path,”
that is, a growth trajectory along which all variables—output, incomes, prof:
its, wages, capital, asset prices, and so on—would progress at the same pace, 50
that every social group would benefit from growth to the same degree, with
no major deviations from the norm.'® Kuznets's position was thus diametri-
cally opposed to the Ricardian and Marxist idea of an inegalitarian spiral and
antithetical to the apocalyptic predictions of the nineteenth century.

In order to properly convey the considerable influence thar Kuznets's the-
ory enjoyed in the 1980s and 1990s and to a certain extent still enjoys today, it
is important to emphasize that it was the first theory of this sort to rely on a
formidable staristical apparatus. It was not until the middle of the rwentieth
century, in fact, that the first historical series of income distribution statistics
became available with the publication in 1953 of Kuznets’s monumental
Shares of Upper Income Groups in Income and Savings. Kuznets's series deale
with only one country (the United States) over a period of chirty-five years
(1913-1948). It was nevertheless a major contribution, which drew on two
sources of data totally unavailable to nineteenth-century authors: US federal
income tax returns (which did not exist before the creation of the income tax
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in 1913) and Kuznets's own estimates of US national income from a few years
earlier. This was the very first actempt to measure social inequality on such an
ambitious scale."

It is important to realize that withour these two complementary and in-
dispensable datasets, it is simply impossible to measure inequality in the in-
come distribution or to gauge its evolution over time. To be sure, the first
attempts to estimate national income in Britain and France date back to the
late seventeenth and early cighteenth century, and there would be many more
such attempts over the course of the nineteenth century. Bur these were iso-
lated estimaes. It was not until the twentieth century, in the years between
the two world wars, chat the first yearly series of national income data were
developed by economists such as Kuznets and John W. Kendrick in the
United States, Arthur Bowley and Colin Clark in Britain, and L. Dugé de
Bernonville in France. This type of data allows us to measure a country’s total
income. In order to gauge the share of high incomes in national income, we
also need statements of income. Such information became available when
many countries adopted a progressive income tax around the time of World
War I (1913 in the United States, 1914 in France, 1909 in Britain, 1922 in India,
1932 in Argentina).”

It is crucial o recognize that even where there is no income tax, there are
still all sorts of statistics concerning whatever tax basis exists at a given point
in time (for example, the distribution of the number of doors and windows by
département in nineteenth-century France, which is not without interest),
but these data tell us nothing about incomes. What is more, before the re-
quirement to declare one's income to the tax authorities was enacted in law,
people were often unaware of the amount of their own income. The same is
true of the corporate tax and wealth tax. Taxation is not only a way of requir-
ing all citizens to contribute to the financing of public expenditures and proj-
ects and to distribute the tax burden as fairly as possible; it is also useful for
establishing classifications and promoting knowledge as well as democratic
transparency.

In any event, the data that Kuznets collected allowed him to calculate the
evolution of the share of each decile, as well as of the upper centiles, of the
income hierarchy in total US national income. Whar did he find? He noted a
sharp reduction in income inequality in the United States berween 1913 and
1948. More specifically, at the beginning of this period, the upper decile of the
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income distribution {that is, the top o percent of US earners) claimed 45-s0
percent of annuai national income. By the late 19403, the share of the top de-
cile had decreased o roughly 3034 percent of national income. This decrease
of neatly 10 percentage points was considerable: for example, it was equal to
half the income of the poorest o percent of Americans.”” The reduction of
inequality was clear and incontrovertible, This was news of considerabie im-
portance, and it had an enormous impact on economic debate in the postwar
era in both universities and international organizations.

Malthus, Ricardo, Marx, and many othess had been talking about in-
equalities for decades without citing any sources whatsoever or any methods
for comparing one era with another or deciding berween competing hypoth-
eses. Now, for the first time, objective data were available. Although the infor-
mation was not perfect, it had the merit of existing. What is more, the work
of compilation was extremely well documented: the weighty volume that
Kuznets published in 1953 revealed his sources and methods in the most min-
ute detail, so that every calculation could be reproduced. And besides tha,
Kuznets was the bearer of good news: inequality was shrinking

The Kuznets Curve: Good News in the Midst of the Cold War

In fact, Kuznets himseif was well aware that the compression of high US in-
comes between 1913 and 1948 was largely accidental, It stemmed in large part
from multiple shocks triggered by the Great Depression and World War 1
and had little to do with any natural or automatic process. In his 1953 work, he
analyzed his series in detail and warned readers not to make hasty generaliza-
tions. But in December 194 4, at the Detroit meeting of the American Economic
Association, of which he was president, he offered a far more optimistic inter-
pretation of his results than he had given in 1953. It was this lecture, published
in 1955 under the title “Economic Growth and Income Inequality,” that gave
sise to the theory of the “Kuznets curve.”

According to this theory, inequality everywhere can be expected to follow
a “bell curve.” In other words, it should first increase and then decrease over
the course of industrialization and economic development. According to
Kuznets, a first phase of naturally increasing inequality associated with the
carly stages of industrialization, which in the United States meant, broadly
speaking, the nineteenth century, would be followed by a phase of sharply
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decreasing inequality, which in the United States allegedly began in the first
half of the twentieth century.

Kuznets's 1955 paper is enlightening. Afrer reminding readers of all the
reasons for interpreting the data cautiously and noting the obvious impor-
tance of exogenous shocks in the recent reduction of inequality in the United
States, Kuznets suggests, almost innocently in passing, that the internal logic
of economic development might also yield the same result, quite apart from
any policy intervention or external shock. The idea was that inequalities in-
crease in the early phases of industrialization, because only a minority is pre-
pared to benefit from the new wealth that industrialization brings. Later, in
more advanced phases of development, inequality automatically decreases asa
larger and larger fraction of the population partakes of the fruits of economic
growth."

The “advanced phase” of industrial development is supposed to have be-
gun toward the end of the nineteenth or the beginning of the twentieth cen-
tury in the industrialized countries, and the reduction of inequality observed
in the United States berween 1913 and 1948 could therefore be portrayed as
one instance of a more general phenomenon, which should theoretically re-
produce itself everywhere, including underdeveloped countries then mired in
postcolonial poverty. The data Kuznets had presented in his 1953 book sud-
denly became a powerful political weapon." He was well aware of the highly
speculative narure of his theorizing'® Nevertheless, by presenting such an
optimistic theory in the context of a “presidential address” to the main profes-
sional association of US economists, an audience that was inclined to believe
and disseminate the good news delivered by their prestigious leader, he knew
that he would wield considerable influence: thus the “Kuznets curve” was
born. In order to make sure that everyone understood what was at stake, he
took care to remind his listeners that the intent of his optimistic predictions
was quite simply to maintain the underdeveloped countries “within the orbit
of the free world."” In large part, then, the theory of the Kuznets curve was a
product of the Cold War.

To avoid any misunderstanding, let me say that Kuznets's work in estab-
lishing the first US national accounts data and che first historical series of
inequality measures was of the utmost importance, and it is clear from read-
ing his books (as opposed to his papers) that he shared the true scientific
ethic. In addicion, the high growth rates observed in all the developed coun-
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INTRODUCTION

tries in the post-World War II period were a phenomenon of great signifi-
cance, as was the still more significant fact that all social groups shared in the
fruits of growth. It is quite understandable that the Trente Glorieuses fos-
teted a certain degree of optimism and thar the apocalyptic predictions of
the nineteenth century concerning the distribution of wealth forfeited some
of their popularity.

Nevertheless, the magical Kuzners curve theory was formulated in large
part for the wrong reasons, and its empirical underpinnings were extremely
fragile. The sharp reduction in income inequality that we observe in almost
all the rich countries between 1914 and 1945 was due above all to the world
wars and the violent economic and political shocks chey entailed {especially
for people with large fortunes). It had listle to do with the tranquil process of
intersectoral mobility described by Kuzaets,

Putting the Distributional Question Back at the Heart of
Economic Analysis

The question is important, and not just for historical reasons. Since the 1970s,
income inequality has increased significantly in the rich countries, especially
the United Stares, where the concentration of income in the first decade of the
ewenty-first centuty regained-—indeed, slightly exceeded —the level attained
in the second decade of the previous century. It is therefore crucial to under-
stand clearly why and how inequality decreased in the interim. To be sure, the
very rapid growth of poor and emerging countties, especially China, may well
prove to be a potent force for reducing inequalities at the global level, just as
the growth of the rich countries did during the period 19451975, But this
process has generated deep anxiety in the emerging countties and even
decper anxiery in the rich countries. Furthermore, the impressive disequilib-
ria observed in recent decades in the financial, oil, and real estate markets
have naturally aroused doubrts as to the inevitability of the “balanced growth
path” described by Solow and Kuznets, according ro whom all key economic
variables are supposed to move at the same pace. Will the world in 2040 or
2100 be owned by traders, top managers, and the superrich, or will it belon g
to the oil-producing countries or the Bank of China? Or perhaps it will be
owned by the rax havens in which many of these actors will have soughs ref-
uge. It would be absurd not to raise the question of who will own what and
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CAPITAL IN THE TWENTY-FIRST CENTURY

simply to assume from the outsct that growth is naturally “balanced” in the
long run.

1n a way, we are in the same position at the beginning of the ewenty-first
century as our forebears were in the early nineteenth century: we are witness-
ing impressive changes in economies around the world, and it is very difficult
to know how extensive they will rurn out to be or what the global distribu-
tion of wealth, both within and berween countries, will look like several de-
cades from now. The cconomists of the ninetee nth century deserve immense
credit for placing the distriburional question at the heart of economic analysis
and for seeking to study long-term trends. Their answers were not always
satisfactory, but at least they were asking the right questions. There is no fun-
damental reason why we should believe that growth is automatically bal-
anced. It is long since past the time when we should have put the question of
inequality back at the center of cconomic analysis and begun asking questions
first raised in the nineteenth century. For far too long, economists have ne-
glected the distribution of wealth, partly because of Kuznets's optimistic
conclusions and partly because of the profession’s undue enchusiasm for sim-
plistic mathematical models based on so-called representative agents.” If the
question of inequality is again to become central, we must begin by gathering
as extensive as possible a set of historical dara for the purpose of understand-
ing past and present trends. For it is by patiently establishing facts and pat-
terns and then comparing different countrics that we can hope to identify the
mechanisms at work and gain a clearer idea of the furure.

The Sources Used in This Book

This book is based on sources of two main types, which together make it pos-
sible to study the historical dynamics of wealth distribution: sources dealing
with the inequality and distribution of income, and sources dealing with the
distribution of wealth and the relation of wealth to income.

To begin with income: in large part, my work has simply broadened the
spatial and temporal limits of Kuznets’s innovative and pioneering work on
che evolution of income inequality in the United States berween 1913 and 1948.
In this way I have been able to put Kuznets's findings (which are quite accu-
ratc) into a wider perspective and thus radically challenge his oprimistic view
of the relation berween economic development and the distribution of wealth.
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Oddly, no one has ever systemarically pursued Kuznets's work, no deubt in
part because the hiszorical and statistical study of tax records falls into a sort
of academic no-man’s-land, too historical for economists and too economistic
for historians. That is a pity, because the dynamics of income inequalicy can
only be studied in 2 long-run perspective, which is possible only if one makes
use of rax records.”’

I'began by extending Kuznets's methods to France, and 1 published the
results of that study in a book that appeared in 2001.2° I then joined forces
with several colleagues—~Anthony Atkinson and Emmanuel Sacz foremost
among them~—and with their help was able to expand the coverage to 2 much
wider range of countries, Anthony Atkinson looked at Great Britain and 2
number of other countries, and together we edited two volumes thar ap- ,
peared in 2007 and 2010, in which we reported the results for some Ewenty
councries throughout the world.™ Together with Emmanuel Saez, I extended
Kuznets’s series for the United Stares by half a century® Saez himself looked ‘
at a number of other key countries, such as Canada and Japan. Many other
investigators contribured to this joint effort: in particular, Facundo Alvaredo J
studied Argentina, Spain, and Porrugal; Fabien Dell looked at Germany and
Switzerland; and Abhijit Banerjeee and I investigated the Indian case. With '
the help of Nancy Qian I was able to work on China. Andso on®

In each case, we tried to use the same types of sources, the same methods,
and the same concepts. Deciles and centiles of high incomes were estimated
from rax data based on stated incomes {corrected in various ways to ensure
temporal and geographic homogeneity of data and concepts). National in-
come and average income were derived from national accounts, which in
some cases had o be fleshed out or extended. Broadly speaking, our data se-
ries begin in each country when an income rax was established (generally be- ‘
tween 1910 and 1920 but in some countries, such as Japan and Germany, as
carly as the 880s and in other countries somewhat later). These series are ‘
regularly updated and at this writing extend to the carly 20108,

Ultimarely, the World Top Incomes Database (WTID), which is based
on the joint work of some thirty researchers around the world, is che largest
historical database available concerning the evolution of income inequality; it
is the primary soutce of data for this book.**

The book’s second most important source of data, on which I will actually
draw first, concerns wealth, including both the distribution of wealth and its
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relation to income. Wealth also generates income and is therefore important
on the income study side of things as well. Indeed, income consists of two com-
ponents: income from labor (wages, salaries, bonuses, earni ngs from nonwage
labor, and other remuncration statutorily classified as labor related) and in-
come from capital (rent, dividends, interest, profits, capital gains, royalties,
and other income derived from the mere fact of owning capital in the form of
land, real estate, financial instruments, industrial equipment, etc., again re-
gardless of its precise legal classification). The WTID contains a great deal of
information abour the evolution of income from capital over the course of the
twentieth century. It is nevertheless essential to complete this information by
looking at sources directly concerned with wealch. Here 1 rely on three dis-
tinct types of historical data and methodology, each of which is complemen-
tary to the others.*

In the first place, just as income tax returns allow us to study changes in
income inequality, estate tax returns enable us to study changes in the inequal-
ity of wealth.*® This approach was introduced by Robert Lampman in 1962 to
study changes in the inequality of wealth in the United States from 1922 to
1956. Later, in 1978, Anthony Atkinson and Alan Harrison studied the Brit-
ish case from 1923 t0 1972.*" These resulrs were recently updated and extended
to other countries such as France and Sweden. Unfortunarely, data are avail-
able for fewer countries than in the case of income inequality. In a few cases,
however, estate rax data extend back much further in time, often to the begin-
ning of the nineteenth century, because estate raxes predate income taxes, In
particular, I have compiled data collected by the French ZOVEFNMEnt at vari-
ous times and, together with Gilles Postel-Vinay and Jean-Laurent Rosenthal.
have put together a huge collection of individual estare rax returns, with
which it has been possible to establish homagencous series of data on the con-
centration of wealth in France since the Revolution.®® This will allow us to see
the shocks due to World War I in a much broader context than the series deal-
ing with income inequality (which unfortunately date back only as far as 1910
or s0). The work of Jesper Roine and Daniel Waldenstrom on Swedish histori-

cal sources is also instructive.”

The data on wealth and inheritance also enable us to study changes in the
relative importance of inherited wealth and savings in the constitution of
fortunes and the dynamics of wealth inequalicy. This work is fairly complete
in the case of France, where the very rich historical sources offer a unique

18

the lor
this w
and tt
cause 1
those i
cus no
thestr
wealch
moral,
demn
questic
Las
stock ¢
financi
for eac
to ama
It is ab
well, ar
format
view of
cases (e
mates f
teenth
tothe b
and I ne
sion an
sheets i
Cor
that T h
cal sow
distribt
ous autl
perspec
Cmﬂ?
that cer



INTRODUCYION

vantage point from which t observe changing inheritance patterns over
the long run.*® To one degree or another, my colleagues and I have extended
this work to other countries, especially Great Britain, Germany, Sweden,
and the United States. These materials play a crucial role in this study, be-
cause the significance of inequalities of wealth differs depending on whether
those inequalities derive from inherited wealth or savings. In this book, T fo-
cus not only on the leve] of inequality as such but to an even greater extent on
the structure of inequality, that is, on the origins of disparities in income and
wealth between social groups and on the various systems of economic, social,
moral, and political justification that have been invoked to defend or con-
demn those disparities. Inequality is not necessarily bad in itself: the key
question is to decide whether it is justified, whether there are reasons for it.

Last but not least, we can also use data that allow us to measure the total
stock of national wealth (including land, other real estate, and industrial and
financial capital) over a very long period of time. We can measure this wealth
for each country in terms of the number of years of national income required
to amass it. This type of global study of the capital/income ratio has its limits,
It is always preferable to analyze wealth inequality at the individual level as
well, and to gauge the relative importance of inheritance and saving in capiral
formation. Nevertheless, the capital/income approach can give us an over-
view of the importance of capital to the society as a whole. Morcover, in some
cases (especially Britain and France) it is possible to collect and compare esti-
mates for different periods and thus push the analysis back to the eatly cigh-
reenth century, which allows us to view the Industrial Revolution in relation
to the history of capital. For this I will rely on historical data Gabriel Zucman
and I recently collected.” Broadly speaking, this research is merely an exten-
sion and generalization of Raymond Goldsmith’s work on national balance
sheets in the 1970s.

Compared with previous works, one reason why this book stands out is
that | have made an effort to collect as complete and consistent a set of histori-
cal sources as possible in order to study the dynamies of income and wealth
distribution over the long run. To that end, I had two advantages over previ-
ous authors. First, this work benefits, narurally enough, from a Jonger historical
perspective than its predecessors had (and some long-term changes did not
emerge clearly until dara for the 20005 became available, largely owing to the fact

that certain shocks due to the world wars persisted for a very long time). Second,
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advances in computer technology have made it much easier to collect and
process large amounts of historical dara.

Although I have no wish to exaggerate the role of technology in the his-
tory of ideas, the purely technical issues are worth a moment’s reflection. Ob-
jectively speaking, it was far more difficult to deal with large volumes of
historical dara in Kuznets's time than it is today. This was true to a large ex-
tent as recently as the 1980s. In the 1970s, when Alice Hanson Jones collected
US estate inventories from the colonial era and Adeline Daumard worked on
French estate records from the nineteenth century,” they worked mainly by
hand, using index cards. When we reread their remarkable work today, or
look at Frangois Siminad’s work on the evolution of wages in the nineteenth
century or Ernest Labrousse’s work on the history of prices and incomes in
the eighteenth century or Jean Bouvier and Frangois Furet's work on the vari-
ability of profits in the nineteenth century, it is clear that these scholars had
to overcome major material difficultics in order to compile and process their
data.** In many cases, the technical difficulties absorbed much of their energy,
taking precedence over analysis and interpretation, especially since the tech-
nical problems imposed strict limits on their ability to make international
and temporal comparisons. It is much casier to study the history of the distri-
bution of wealth today than in the past. This book is heavily indebted to re-
cent improvements in the technology of research.”

The Major Results of This Study

What are the major conclusions to which these novel historical sources have led
me? The first is that one should be wary of any economic determinism in regard
to inequalities of wealth and income. The history of the distriburion of wealth
has always been deeply political, and it cannot be reduced to purely economic
mechanisms. In particular, the reduction of inequality thar took place in most
developed countries berween 1910 and 1950 was above all a consequence of war
and of policies adopted to cope with the shocks of war. Similarly, the resurgence
of inequality after 1980 is due largely to the political shifts of the past several de-
cades, especially in regard to taxation and finance. The history of inequality is
shaped by the way economic, social, and political actors view what is just and
what is not, as well as by the relative power of those actors and the collective
choices that result. It is the joint product of all relevant actors combined.
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The second conclusion, which is the heart of the book, is that the dynam-
ics of wealth distribution reveal powerful mechanisms pushing alternarely
toward convergence and divergence. Furthermore, there is no natural, sponta-
ficous process to prevent destabilizing, inegalitarian forces from prevailing
permanently.

Consider first the mechanisms pushing toward convergence, that is, to-
ward reduction and compression of inequalities. The main forces for conver-
gence are the diffusion of knowledge and investment in training and skills.
The law of supply and demand, as well as the mobility of capital and labor,
which is a variant of that law, may always tend toward convergence as well, but
the influence of this economic law is less powerful than the diffusion of
knowledge and skill and is frequently ambiguous or contradictory in its im-
plications. Knowledge and skill diffusion is the key to overall productivity
growth as well as the reduction of inequality both within and between coun-
tries. We sce this at present in the advances made by a number of previously
poor countries, led by China. These emergent economies are now in the pro-
cess of catching up with the advanced ones. By adopring the modes of produc-
tion of the rich countrics and acquiring skills comparable to those found
elsewhere, the less developed countries have leape forward in productivity and
increased their national incomes. The technological convergence process may
be abetted by open borders for trade, bur it is fundamentally a process of the
diffusion and sharing of knowledge—the public good par excellence—rather
than a market mechanism,

From a strictly theorerical standpoint, other forces pushing toward grearer
equality mighe exist. One might, for example, assume that production tech-
nologies tend over time to require greater skills on the part of workers, so
that labor’s share of income will rise as capital’s share falls: one might call chis
the “rising human capital hypothesis.” In other words, the progress of tech-
nological rationality is supposed o lead automatically to the triumph of hu-
man capital over financial capital and real estate, capable managers over fac
cat stockholders, and skill over nepotism. Inequalities would thus become
more meritocraric and less static (though not necessarily smaller): economic
rationality would then in some sense automatically give rise to democratic
rationality.

Another optimistic belief, which is current at the moment, is the idea chat
“class warfare” will automatically give way, owing to the recent increase in life
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expectancy, to “generational warfare” (which is less divisive because everyone
is first young and then old). Puc differently, this inescapable biological fact is
supposed to imply that the accumulation and distribution of wealth no lon-
ger presage an inevitable clash berween dynasties of rentiers and dynasties
owning nothing but their labor power. The governing logic is rather one of
saving over the life cycle: people accumulate wealch when young in order to
provide for their old age. Progress in medicine together with improved living
conditions has therefore, it is argued, totally transformed the very essence of
capital.

Unfortunately, these two optimistic beliefs (the human capital hypothesis
and the substitution of generational conflict for class warfare) are largely illu-
sory. Transformations of this sort are both logically possible and to some ex-
tent real, but their influence is far less consequential than one might imagine.
There is lictle evidence that labor’s share in national income has increased
significantly in a very long time: “nonhuman” capital seems almost as indis-
pensable in the twenty-first century as it was in the eighteenth or nineteenth,
and there is no reason why it may not become even more so. Now as in the
past, moreover, inequalities of wealch exist primari ly within age cohorts, and
inherited wealth comes close to being as decisive at the beginning of the
twenty-first century as it was in the age of Balzac's Pére Goriot. Over a long
period of time, the main force in favor of greater equality has been the diffu-
sion of knowledge and skills.

Forces af Convergence, Forces qf Divergence

The crucial fact is that no matter how potent a force the diffusion of knowl-
edge and skills may be, especially in promoting convergence berween coun-
tries. it can nevertheless be thwarted and overwhelmed by powerful forces
pushing in the opposite direction, toward greater inequality. It is obvious that
lack of adequate investment in training can exclude entire social groups from
the benefits of economic growth. Growth can harm some groups while ben-
efiting others (witness the recent displacement of workers in the more ad-
vanced economies by workers in China). In short, the principal force for
convergence—the diffusion of knowledge—is only partly narural and sponta-
neous. It also depends in large part on educational policies, access to training
and to the acquisition of appropriate skills, and associated institutions.
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Iwill pay particular attention in this study to certain worrisome forces of
divergence—particularly worrisome in that they can exist even in a world
where there is adequate investment in skills and where all the conditions of
“market efficiency” (as economists understand that term) appear to be satis-
fied. What are these forces of divergence? First, top earners can quickly sepa-
rate themselves from the rest by a wide margin (although the problem to date
remains relatively localized). More important, there is a set of forces of diver-
gence associated with the process of accumulation and concentration of
wealth when growth is weak and the return on capital is high. This second
process is potentially more destabilizing than the first, and it no doubt repre-
sents the principal threat to an equal distribution of wealth over the long run.

To cut straight to the heart of the marer: in Figures L1 and Lz I show two
basic patterns that [ will try to explain in what follows. Each graph represents
theimportance of one of these divergent processes. Both graphsdepict “U-shaped
curves,” that is, a period of decreasing inequality followed by one of increas-
ing inequality. One might assume that the realiries the two graphs represent
are similar. In fact they are not. The phenomena underlying the various curves
are quite different and involve distinct economic, social, and polirical pro-
cesses. Furthermore, the curve in Figure L1 represents income inequality in the
United States, while the curves in Figure L2 depict the capital/income ratio in
several European countries ( Japan, though not shown, is similar). It is not out
of the question that the two forces of divergence will ultimarely come together
in the ewenty-first cencury. This has already happened to some extent and may
yet become a global phenomenon, which could lead to levels of inequality
never before seen, as well as to a radically new structure of inequality. Thus far,
however, these striking patcerns reflect two distince underlying phenomena.

The US curve, shown in Figure L1, indicates the share of the upper decile
of the income hierarchy in US national income from 1910 to 2010, It is noth-
ing more than an extension of the historical series Kuzners established for the
period 1913-1948. The top decile claimed as much as 45-50 percent of na-
tional income in the 19105-1920s before dropping to 30-35 percent by the end
of the 1940s. Incquality then stabilized at that level from 1950 to 1970. We
subsequently sec a rapid rise in inequality in the 1980s, until by 2000 we have
returned to a level on the order of 45-50 percent of national income. The
magnitude of the change is impressive. It is natural to ask how far such a trend
might continue.
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FIGURE L1. Income inequality in the United Stares, 1910-2010

The top decile share in US national income dropped from 45—50 percent in the 19105—
19205 to less than 35 percent in the 1950s (this is the fall documented by Kuznes); it
then rose from less than 35 percent in the 1970s to 4550 percent in the 20005-2010s.
Sources and serics: sec piketey.pse.ens.fr/capitalzic.

I will show that this spectacular increase in inequality largely reflects an
unprecedented explosion of very elevated incomes from labor, a veritable sep-
aration of the top managers of large firms from the rest of the population.
One possible explanation of this is thar the skills and productivity of these
top managers rose suddenly in relation to those of other workers. Another
explanation, which to me seems more plausible and turns our to be much
more consistent with the evidence, is that these top managers by and large
have the power to set their own remuncration, in some cases without limit
and in many cases without any clear relation to their individual productivity,
which in any case is very difficult to estimate in a large organization. This
phenomenon is seen mainly in the United States and toa lesser degree in Brit-
ain, and it may be possible to explain it in terms of the history of social and
fiscal norms in those two countries over the past century. The tendency is less
marked in other wealthy countries (such as Japan, Germany, France, and
other continental European states), but the trend is in the same direction. To
expect that the phenomenon will attain the same proportions elsewhere as it
has done in the United States would be risky until we have subjected it to a
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#ull analysis—which unfortunately is not that simple, given the limits of the
wailable dara.

The Fundamental Force for Divergence: r > g

f second pattern, represented in Figure L2, reflects a divergence mecha-
nism that is in some ways simpler and more transparent and no doubr exerts
jgreare: r influence on the long-run evolution of the wealth distribution. Figure
1.2 shows the total value of private wealth (in real estate, financial assets,
' ad professional capital, net of debr) in Britain, France and Germany, expressed
] inyear: of national income, for the period 1870~2010. Note, first of all, the very
high level of private wealth in Europe in the late nineteenth century: the total
amount of private wealth hovered around six or seven years of national income,
hich is a lot. It then fell sharply in response to the shocks of the period 1914~
1945: the capital/income ratio decreased to just 2 or 3. We then observe a steady
fise from 1950 on, a rise so sharp that private fortunes in the carly twenty-first
century seem to be on the verge of returning to five or six years of national in-
«come in both Britain and France. (Private wealth in Germany, which started ac
- alower level, remains lower, but the upward trend is just as clear.)
This “U-shaped curve” reflects an absolutely crucial transformation,
- which will figure largely in this study. In particular, I will show thar the re-
turn of high capital/income ratios over the past few decades can be explained
in large part by the return to a regime of relatively slow growth. In slowly
growing economies, past wealth naturally takes on disproportionate impor-
tance, because it takes only a small flow of new savings to increase the stock of
wealth steadily and substantially.

If, moreover, the rate of return on capital remains significantly above the
growth rate for an extended period of time (which is more likely when
the growth rate is low, though not automatic), then the risk of divergence in
the distribution of wealth is very high.

This fundamental inequality, which I will write as » > g (where » stands for
the average annual rate of return on capital, including profits, dividends, in-
terest, rents, and other income from capital, expressed as a percentage of its
total value, and g stands for the rate of growth of the economy, that is, the
annual increase in income or output), will play a crucial role in this book. Ina
sense, it sums up the overall logic of my conclusions.
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FIGURE 1.2, The capital/income ratio in Europe, 18702010

Aggregate private wealth was worth about six to seven years of national income in
Europe in 1910, berween two and three years in 1930, and between four and six years
in 2010,

Sources and series: see piketty.pse.ens.fr/capitalaic.

When the rate of return on capital significantly exceeds the growth rate of
the economy (as it did through much of history until the nineteenth century
and as is likely to be the case again in the rwenty-first century), then it logi-
cally follows that inherited wealth grows faster than output and income.
People with inherited wealth need save only a portion of their income from
capital to see thar capital grow more quickly than the economy as a whole.
Under such conditions, it is almost inevitable that inherited wealth will dom-
inate wealth amassed from a lifetime’s labor by a wide margin, and the con-
centration of capital will attain extremely high levels—levels potentially
incompatible with the meritocratic values and principles of social justice fun-
damental to modern democratic societies.

What is more, this basic force for divergence can be reinforced by other
mechanisms. For instance, the savings rate may increase sharply with wealth*
Or, even more important, the average effecrive rate of return on capital may
be higher when the individual’s initial capital endowment is higher (as ap-
pears to be increasingly common). The fact that the return on capital is un-
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pesdictable and arbitrary, so that wealth can be enhanced in a variety of ways,

@ poses a challenge to the meritocratic model. Finally, all of these factors
a8 be aggravated by the Ricardian scarcity principle: the high price of real
eseate or petroleum may contribute to structural divergence.

To sum up what has been said thus far: the process by which wealth is ac-
=mulated and distributed contains powerful forces pushing toward diver-
geace, or at any rate toward an extremely high level of inequality. Forces of
womvergence also exist, and in certain countries at certain times, these may
Fni], but the forces of divergence can at any point regain the upper hand, as
seems to be happening now, at the beginning of the twenty-first century. The
Jikely decrease in the rate of growth of both the population and the economy
in coming decades makes this trend all the more worrisome.

My conclusions are less apocalyptic than those implied by Marx’s prin-
ciple of infinite accumulation and perpetual divergence (since Marx's the-
ary implicitly relies on a strict assumption of zero productivity growth over
the long run). In the model I propose, divergence is not perperual and is
only one of several possible future directions for the distribution of wealch.
But the possibilities are not heartening. Specifically, it is important to note
that the fundamental 7> g inequality, the main force of divergence in my
theory, has nothing to do with any market imperfection. Quite the con-
erary: the more perfect the capital market (in the economist’s sense), the
more likely 7 is to be greater than g It is possible to imagine public institu-
tions and policies that would counter the effects of this implacable logic: for
instance, a progressive global tax on capital. But establishing such institutions
and policies would require a considerable degree of international coordination.
It is unforrunately likely that actual responses to the problem—including
various nationalist responses—will in practice be far more modest and less
effective.

The Geographical and Historical Boundaries of This Study

What will the geographical and historical boundaries of this study be? To the
extent possible, I will explore the dynamics of the distribution of wealth be-
tween and within countries around the world since the cighteenth century,
However, the limitations of the available data will ofien make it necessary to
narrow the scope of inquiry rather severely. In regard to the berween-country
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distribution of output and income, the subject of the first part of the book, a
global approach is possible from 1700 on (thanks in particular ro the national
accounts data compiled by Angus Maddison). When it comes to studying the
capital/income ratio and capital-labor split in Part Two, the absence of ade-
quate historical data will force me to focus primarily on the wealthy countries
and proceed by extrapolation to poor and emerging countries. The examina-
tion of the evolution of inequalities of income and wealth, the subject of Part
Three, will also be narrowly constrained by the limitations of the available
sources. I try to include as many poor and emergent countries as possible, us-
ing data from the WTID, which aims to cover five continents as thoroughly
as possible. Nevertheless, the long-term trends are far betrer documented in
the rich countries. To pur it plainly, this book relies primarily on the histori-
cal experience of the leading developed countries: the United States, Japan,
Germany, France, and Great Britain.

The British and French cases turn out to be particularly significant, be-
cause the most complete long-run historical sources pertain to these two
countries. We have multiple estimates of both the magnitude and structure of
national wealth for Britain and France as far back as the carly eighteenth cen-
tury. These two countries were also the leading colonial and financial powers
in the nineteenth and early twentieth centuries. It is cherefore clearly impor-
tant to study them if we wish to understand the dynamics of the global distri-
bution of wealth since the Industrial Revolution. In particular, their history is
indispensable for studying whar has been called the “Grst globalization” of fi-
nance and trade (1870-1914), a period that is in many ways similar to the
“second globalization,” which has been under way since the 1970s. The period
of the first globalizarion is as fascinating as it was prodigiously inegalitarian.
It saw the invention of the electric light as well as the heyday of the ocean
liner (the Titanic sailed in 1912), the advent of film and radio, and the rise of
the automobile and internarional investment., Note, for example, that it was
not until the coming of the twenty-first century that the wealthy countries
regained the same level of stock-market capitalization relative to GDP that
Paris and London achieved in the carly 1900s, This comparison is quite in-
structive for understanding roday’s world.

Some readers will no doubt be surprised that 1 accord special importance
to the study of the French case and may suspect me of nationalism. [ should

28




INTRODUCTION

therefore justity my decision. One reason for my choice has to do with sources.
The French Revolution did not create & just or ideal sociezy, but it did make it
possible to observe the structure of wealth in unprecedented detail. The sys-
tem established in the 17905 for recording wealth in land, buildings, and 8-
nancial assets was astonishingly modern and comprehensive for irs time. The
Revolution is the reason why French estate records arc probably the richest in
the world over the long run.

My second reason is that because France was the first country o experience
the demographic trassition, it is in some respects a good place to observe what
awaits the rest of the planct. Although the country’s population has increased
over the past two censuries, the rate of increase has been relatively low. The
population of the country was roughly 3o million at the time of the Revolution,
and it is slightly more than 6o million roday. It is the same counrry, with a
population whose order of magnitude has not changed. By contrast, the popula-
tion of the United Srates at the time of the Declaration of Independence was
barcly 3 million. By 1900 it was 100 million, and today it is above 300 milkion.
When a country goes from a population of 3 million toa population of 300 mil-
lion (o say nothing of the radical increase in territory owing to westward ex-
pansion in the nineteenth century}, it is clearly no longer the same country.

‘Ihe dynamics and structure of inequality look very different in a country
whose population increases by a factor of 100 compared with a country whose
population merely doubles. In particular, the inheritance factor is much less
inportant in the former than in the latter. It has been the demographic
growth of the New World that has ensured that inherited wealth has always
plaved a smaller role in the United States than in Europe. This factor aiso ex-
plains why the structure of inequality in the Unived States has always been so
peculiar, and the same can be said of US representations of inequality and
social class. But it also suggests that the US case is in some sense not generaliz-
able {because it is unlikely that the pepulation of the world will increase a
hundredfold over the next two centuries) and that the French case is more
tvpical and more pertinent for understanding the future. I am convinced that
detailed analysis of the French case, and more generally of the various histori-
¢al erajectories observed in other develeped countries in Europe, Japan, North
America, and Oceania, can tell us a great deal about the furure dynamics
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India, where demographic and economic growth will undoubtedly slow in
the furure (as they have done already).

Finally, the French case is interesting because the French Revolution—the
“bourgeois” revolution par excellence—quickly established an ideal of legal
equality in relation to the marker. It is interesting to look at how this ideal
affected the dynamics of wealth distribution. Although the English Revolu-
tion of 1688 established modern parliamentarism, it left standing a royal dy-
nasty, primogeniture on landed estates (ended only in the 1920s), and polirical
privileges for the hereditary nobility (reform of the House of Lords is still
under discussion, a bit late in the day). Although the American Revolution
established the republican principle, it allowed slavery to continue for nearly a
century and legal racial discrimination for nearly two centuries. The race
question still has a disproportionate influence on the social question in the
United States today. In a way, the French Revolution of 1789 was more ambi-
tious. [t abolished all legal privileges and sought to create a political and social
order based entirely on equality of rights and opportunities. The Civil Code
guaranteed absolute equality before the laws of property as well as freedom of
contract (for men, at any rate). In the late nineteenth century, conservarive
French economists such as Paul Leroy-Beaulieu often used this argument to
explain why republican France, a nation of “small property owners” made
egalitarian by the Revolution, had no need of a progressive or confiscatory in-
COme tax or estate tax, in contrast to aristocratic and monarchical Britain, The
data show, however, that the concentration of wealth was as large at that time
in France as in Britain, which clearly demonstrates that equality of righes in
the marketplace cannot ensure equality of rights tout court. Here again, the
French experience is quite relevant to today’s world, where many commenta-
tors continue to believe, as Leroy-Beaulieu did a lictle more than a century ago,
that ever more fully guaranteed property rights, ever freer markets, and ever
“purer and more perfect” competition are enough to ensure a just, prosperous,
and harmonious society. Unfortunately, the task is more complex.

The Theoretical and Conceptual Framework

Before proceeding, it may be uscful to say a little more abour the theoretical
and conceptual framework of chis research as well as the intellecrual itinerary
that led me to write this book.
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belong to a generation that turned cighteen in 1989, which was not only
Becentennial of the French Revolution bur also the year when the Berlin
3 1. 1 belong to a generation that came of age listening to news of the
spse of the Communist dicatorships and never felt the slightest affection
pstalgia for thosc regimes or for the Soviet Union. 1 was vaccinated for life
mst the conventional but lazy rhetoric of anticapitalism, some of which
v ignored the historic failure of Communism and much of which turned
back on the intellectual means necessary to push beyond it. I have no inter-
¢ i1 denouncing inequality or capitalism per se—especially since social in-
walities are not in themselves a problem as long as they are justified, that is,
sended only upon common urility,” as article 1 of the 1789 Declaration of
: Righrs of Man and the Citizen proclaims. (Although this definition of so-
sl justice is imprecise but seductive, it is rooted in history. Let us accept it for
s 1 will return to this point later on.) By contrast, I am interested in con-

uting, however modestly, to the debate about the best way to organize so-
v and the most appropriate institutions and policies to achieve a just social
sder. Furthermore, 1 would like to see justice achieved effectively and cffi-
sently under the rule of law, which should apply equally to all and derive
som universally understood statutes subject to democratic debate.

1 should perhaps add that [ experienced the American dream at the age of
wenty-two, when [ was hired by a university near Boston just after finishing
=y doctorate. This experience proved to be decisive in more ways than one. It
was the first time I had set foot in the United States, and it fele good to have
my work recognized so quickly. Here was a country that knew how to attract
immigrants when it wanted to! Yer L also realized quite soon that [ wanted to
securn to France and Europe, which I did when I was twenty-five. Since then,
Thave not left Paris, except for a few brief trips. One important reason for my
choice has a direct bearing on this book: 1 did not find the work of US econo-
mists entirely convincing, To be sure, they were all very intelligent, and I still
have many friends from that period of my life. Bur something strange hap-
pened: | was only too aware of the fact that I knew nothing at all about the
world’s economic problems. My thesis consisted of several relatively abstract
‘mathematical theorems. Yet the profession liked my work. 1 quickly realized
that there had been no significant effort to collect historical data on the dy-
‘mamics of inequality since Kuznets, yet the profession continued to churn out
purely theoretical results without even knowing what facts needed to be
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explained. And it expected me to do the same. When I returned o France, I
set out to collect the missing data.

To put it bluntly, the discipline of economics has yet to get over its child-
ish passion for mathematics and for purely theoretical and often highly ideo-
logical speculation, at the expense of historical research and collaboration
with the other social sciences. Economists are all too often preoccupied with
petty mathematical problems of interest only to themselves. This obsession
with mathematics is an easy way of acquiring the appearance of scientificiry
without having to answer the far more complex questions posed by the world
we live in. There is one great advantage to being an academic economist in
France: here, economists are not highly respected in the academic and intel-
lectual world or by political and financial elites. Hence they must set aside
their contempt for other disciplines and their absurd claim to greater scien-
tific legitimacy, despite the fact that they know almost nothing about any-
thing, This, in any case, is the charm of the discipline and of the social sci-
ences in general: one starts from square one, so that there is some hope of
making major progress. In France, I believe, economists are slightly more inter-
ested in persuading historians and sociologists, as well as people outside the
academic world, thar what they are doing is interesting (although they are not
always successful). My dream when I was teaching in Boston was to teach at
the Ecole des Hautes Etudes en Sciences Sociales, whose faculty has included
such leading lights as Lucien Febvre, Fernand Braudel, Claude Lévi-Strauss,
Pierre Bourdieu, Frangoise Héritier, and Maurice Godelier, to name a few.
Dare [ admit this, at the risk of seeming chauvinistic in my view of the social
sciences? I probably admire these scholars more than Robert Solow or even
Simon Kuznets, even though [ regret the fact that the social sciences have
largely lost interest in the distribution of wealth and questions of social class
since the 1970s. Before that, statistics about income, wages, prices, and wealth
played an important part in historical and sociological research. In any case, [
hope that both professional social scientists and amateurs of all fields will find
something of interest in this book, starting with those who claim to “know
nothing about economics™ but who nevertheless have very strong opinions
about inequality of income and wealth, as is only natural.

The truth is that economics should never have sought to divorce itself
from the other social sciences and can advance only in conjunction with them.,
The social sciences collectively know too little to waste time on foolish disci-
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plinary squabbles. If we are to progress in our understanding of the historical
‘dynamics of the wealth distribution and the structure of social classes, we
must obviously take a pragmatic approach and avail ourselves of the methods
of historians, sociologists, and political scientists as well as economists. We
must start with fundamental questions and try to answer them. Disciplinary
disputes and turfwars are of little or no importance. In my mind, this book is
as much a work of history as of economics.

As 1 explained earlier, I began this work by collecting sources and estab-
lishing historical time series pertaining to the distribution of income and
wealth. As the book proceeds, I sometimes appeal to theory and ro abstract
models and conceps, but I try to do so sparingly, and only to the extent that
theory enhances our understanding of the changes we observe. For example,
income, capital, the economic growth rate, and the rate of return on capital
are abstract concepts—theoretical constructs rather than mathematical cer-
rainties. Yer I will show that these concepts allow us o analyze historical real-
ity in interesting ways, provided that we remain clear-eyed and critical about
the limited precision with which we can measure these things. I will also use
a few equations, such as @ =»x f (which says that the share of capital in na-
tional income is equal to the product of the return on capital and the capital/
income ratio), or p=s/¢ (which says that the capital/income ratio is equal in
the long run to the savings rate divided by the growth rate). ask readers not
well versed in mathemarics to be patient and not immediately close the book:
these are elementary equations, which can be explained in a simple, intuitive
way and can be understood without any specialized technical knowledge.
Above all, I try to show that this minimal theoretical framework is sufficienc
to give a clear account of what everyone will recognize as important historical
developments.

Outline of the Book

The remainder of the book consists of sixteen chapters divided into four
parss, Part One, titled “Income and Capital,” contains two chapters and in-
troduces basic ideas that are used repeatedly in the remainder of the book.
Specifically, Chapter 1 presents the conceprs of national income, capital, and
the capital/income ratio and then describes in broad brushstrokes how the
global distribution of income and output has evolved. Chaprer 2 gives a more
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detailed analysis of how rhe growrh rates of population and output ha
evolved since the Industrial Revolution. This first part of the book containg
nothing really new, and che reader familiar with rhese ideas and wirh the his:
tory of global growth since the eighteenth century may wish ro skip diree
to Part Two,
The purpose of Part Two, titled “The Dynamics of the Capital/Income
Ratio,” which consists of four chaprers, is to examine the prospects for the
long-run evolution of the capital/income ratio and the global division of na-
tional income between labor and capital in the tweney-firsr century, Chapter 3
looks at the metamorphoses of capital since the eighteenth century, starting
with the British and French cases, abour which we possess the most data over
the long run. Chapter 4 introduces the German and US cases. Chapters 5 and
6 extend the geographical range of the analysis to the entire planet, insofar as.
the soutces allow, and seek ro draw the lessons from all of these historical expes
riences that can enable us to anticipate the possible evolution of the capital/
income rario and the relative shares of capital and labor in rhe decades to come.
Part Three, tirled “The Srrucrure of Inequality,” consises of six chapters.
Chapter 7 familiarizes the reader with the orders of magnitude of inequality
atrained in practice by the distribution of income from labor on the one hand
and of capital ownership and income from capital on the other. Chapter 8
then analyzes the historical dynamics of these inequalities, starting with a
comparison of France and the United States. Chapters 9 and 10 extend the
analysis to all the countries for which we have histotical data (in the WTID),
looking separately ar inequalities related to labor and capital, respectively.
Chapeer 11 studies the changingimportance of inherited wealth over the long
run. Finally, Chapter 12 looks at the prospecrs for the global discribution of
wealth over the first few decades of the twenry-first century.

The purpose of Part Four, titled “Regulating Capital in the Twenty-First
Century” and consisting of four chapters, is to draw normative and policy les-
sons from the previous three parts, whose purpose is primarily to cstablish
the facts and undetstand the reasons for the observed changes. Chapter 13
examines what a “social state” suited ro present conditions might look like.
Chapter 14 proposes a rethinking of the progressive income tax based on past
experience and recent rrends. Chapter 15 describes what a progressive tax on
capital adapted to twenty-first century condirions might look like and com-
pases this idealized rool to other types of regularion rhat might emerge from
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the political process, ranging from a wealth tax in Europe to capital controls
ia China, immigration reform in the United States, and revival of protection-
wm in many countries. Chapter 16 deals with the pressing question of public
debr and the related issue of the optimal accumulation of public capital at a
sime when natural capital may be deteriorating,
One final word. It would have been quite presumpruous in 1933 to publish
2 book called “Capital in the Twentieth Century.” I beg the reader’s indul-
gence for giving the titke Capizal in the Twenty-First Century to this book,
which appeared in French in 2013 and in English in 2014. Tam only too well
sware of my total inability to predict what form capiral will take in 2063 or
2113, As ] already noted, and as 1 will frequently show in what follows, the his-
sory of income and wealth is always deeply political, chaotic, and unpredict
sble. How this history plays out depends on how societies view inequalities
2nd what kinds of policies and institutions they adopt to measure and trans-
form them. No one can foresee how these things will change in the decades to
come. The lessons of history are nevertheless uscful, because they help us to
see alittle more clearly what kinds of choices we will face in the coming cen-
sury and what sorts of dynamics will be at work. The sole purpose of the
book, which logically speaking should have been entitled “Capital at the Dawn
of the Twenty-First Century,” is to draw from the past a few modest keys to the
furuze. Since history always invents its own pathways, the actual usefulness of
shese lessons from the past remains to be seen. T offer them to readers withour

presuming to know their full import,
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PART ONE

INCOME AND CAPI TAL




{ one }

Income and Output

On August 16, 2012, the South African police intervened in a labor conflict
between workers at the Marikana platinum mine near Johannesburg and the
mine’s owners: the stockholders of Lonmin, inc., based in London. Police
fired on the strikers with live ammunition. Thirty-four miners were killed.!
As often in such strikes, the conflict primarily concerned wages: the miness had
asked for a doubling of their wage from 500 10 1,000 €UI0S 2 month, After the
eragic loss of life, the company finally proposed a monthly raise of 75 euros.”

This episode reminds us, if we needed reminding, that the question of
what share of output should go to wages and what share to profits—in other
words, how should the income from production be divided berween labor
and capital?—has always been at the heart of distributional conflict. In tradi-
tional societies, the basis of social inequality and most common cause of re-
bellion was the conflict of interest between landlord and peasant, between
those who owned land and those who cultivated it with their labor, those who
ceceived land rents and those who paid them. The Industrial Revolution exac-
erbated the conflict berween capital and labor, perhaps because production
became more capital intensive than in the past (making use of machinery and
exploiting natural resources more than ever before) and perhaps, 100, because
hopes for a more equitable distribution of income and a more democratic so-
cial order were dashed. Twill come back to this point.

The Marikana tragedy calls to mind earlier instances of violence. At Hay-
market Square in Chicago on May 1, 1886, and then at Fourmies, in northern
France, on May 1, 1891, police fired on workers striking for higher wages. Does
chis kind of violent clash berween labor and capital belong to the past, or will
it be an integral part of twenty-first-century history?

The first two parts of this bock focus on the respective shares of global
income going to labor and capiral and on how those shares have changed since
the eighteenth century. T will temporarily set aside the issue of income inequal-
ity between workers (for example, berween an ordinary worker, an engineer,
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and a plant manager) and berween capitalists (for example, between small, me-
dium, and large stockholders or landlords) until Part Three. Clearly, each of
these two dimensions of the distribution of wealth—the “factorial™ distribuy-
tion in which labor and capital are treated as “factors of production,” viewed in
the abstract as homogencous entities, and the “ind ividual” distribution, which
takes account of inequalities of income from labor and capital at the individual
level—is in practice fundamentally important. It is impossible to achieve a saris-
factory understanding of the distriburional problem withour analyzing both.*

In any case, the Marikana miners were striking not only against what they
took to be Lonmin’s excessive profits bur also against the apparently fabulous
salary awarded to the mine’s manager and the difference berween his com-
pensation and theirs.* Indeed, if capital ownership were equally distribured
and each worker received an cqual share of profits in addition to his or her
wages, virtually no one would be interested in the division of earnings be-
tween profits and wages. If the capital-labor split gives rise to so many con-
licts, it is due first and foremost to the extreme concentration of the own-
ership of capital. Inequality of wealth—and of the consequent income from
capital—is in fact always much greater than inequality of income from labor.
I'will analyze this phenomenon and its causes in Pare Three. For now, I will
take the inequality of income from labor and capital as given and focus on the
global division of national income between capital and labor.

To be clear, my purpose here is nor to plead the case of workers against
owners but rather to gain as clear as possible a view of reality. Symbol ically,
the inequality of capital and labor is an issue that arouscs strong emotions. It
clashes with widely held ideas of whar is and is not just, and it is hardly sur-
prising if this sometimes leads to physical violence. For those who own noth-
ing but their labor power and who often live in humble conditions (not to say
wretched conditions in the case of cighteenth-century peasants or the Mari-
kana miners), it is difficult to accept that the owners of capital—some of
whom have inherited at least part of their wealth—are able to appropriate so
much of the wealth produced by their labor. Capital’s share can be quite large:
often as much as one-quarter of rotal output and sometimes as high as one-
half in capital-intensive sectors such as mining, or even more where local mo-
nopolies allow the owners of capital to demand an even larger share.

Of course, everyone can also understand thar ifall the company’s earnings
from its outpur went to paying wages and nothing to profits, it would praba-
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bly be difficult to attract the capital needed to finance new investments, at
Jeast as our economies are currently organized (to be sure, one can imagine
other forms of organization). Furthermore, it is not necessarily just to deny
any remuneration to those who choose to save more than others—assuming,
of coursc, that differences in saving are an important reason for the inequality
of wealth. Bear in mind, too, that a portion of what is called “the income of
capital” may be remuneration for “entreprencurial” labor, and this should no
doubt be treated as we treat other forms of labor. This classic argument de-
serves closer scrutiny. Taking all these elements into account, what is the
“right” split berween capital and labor? Can we be sure that an economy based
on the “free market” and private property always and everywhere leads to an
optimal division, as if by magic? In an ideal society. how would one arrange
the division between capital and labor? How should one think about the
_problem?

The Capital-Labor Split in the Long Run: Not So Stable

If this study is to make even modest progress on these questions and at least
clarify the terms of a debate that appears to be endless, it will be useful to be-
gin by establishing some facts as accurately and carefully as possible. What
exactly do we know abour the evolution of the capital-labor split since the
eighteenth century? For a long time, the idea accepted by most cconomists
and uncritically repeated in textbooks was that the relative shares of labor and
capital in national income were quite stable over the long run, with the gener-
ally accepred figure being two-thirds for labor and one-third for capital.’ To-
day, with the advantage of greater historical perspective and newly available
dara, it is clear that the reality was quite a bit more complex.

For one thing, the capital-labor split varied widely over the course of the
twentieth century. The changes observed in the nineteenth century, which [
touched on in the Introduction (an increase in the capital share in the first
half of the century, followed by a slight decrcase and then a period of stabil-
ity), scem mild by comparison. Briefly, the shocks that buffeted the economy
in the period 1914-1945—World War L, the Bolshevik Revolution of 1917, the
Great Depression, World War I1, and the consequent advent of new regula-
tory and tax policies along with controls on capital—reduced capital’s share
of income to historically low levels in the 1950s. Very soon, however, capital
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began to reconstitute itself. The growth of capital’s share accelerated with the
victories of Margaret Thatcher in England in 1979 and Ronald Reagan in the
United States in 1980, marking the beginning of a conservative revolution.
Then came the collapse of the Soviet bloc in 1989, followed by financial glo-
balization and deregulation in the 1990s. All of these events marked a politi-
cal turn in the opposite direction from that observed in the first half of the
twentieth century. By 2010, and despite the crisis that began in 2007-2008,
capital was prospering as it had not done since 1913. Not all of the conse-
quences of capital’s renewed prosperity were negative; to some extent it was a
natural and desirable development. But it has changed the way we look at the
capital-labor split since the beginning of the twenty-first century, as well as
our view of changes likely to occur in the decades to come.

Furthermore, if we look beyond the rwentieth century and adopr a very
long-term view, the idea of a stable capital-labor split must somehow deal with
the fact thart the nature of capiral itself has changed radically (from land and
other real estare in the cighteenth century to industrial and financial capital
in the twenty-first century). There is also the idea, widespread among econo-
mists, that modern economic growth depends largely on the rise of “human
capital.” At first glance, this would seem to imply that labor should claim a
growing share of national income. And one does indeed find that there may be
a tendency for labor's share to increase over the very long run, burt the gains are
relatively modest: capital’s share (excluding human capital) in the early decades
of the ewenty-first century is only slightly smaller than it was at the beginning
of the nineteenth century. The importance of capital in the wealthy countries
today is primarily due to a slowing of both demographic growth and productiv-
ity growth, coupled with political regimes that objectively favor private capiral.

The most fruitful way ro understand these changes is to analyze the evolu-
tion of the capital/income ratio (that is, the ratio of the total stock of capital
to the annual flow of income) rather than focus exclusively on the capital-
labor split (that is, the share of income going to capital and labor, respec-
tively). In the past, scholars have mainly studied the latter, largely owing to
the lack of adequate data to do anything else.

Before presenting my results in detail, it is best to proceed by stages. The
purpose of Part One of this book is to introduce certain basic notions. In the
remainder of this chapter, I will begin by presenting the concepts of domestic
product and national income, capiral and labor, and the capital/income ratio.
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Then I will look at how the global distribution of income has changed since
the Industrial Revolution. In Chapter 2, I will analyze the general evolution
of growth rates over time. This will play a central role in the subsequent
analysis.

Wich these preliminaries out of the way, Part Two takes up the dynamics
of the capiral/income ratio and the capital-labor split, once again proceeding
by stages. Chaprer 3 will look at changes in the composition of capital and the
capital/income ratio since the eighteenth century, beginning with Britain
and France, about which we have the best long-run data. Chapter 4 intro-
duces the German case and above all looks at the United States, which serves
as a uscful complement to the European prism. Finally, Chaprers 5 and 6 at-
tempt to extend the analysis to all the rich countries of the world and, insofar
as possible, to the entire planet. I also artempr to draw conclusions relevant to
the global dynamics of the capital/income ratio and capital-labor split in the
rwenty-first century.

The Idea of National Income

It will be useful to begin with the concept of “national income,” to which I
will frequently refer in what follows. National income is defined as the sum of
all income available to the residents of a given country in a given year, regard-
less of the legal classification of that income.

National income is closely related to the idea of GDP, which comes up
often in public debate. There are, however, two important differences be-
tween GDP and national income. GDP measures the total of goods and ser-
vices produced in a given year within the borders of a given country. In order
to calculate national income, one must first subtract from GDP the deprecia-
tion of the capital that made this production possible: in other words, one must
deduct wear and tear on buildings, infrastructure, machinery, vehicles, comput-
ers, and other items during the year in question. This depreciation is substantial,
today on the order of 10 percent of GDP in most countries, and it does not
correspond to anyone’s income: before wages are distributed to workers or
dividends to stockholders, and before genuinely new investments are made,
worn-out capital must be replaced or repaired. If this is not done, wealth is
lost, resulting in negarive income for the owners. When depreciation is sub-
tracted from GDP, one obtains the “net domestic product,” which I will refer
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to more simply as “domestic output” or “domestic production,” which is typi-
cally 9o percent of GDP.

Then one must add net income received from abroad (or subtract net in-
come paid to foreigners, depending on each country’s situation). For example,
a country whose firms and other capital assets are owned by foreigners may
well have a high domestic product but a much lower national income, once prof-
its and rents flowing abroad are deducted from the total. Conversely, a country
that owns a large portion of the capital of other countries may enjoy a national
income much higher than its domestic produc.

Later I will give examples of both of these situations, drawn from the his-
tory of capitalism as well as from today'’s world. I should say at once that this
type of international inequality can give rise to great political tension. It is
not an insignificant thing when one country works for another and pays oura
substancial share of its outpur as dividends and rent to foreigners over a long
period of time. In many cases, such a system can survive (to a point) only if
sustained by relations of political domination, as was the case in the colonial
era, when Europe effectively owned much of the rest of the world. A key ques-
tion of this research is the following: Under what conditions is this type of
situation likely to recur in the twenty-first century, possibly in some novel
geographic configuration? For example, Europe, rather than being the owner,
may find itselfowned. Such fears are currently widespread in the Old World—
perhaps too widespread. We shall see.

At this stage, suffice it to say that most countries, whether wealthy or emer-
gent, are currently in much more balanced situations than one sometimes imag-
ines. In France as in the United States, Germany as well as Great Britain, China
as well as Brazil, and Japan as well as Italy, national income is within 1 or 2 per-
cent of domestic product. In all these countries, in other words, the inflow of
profits, interest, dividends, rent, and so on is more or less balanced by a compa-
rable outflow. In wealthy countries, net income from abroad is generally slightly
positive. To a first approximation, the residents of these countries own as much
in foreign real estate and financial instruments as foreigners own of theirs. Con-
trary to a tenacious myth, France is not owned by California pension funds or
the Bank of China, any more than the United States belongs to Japanese and
German investors. The fear of getting into such a predicament is so strong today
that fantasy often outstrips reality. The reality is that inequality with respect to
capiral is a far greater domestic issue than it is an international one. Inequality
in the ownership of capital brings the rich and poor within each country into
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conflict with one another far more than it pits one country against another.
This has not always been the case, however, and it is petfectly legitimare to ask
whether our future may not Jook more like out past, particularly since certain
countries—Japan, Getmany, the oil-exposting countries, and to a lesser degree
China—have in tecent years accumulated substantial claims on the rest of the
world (though by no means as large as the record claims of the colonial eta),
Furthesrmere, the very substantial increase in cross-ownership, in which various
countties own substantial shares of one another, can give rise to a legitimate
sense of dispossession, even when net asset positions ate close to zero,

To sum up, a country’s national income may be greater or smallet than its
domestic ptoduct, depending on whether net income ftom abroad is positive
Or hegative.

National income = domestic output + net income from abroad®

At the global level, income received from abtoad and paid abroad muse
balance, so that income is by definition equal to output:

Global income = global output’

This eguality between two annual flows, income and output, is an ac-
counting identity, yet it teflects an imporzant reality. In any given yeat, it is
impossible for toral income to exceed the amount of new wealth that is pro-
duced (globally speaking; a single country may of course borrow from abroad).
Conversely, all production must be distributed as income in one form or another,
to either labot or capital: whether as wages, salaries, honotaria, bonuses, and so
on (that is, as payments to wotkets and others who conttibuted labor to the pro-
cess of production) or else as profits, dividends, interest, tents, toyalties, and so on
(that is, as payments to the owners of capital used in the process of production).

What Is Capital?

To recapitulate: regatdless of whether we ate looking at the accounts of a
company, 4 nation, or the global economy, the associated output and income
can be decomposed as the sum of income to capital and income to labot:

Nartional income= capitai income + iabor income
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But whar is capital? What are its limits? What forms does it take? Hcmr
has its composition changed over time? This question, central ro this investi-
gation, will be examined in greater derail in subsequent chapters. For now it
will suffice to make the following points:

First, throughout this book, when I speak of “capital” without further
qualification, [ always exclude what economists often call (unfortunately, to
my mind) “human capital,” which consists of an individual’s labor powet,
skills, training, and abilities. In chis book, capital is defined as the sum total
of nonhuman assets that can be owned and exchanged on some market. Capi-.
tal includes all forms of real property (including residential real estate) as well

as financial and professional capiral (plants, infrastructure, machinery, pat

ents, and so on) used by firms and government agencies.

There are many reasons for excluding human capital from our definition
of capital. The most obvious is that human capital cannot be owned by an-
other person or traded on a market (not permanently, at any rate). This is a
key difference from other forms of capital. One can of course put one's labor
services up for hire under a labor contract of some sort. In all modern legal
systems, however, such an arrangement has to be limited in both time and
scope. In slave societies, of course, this is obviously not true: there, a slave-
holde can fully and completely own the human capital of another person and
even of that person’s offspring. In such societies, slaves can be bought and sold
on the market and conveyed by inheritance, and it is common to include
slaves in calculating a slaveholder’s wealch. T will show how this worked when
[ examine the composition of private capital in the southern United States
before 186s. Leaving such special (and for now historical) cases aside, it makes
lictle sense to atcempt to add human and nonhuman capital. Throughout
history, both forms of wealth have played fundamental and complementary
roles in economic growth and development and will continue to do so in the
twenty-first century. But in order to underseand the growth process and the
inequalitics it engenders, we must distinguish carefully berween human and
nonhuman capital and treat each one separately.

Nonhuman capital, which in this book I will call simply “capital,” in-
cludes all forms of wealth that individuals (or groups of individuals) can own
and that can be transferred or traded through the market on a permanent
basis. In practice, capital can be owned by private individuals (in which case
we speak of “private capital ") or by the government or government agencics
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{in which case we speak of “public capiral”). There are also intermediate forms
of collective property owned by “moral persens” {that is, entities such as foun-
dations and churches) pursuing specific aims. I will come back ro chis. The
boundary between whar private individuals can and cannot own has evolved
considerably over time and around the world, as the extreme case of slavery
indicares. The same is true ofprope:rty in the a{mosphere, the sea, mountains,
historical monuments, and knowledge. Cerrain private interests would like ro
own these things, and sometimes they justify this desire on grounds of effi-
ciency rather than mere self-interest, Bur there is no guarantee that this de-
sire coincides with the general interest. Capiral is not an immutable concept:
it reflects the stare of development and prevailing socizl relations of each
sociery.

Capital and Wealth

To simplify the texe, I use the words “capiral” and “wealth” interchangeably,
as if they were perfectly synonymous. By some definitions, it would be betrer
1o reserve the word “capital” to describe forms of wealth accumulated by hu-
man beings (buildings, machinery, infrastructure, ete.) and therefore 1o ex-
chade land and natural resources, with which hizmans have been endowed
without having to accumulare them. Land would then be a component of
wealth but not of capiral. The problem is that it is not always easy to distin-
guish the value of buildings from the value of the land on which they are
built. An even greater difficulty is thar it is very hard to gauge the value of
“virgin” land (as humnans found it centuries or millennia ago) apart from im-
provements due 1o human intervention, such as drainage, irrigation, fertiliza-
tion, and so on. The same problem atises in connection with natural resources
such as perroleum, gas, rare earth elements, and the like, whose pure value is
hard ro distinguish from the value added by the investments needed 1o dis-
cover new deposits and prepare them for exploitation. I therefore include al!
these forms of wealth in capital, Of course, this choice does not eliminate the
need 1o lock closely at the origing of wealth, especially the boundary line be-
tween accurnulation and appropriation.

Some definitions of “capital” hold that the term should apply only to those
components of wealth directly employed in the production process. For in-
stance, gold might be counted as part of wealth but not of capital, because
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gold is said to be useful only as a store of value. Once again, this limitation
strikes me as neither desirable nor practical (because gold can be a factor of
production, not only in the manufacture of jewelry but also in electronics and
nanotechnology). Capital in all its forms has always played a dual role, as both
a store of value and a facror of production. I therefore decided that it was sim-
pler not to impose a rigid distincrion beeween wealth and capital.

Similarly, I ruled out the idea of excluding residential real estate from
capital on the grounds that it is “unproductive,” unlike the “productive capi-
tal” used by firms and government: induserial plants, office buildings, ma-
chinery, infrastructure, and so on. The truth is that all these forms of wealth
are useful and productive and reflect capital’s two major economic functions.
Residential real estate can be seen as a capital asset that yields “housing ser-
vices,” whose value is measured by their rental equivalent. Other capiral assets
can serve as factors of production for firms and government agencies that
produce goods and services (and need plants, offices, machinery, infrastruc-
ture, ete. to do so). Each of these two types of capial currently accounts for
roughly half the capital stock in the developed countries,

To summarize, I define “national wealth” or “national capital” as the roral
market value of everything owned by the residents and government of 2 given
country at a given point in time, provided tha it can be traded on some mar-
ket.” It consists of the sum total of nonfinancial assets (land, dwellings, com-
mercial inventory, other buildings, machinery, infrastructure, patents, and
other directly owned professional assets) and financial assets (bank accounts,
mutual funds, bonds, stocks, financial investments of all kinds, insurance poli-
cies, pension funds, etc.), less the roral amount of f nancial liabilities (debr).” If
we look only at the assets and liabilities of private individuals, the result is
private wealth or private capital. If we consider assets and liabilities held by
the government and other governmental entities (such as towns, social insur-
ance agencies, etc.), the result is public wealth or public capital. By definition,
national wealth is the sum of these two terms:

National wealth = privare wealth + public wealth

Public wealth in most developed countries is carrently insignificant (or
even negative, where the public debt exceeds public assets). As 1 will show,
private weaith accounts for nearly all of national wealth almost everywhere.
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This has not always been the case, however, 50 it is important to distinguish
clearly berween the two notions.

To be clear, although my concept of capital excludes human capital (which
cannot be exchanged on any market in nonslave societies), it is not limited to
“physical” capital (land, buildings, infrastructure, and other material goods).
I include “immaterial” capital such as patents and other intellectual properry,
which are counted either as nonfinancial assets (if individuals hold patents
directly) or as financial assets (when an individual owns shares of a corpora-
tion that holds patents, as is more commonly the case). More broadly, many
forms of immatcrial capital are taken into account by way of the stock market
capitalization of corporations. For instance, the stock market value of a com-
pany often depends on its reputation and trademarks, its information systems
and modes of organization, its investments, whether material or immaterial,
for the purpose of making its products and services more visible and attrac-
cive, and so on. All of this is reflected in the price of common stock and other
corporate financial assets and therefore in national wealth.

To be sure, the price that the financial markets sets on a company’s or even
4 sector’s immaterial capital at any given moment is largely arbitrary and un-
certain. We sce this in the collapse of the Internct bubble in 2000, in the fi-
nancial crisis that began in 2007-2008, and more generally in the enormous
volatility of the stock market. The important fact to note for now is that this
is a characteristic of all forms of capital, not just immarerial capital. Whether
we are speaking of a building or a company, manufacturing firm or a service
firm, it is always very difficulc to sera price on capital. Yeras 1 will show, rotal
national wealch, that is, the wealth of a country asa whole and not of any par-
ticular type of asser, obeys certain laws and conforms to certain regular
patterns.

One further point; total national wealth can always be broken down into
domestic capital and foreign capital:

National wealth = national capital = domestic capital + et foreign capital

Domestic capital is the value of the capital stock (buildings, firms, etc.)
located within the borders of the country in question. Net foreign capital—or
net foreign assets—measures the country's position vis-a-vis the rest of the
world: more specificaily, it is the difference between assets owned by the
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country's citizens in the rest of the world and assets of the country owned by
citizens of other countries. On the eve of World War Britain and France both
enjoyed significant net positive assct positions vis-a-vis the rest of the world:
One characteristic of the financial globalization that has taken place since the
1980s is that many countries have more or less balanced ner asset positions,
but those positions are quite large in absolute terms. In other words, many
countries have large capital stakes in other countries, but those other couns
tries also have stakes in the country in question, and the two positions are
more or less equal, so that net foreign capital is close to zero. Globally, of
course, all the net positions must add up to zero, so that toral global wealth
equals the “domestic” capital of the planet asa whole.

The Capital/Income Ratio

Now that income and capital have been defined, I can move on to the first
basic law tying these two ideas rogether. I begin by defining the capital/in=
come ratio.

Income is a flow. It corresponds to the quantity of goods produced and
distributed in a given period (which we generally rake tobe a year).

Capital is a stock. It corresponds to the total wealth owned at a given
point in time. This stock comes from the wealth appropriated or accumulated
in all prior years combined.

The most nacural and useful way to measure the capiral stock in a particu-
lar country is to divide that stock by the annual flow of income. This gives us
the capital /income ratio, which I denote by the Greek letter p.

For example, if a country’s total capital stock is the equivalent of six years
of national income, we write p=6 (or p=600%).

In the developed countries today, the capital/income ratio generally varies
berween s and 6, and the capital stock consists almost entirely of private capi-
cal. In France and Britain, Germany and Italy, the United States and Japan,
national income was roughly 30,000-35,000 curos per capita in 2010, whereas
total private wealth (net of debt) was typically on the order of 150,000-
200,000 curos per capita, or five to six times annual national income. There
are interesting variations both within Europe and around the world. For in-
stance, P is greater than 6 in Japan and Italy and less than 5 in the United
States and Germany. Public wealth is just barely positive in some countries
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and slightly negative in others. And so on. I examine all this in detail in the
next few chapters. At this point, it is enough to keep these orders of magni-
tude in mind, in order to make the ideas as concrete as possible."

The fact that national income in the wealthy countries of the world in
2010 was on the order of 30,000 euros per capita per annum (or 2,500 euros
per month) obviously does not mean that everyone earns that amount. Like
all averages, this average income figure hides enormous disparities. In prac-
tice, many people earn much less than 2,500 euros a month, while others earn
dozens of times that much. Income disparitics are partly the result of unequal
pay for work and partly of much larger inequalitics in income from capital,
which are themselves a consequence of the extreme concentration of wealth.
The average national income per capita is simply the amount that one could
distribute to cach individual if it were possible to equalize the income distri-
bution without altering total output or national income."

Similarly, private per capita wealth on the order of 180,000 euros, or six
years of national income, does not mean that everyone owns that much capi-
tal. Many people have much less, while some own millions or tens of millions
of euros’ worth of capital assets. Much of the population has very little accu-
mulared wealth—significantly less than one year’s income: a few thousand
curos in a bank account, the equivalent of a few weeks’ or months’ worth of
wages. Some people even have negative wealth: in other words, the goods they
own are worth less than the debts they owe. By contrast, others have consider-
able fortunes, ranging from ten to twenty times their annual income or even
more. The capital/income ratio for the country as a whole tells us nothing
about inequalities within the country. But p does measure the overall impor-
tance of capital in a society, so analyzing this ratio is a necessary first step in
the study of inequality. The main purpose of Part Two is to understand how
and why the capital/income ratio varies from country to country, and how it
has evolved over time.

To appreciate the concrete form that wealth takes in today’s world, it is
useful to note that the capital stock in the developed countries currently con-
sists of two roughly equal shares: residential capital and professional capital
used by firms and government. To sum up, each citizen of one of the wealthy
countries carned an average of 30,000 euros per year in 2010, owned approxi-
mately 180,000 euros of capital, 90,000 in the form of a dwelling and another
90,000 in stocks, bonds, savings, or other investments.' There are interesting
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variations across countries, which [ will analyze in Chapter 2. For now, the
fact thar capital can be divided into two roughly equal shares will be useful to
keep in mind.

The First Fundamental Law of Capitalism: x=rx p

[ can now present the first fundamental law of capitalism, which links the
capital stock to the flow of income from capital. The capital/income ratio p is
related in a simple way to the share of income from capital in national income,
denoted a. The formula is

a=rxp

where r is the rate of return on capital.

For example, if = 600% and r= 5%, then ot =7rx f=30%."

In other words, if national wealth represents the equivalent of six years of
national income, and if the rate of return on capital is § percent per year, then
capital’s share in national income is 30 percent.

The formula a=rx B is a pure accounting identity. It can be applied to all
societies in all periods of history, by definition. Though tautological, it should
nevertheless be regarded as the first fundamental law of capitalism, because it
expresses a simple, transparent relationship among the three most important
concepts for analyzing the capitalist system: the capital/income ratio, the
share of capital in income, and the rate of return on capiral.

The rate of return on capiral is a central concept in many economic theo-
ries. In particular, Marxist analysis emphasizes the falling rate of profit—a
historical prediction that turned out to be quite wrong, although it does con-
tain an interesting intuition. The concept of the rate of return on capital also
plays a central role in many other theories. In any case, the rate of return on
capital measures the yield on capital over the course of 2 year regardless of its
legal form (profits, rents, dividends, interest, royalties, capital gains, etc.), ex-
pressed as a percentage of the value of capital invested. It is therefore a broader
notion than the “rate of profit,”* and much broader than the “rate of inter-
est,”"* while incorporating both.

Obviously, the rate of return can vary widely, depending on the type of
investment. Some firms generate rates of rerurn greater than 1o percent per
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year; others make losses (negative rate of return). The average long-run rate of
return on stocks is 78 percent in many countries. Investments in real estate
and bonds frequently return 3—4 percent, while the real rate of interest on
public debt is sometimes much lower, The formula a=rxf cells us nothing
about these subtleties, but it does tell us how to relate these three quantities,
which can be useful for framing discussion.

For example, in the wealthy countries around 2010, income from capital
(profits, interests, dividends, rents, etc.) generally hovered around 30 percent
of national income. With a capital/income ratio on the order of 600 percent,
this meant that the rawe of return on capital was around § percent.

Concretely, this means that the current per capita national income of
30,000 euros per year in rich countries breaks down as 21,000 euros per year
income from labor (70 percent) and 9,000 euros income from capital (30 per-
cent}. Each citizen owns an average of 186,000 euros of capital, and the 9,000
euros of income from capital thus corresponds to an average annual retuen on
capital of § percent.

Once again, | am speaking here only of averages: some individuals receive
far more than 9,000 euros per year in income from capital, while others receive
nothing while paying rent to their landlords and interest to their creditors.
Considerable countsry-to-country variation also exists. In addition, measur-
ing the share of income from capital is often difficuit in both a conceptual and
a practical sense, because there are some categories of income (such as nonwage
seif-employment income and entrepreneurial income) that are hard 1o break
down into income from capital and income from labor, In some cases this can
make comparison misleading. When such problems asise, the least imperfect
method of measuring the capital share of income may be to apply 2 plausible
average rate of return to the capital/income ratio. At this stage, the orders of
magnitude given above (B = Goo%, a=30%, r=s%) may be taken as typical,

For the sake of concreteness, let us note, too, that the average rate of re-
turn on fand in rural societies is typically on the order of 4-5 percent. In the
novels of Jane Austen and Honoré de Balzac, the fact that land (like govern-
ment bonds) yields roughly s percent of the amount of capiral invested {or,
equivalently, that the value of capital corresponds to roughly twenty years of
annual rent) is so taken for granted that it often goes unmentioned. Contempo-
rary readers were well aware that it took capital on the order of 1 million francs
to produce an annual rent of 50,000 francs. For nineteenth-century novelists

53




INCOME AND CARITAL

and the two measy ring scales were used interchangeably, as if rent and capital
Were synonymous, or perfect equivalents in two different languages,

Now, at the beginning of the ewenty-first century, we find roughly the
SaMe return on real estate, 4~ percent, sometimes a lictle less, especially
where prices have risen rapidly withour dragging rents upward at the same
rate. For example, in 2010, 3 large apartment in Paris, valued at 1 million eq-
ros, typically rents for slightly more than 2,500 curos per month, or annyal
rent of 30,000 euros, which corresponds to a return on capital of only 3 per-
cent per year from the landlord’s point of view. Such a rent is nevertheless
quite high for a tenane living solely on income from labor (one hopes he or she
is paid well) while it fepresents a significant income for the land lord. The bad
news (or good news, depending on your point of view) is that things have al-
ways been like chis. This type of rent tends to rise unti] the return on capital is
around 4 percent (which in this example would correspond ro 4 rent of
3:000-3,500 euros per month, or 40,000 per year). Hence this tenant’s rent is
likely to rise in the future. The landlord’s annual return on investment may
eventually be enhanced by a long-term capital gain on the value of the apart-
ment. Smaller apartments yield a similar or perhaps slightly higher return, An
apartment valued at 100,000 euros may yield 400 euros a month in rent, or
nearly 5,000 per year (s percent). A person who owns such an aparement and
chooses to live in it can save the rental equivalent and devote that money to
other uses, which yields a similar return on invesement,

in various countries generally represents 13 to Is years of annual profits,
which corresponds o an annual return on investment of 6-8 percent (be-

The formula o =7x B allows us to analyze the importance of capital for an
entire country or even for the planet as a whole. It can also be used to study
the accounts of 3 specific company. For example, take a firm thar uses capital
valued at 5 million euros (including offices, infrastructure, machinery, etc,) to
produce 1 million euros worth of goods annually, with 600,000 euros going
to pay workers and 400,000 euros in profies.'® The capital/income ratio of
this company is B =g (ics capital is equivalent to five years of output), the capi-
tal share a is 4o percent, and the rate of rerurn on capital is 7= 8 percent,
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Imagine another company that uses less capital (3 million curos) to pro-
¢ the same outpus {1 million curos), but using more labor {700,000 curos
8 Wages, 300,000 in profits). For this company, =3, a=30 percent, and
#=19 percent. The second fiem is less capital intensive than the firse, but it is
mmaee profitable (the rate of reruen on irs capital is significantly highes),

In all countries, the magnitudes of B, &, and 7vary a great deal from company
%5 company. Some sectors are more capital intensive than othets: for example,
the meral and CACIgY sectors are more capital intensive than che textile and
food processing sectors, and the manufacturing sector is more capital inzen-
sive than the service sector. There are also significant variations berween firms
8 the same sector, depending on their choice of production technology and
market position. The levels of §, &, and »in a given country also depend on the
selative shares of tesidential real estate and narura resoutces in toral capiral,

It bears emphasizing that the law a=rXB does not tell us how each of
these three vatiables is determined, or, in particular, how che nationa} capital/
income ratio {B) is determined, the larter being in some sense a measure of
how intensely capitalistic the society in question is. To answer that question,
we st inttoduce additional ideas and refationships, in particular the sav-
ings and investment rates and the rare of growth. This will lead us to the sec-
ond fundamental law of capitalism: the higher the savings rate and the lower
the growth rate, the higher the capital/income tatio (B). This will be shown in
the next few chapters; at this stage, the law o= rx B simply means that regard-
less of whar economic, social, and political fotces determine the level of the
capital/income ratio { B), capital’s shate in income (&), and the rate of return
on capital (#), these three variables are not independent of one another. Con-
ceptually, chere are ewo degrees of freedom, not three.

National Accounts: An .Evofufng Social Construct

Now that the key conceprs of output and incofne, capital and wealth, capital/
income ratio, and rate of teturn on capital have been explained, I will examine
in greater detail how these abstract quantitics can be measured and what such
measurements can tell us about the historical evolution of the diseribution of
wealth in various countries. Twill briefly review the 1nain stages in che history
of national accounts and then ptesent a porerait in broad brushstrokes of
how the global disttibution of output and income has changed since the
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cighteenth century, along with a discussion of how demographic and eco-
nomic growth rates have changed over the same period. These growth rates
will play an important part in the analysis.

As noted, the first actempts to measure national income and capital date
back to the late seventeench and early eighteenth century. Around 1700, sev-
eral isolated estimates appeared in Britain and France (apparently indepen-
dently of one another). I am speaking primarily of the work of William Petty
(1664) and Gregory King (1696) for England and Pierre le Pesant, sicur de
Boisguillebert (1695), and Sébastien Le Prestre de Vauban (1707) for France.
Their work focused on both the national stock of capiral and the annual flow
of national income. One of their primary objectives was to calculate the total
value of land, by far the most important source of wealth in the agrarian soci-
eties of the day, and then to relate the quantity of landed wealth to the level of
agricultural outpur and land rents.

It is worth noting thar these authors often had a political objective in
mind, generally having to do with modernization of the tax system. By calcu-
lating the nation’s income and wealth, they hoped to show the sovercign that
it would be possible to raise tax receipts considerably while keeping rax rates
relatively low, provided that all property and goods produced were subject to
taxation and everyone was required to pay, including landlords of both aristo-
cratic and common descent. This objective is obvious in Vauban's Projer de
dime royale (Plan for a Royal Tithe), bur it is just as clear in the works of Bois-
guillebert and King (though less so in Petty’s writing),

The late cighteenth century saw further atrempts to measure income and
wealth, especially around the time of the French Revolution. Antoine Lavoisier
published his estimates for the year 1789 in his book La Richesse territoriale
du Royaume de France (The Territorial Wealth of the Kingdom of France),
published in 1791. The new tax system established after the Revolution, which
ended the privileges of the nobility and imposed a tax on all property in land,
was largely inspired by this work, which was widely used to estimare expected
receipts from new taxes.

It was above all in the nineteenth century, however, that estimates of na-
tional wealth proliferated. From 1870 to 1900, Robert Giffen regularly up-
dated his estimates of Britain's stock of national capital, which he compared
to estimates by other authors (especially Patrick Colquhoun) from the early
1800s. Giffen marveled at the size of Britain’s stock of industrial capital as
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vell as the stock of foreign assets acquired since the Napoleonic wars, which
was many times larger than the entire public debt due to those wars."” In France
ar about the same time, Alfred de Foville and Clément Colson published esti-
mates of “national wealth” and “private wealth,” and, like Giffen, both writers
also marveled at the considerable accumulation of private capiral over the course
of the nineteenth century. It was glaringly obvious to everyone that private
fortunes were prospering in the period 1870-1914. For the cconomists of the
day, the problem was to measure that wealth and compare different countries
{the Franco-British rivalry was never far from their minds). Until World War I,
estimates of wealth received much more attention than estimates of income
and outpur, and there were in any case more of them, not only in Britain and
France bur also in Germany, the United States, and other industrial powers.
In those days, being an economist meant first and foremose being able to esti-
mate the national capiral of one’s country: this was almost a rite of initiation.
It was not until the period between the two world wars that national
accounts began to be established on an annual basis. Previous estimates had
always focused on isolated years, with successive estimates separated by ten or
more years, as in the case of Giffen's calculations of British national capital in
the nineteenth century. In the 1930s, improvements in the primary statistical
sources made the first annual series of national income data possible. These
generally went back as far as the beginning of the twentieth century or the
last decades of the nineteenth. They were established for the United States
by Kuznets and Kendrick, for Britain by Bowley and Clark, and for France
by Dugé de Bernonville. After World War 11, government statistical offices
supplanted economists and began to compile and publish official annual data
on GDP and national income. These official series continue to this day.
Compared with the pre-World War I period, however, the focal point of
the data had changed entirely. From the 19405 on, the primary motivation
was to respond to the trauma of the Great Depression, during which govern-
ments had no reliable annual estimates of economic outpur. There was there-
fore a need for staristical and political tools in order to stcer the economy
properly and avoid a repeat of the catastrophe. Governments thus insisted on
annual or even quarterly data on output and income. Estimates of national
wealth, which had been so prized before 1914, now took a backsea, especially
after the economic and political chaos of 1914-1945 made it difficult ro inter-
pret their meaning. Specifically, the prices of real estate and financial assets
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fell to extremely low levels, so low that private capital seemed to have
evaporated. In the 19505 and 1960s, a period of reconstruction, the main
goal was to measure the remarkable growch of output in various branches
of industry.

In the 1990s-2000s, wealth accounting again came to the fore. Econo-
mists and political leaders were well aware that the financial capitalism of the
twenty-first century could not be properly analyzed with the tools of the
19505 and 1960s. In collaboration with cencral banks, government staristical
agencies in various developed countries compiled and published annual series
of data on the assets and liabilities of different groups, in addition to the usual
income and output dara. These wealth accounts are still far from perfect: for
example, natural capital and damages to the environment are not well ac-
counted for. Nevertheless, they represent real progress in comparison with na-
tional accounts from the early postwar years, which were concerned solely with

cndless growth in outpur.”® Thesc are the official series that I use in this book
to analyze aggregate wealth and the current capital/income ratio in the wealthy
countries,

One conclusion stands out in this bricf history of national accounting:
national accounts are a social construct in perpetual evolution. They always
reflect the preoccupations of the era when they were conceived.” We should
be carcful not to make a fetish of the published figures. When a country’s na-
tional income per capita is said to be 30,000 euros, it is obvious that this num--
ber, like all economic and social statistics, should be regarded as an estimarte, a

construct, and not a mathematical certainey. It is simply the best estimare we

have. National accounts represent the only consistent, systematic actempt to

analyze a country’s economic activity. They should be regarded as a limited
and imperfect rescarch tool, a compilation and arrangement of data from
highly disparate sources. In all developed countries, national accounts are
currently compiled by government statistical offices and central banks from
the balance sheets and account books of financial and nonfinancial corpora-
tions together with many other statistical sources and surveys. We have no
reason to think a priori that the officials involved in these efforts do not do.
their best to spot inconsistencies in the data in order to achieve the best pos-
sible estimates. Provided we use these dara with caution and in a critical Spirit
and complement them with other data where there are errors or gaps (say, in
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dealing with tax havens), these national accounts are an indispensable tool for
ﬂl:imanng aggregate income and wealth,

In particular, as I will show in Part Two, we can put together a consistent
analysis of the historical evolution of the capital /income ratio by meticulously
compiling and comparing national wealth estimates by many authors from
the cighteenth to the early twentieth century and connecting them up with
official capital accounts from the late twentieth and early twenty-first cen-
tury. The other major limitation of official national accounts, apart from their
lack of historical perspective, is thar they are deliberately concerned only with
aggregates and averages and not with distributions and inequalities. We must
therefore draw on other sources to measure the distribution of income and
wealth and to study inequalities. National accounts thus constitute a crucial
element of our analyses, but only when completed with additional historical
and distributional data.

The Global Distribution of Production

I'begin by examining the evolution of the global distribution of production,
which is relatively well known from the early nineteenth century on. For car-
lier periods, estimates are more approximate, but we know the broad outlines,
thanks most notably to the historical work of Angus Maddison, especially
since the overall pattern is relatively simple.*

From 1900 to 1980, 70-80 percent of the global production of goods
and services was concentrated in Europe and America, which incontestably
dominated the rest of the world. By 2010, the European-American share
had declined to roughly so percent, or approximately the same level as in
1860. In all probability, it will continue to fall and may go as low as 20-30
percent at some point in the twenry-first century. This was the level main-
tained up to the turn of the nineteenth century and would be consistent
with the European-American share of the world's population (see Figures 1.1
and 1.2),

In other words, the lead that Europe and America achieved during the
Industrial Revolution allowed these two regions to claim a share of global
output that was two to three times greater than their share of the world's
population simply because their outpur per capita was rwo to three times
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FIGURE 1.1, The distribution of world output, 1760-2012

Europe’s GDP made 47 percent of world GDP in 1913, down to 1§ percent in 2012,
Sources and series: see pikety.pse.ens.fr/capitalaic,
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FIGURE 1.2. The distribution of world population, 17002012

Eurape’s population made 26 percent of world population in 1913, down to 1o percent
in 2012,

Sources and series: see piketty.pse.ens.fr/capitalaic,
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FIGURE 1.3. Global inequality, ryoo-so12: divergence then convergence?
Per capita GDP in Asia-Africa went from 37 percent of world average in 1950 10 63

nt in 2012
Sources and series: see piketty.pse.ens.fr/eapiralaic.

greater than the global average ™ All signs are thar this phase of divergence
in per capira output is over and that we have embarked on a period of con-
vergence, 1he resulting “catch-up” phenomenon is far from over, however
gsee Figure 1.3). Itis far too early to predict when it might end, especially since
the possibility of economic and/or political reversals in China and elsewhere

obviously cannot be ruled out.

From Continental Blocs to Regional Blocs

The general patzern just described is well known, but a number of points need
to be clarified and refined. First, putting Europe and the Americas together as
a single “Western bloc” simplifies the presentation but is largely artificial. En-
rope arrained its maximal economic weight on the eve of World War 1, when
it accounted for nearly so percent of global output, and it has declined sreadily
since then, whereas America artained its peak in the 1950s, when it accounted

tor neatly g0 percent of global ourpuc.
Furthermore, both Europe and the Americas can be broken down inro

two highly unequal subregions: a hyperdeveloped core and a less developed
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periphery. Broadly speaking, global inequality is best analyzed in terms of re-
gional blocs rather than continental blocs. This can be seen clearly in Table
L1, which shows the distribution of global output in 2012, All these numbers
are of no interest in themselves, but it is useful to familiarize oneself with the
principal orders of magnitude.

The population of the planet is close to 7 billion in 2012, and global out-
put is slighely greater than 7o trillion euros, so that global output per capita is
almost exactly 10,000 euros. If we subtract 10 percent for capital depreciation
and divide by 12, we find that this yields an average per capita monthly in-
come of 760 euros, which may be a clearer way of making the point. In other
words, if global output and the income to which it gives rise were equally di-
vided, each individual in the world would have an income of about 760 euros
per month.

The population of Europe is about 740 million, about 540 million of
whom live in member countries of the European Union, whose per capita
output exceeds 27,000 euros per year. The remaining 200 million people live
in Russia and Ukraine, where the per capita output is about 15,000 euros per
year, barely so percent above the global average.” The European Union irself
is relatively heterogencous: 410 million of its citizens live in whar used to be
called Western Europe, three-quarters of them in the five most populous
countries of the Union, namely Germany, France, Grear Britain, Italy, and
Spain, with an average per capita GDP of 31,000 curos per year, while the re-
maining 130 million live in what used to be Eastern Europe, with an average
per capita outpur on the order of 16,000 euros per year, not very different
from the Russia-Ukraine bloc,2*

The Americas can also be divided into distinct regions that are even more
unequal than the European center and periphery: the US-Canada bloc has
350 million people with a per capita output of 40,000 euros, while Larin
America has 600 million people with a per capita outpur of 10,000 euros, ex-
actly equal o the world average.

Sub-Saharan Africa, with a population of 900 million and an annual out-
put of only 1.8 trillion euros (less than the French GDP of 2 trillion), is eco-
nomically the poorest region of the world, with a per capita output of only
2,000 curos per year. India is slightly higher, while North Africa does mark-
edly better, and China even better than that: with a per capita output of
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8,000 euros per year, China in 2012 is not far below the world average. Japan’s
annual per capita output is equal to thar of the wealchiest Eu ropean countries
(approximately 30,000 euros), but its population is such a small minority

the greater Asian population that it has little influence on the continenta
average, which is close to that of China.**

Global Inequality: From 150 Euros per Month to
3,000 Euros per Month

To sum up, global inequality ranges from regions in which the per capita i

come is on the order of 150-250 euros per month (sub-Saharan Africa, India)

to regions where it is as high as 2,500-3,000 euros per month (Western Eu-

rope, North America, Japan), that is, ten to twenty times higher. The global
average, which is roughly equal to the Chinese average, is around 6oo-8oa
curos per month.

These orders of magnitude are significant and worth remembering. Bear
in mind, however, that the margin of error in these hgures is considerable: it is
always much more difficult to measure inequalities between countrics (or be-
tween different periods) than wichin them.

For example, global inequality would be markedly higher if we used cur
rent exchange rates rather than purchasing power paritics, as I have done chus
far. To understand what these terms mean, first consider the euro/dollar ex-

change rate. In 2012, a euro was worth about $1.30 on the foreign exchange
market. A European with an income of 1,000 euros per month could go to his
or her bank and exchange that amount for $1,300. If that person then took
that money to the United States to spend, his or her purchasing power would

be $1.300. But according to the official International Comparison Program
(ICP), European prices are about 10 percent higher than American prices, so
that if this same European spent the same money in Europe, his or her pur
chasing power would be closer to an American income of $1.2006. Thus we say
that $1.20 has “purchasing power parity” with 1 euro. I used this parity
rather than the exchange rate to convert American GDP to euros in Table
t.1, and I did the same for the other countries listed. In other words, we com-
pare the GDP of different countries on the basis of the actual purchasing

power of their citizens, who generally spend their income at home rather than
abroad.*
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FIGURE 1.4. Exchange rate and purchasing power patity: euro/dollar

In 2012, 1 euro was worth $1.30 according to current exchange rate, but $1.20 in pur-
chasing power parity.
Sources and series: se¢ pil-;::tty.pse.cns.fr/capitah:c.

The orher advantage of using purchasing power parities is that they are
more srable than exchange rates. Indeed, exchange rates reflect not only the
supply and demand for the goods and services of different countries but also
sudden changes in the investment strarcgies of international investors and
volarile estimates of the political and/or financial stability of this or that
country, o say nothing of unpredicrable changes in monetary policy. Ex-
change rates are therefore extremely volatile, as a glance ar the large flucrua-
rions of the dollar over the past few decades will show. The dollar/euro rare
went from $1.30 per euro in the 1990s 10 less than $o.90 in zoo1 before rising
to around $150 in 2008 and rhen falling back to $1.30 in 2012, During that
time, the purchasing power parity of the euro rose gently from roughly 81 per
euro in the carly 1990s to roughly $1.20 in 2010 (sce Figure 1.4)°

Despite the best efforts of the international organizarions involved in the
ICP, there is no escaping rhe fact thar these purchasing power parity estimates
are rather uncertain, wirh margins of error on the order of 10 percent if not
higher, even berween countries at comparable levels of development. For ex-
ample, the most recent available survey shows rhar while some European
prices {for energy, housing, hotels, and resraurants} are indeed higher than
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comparable American prices, others are sharply lower (for health and educa-
tion, for instance).”” In theory, the official estimates weight all prices accord-
ing to the weight of various goods and services in a typical budger for each
country, but such calculations clearly leave a good deal of room for error, par-
ticularly since it is very hard to measure qualitative differences for many ser-
vices. [n any case, it is important to emphasize that each of these price indices
measures a different aspect of social reality. The price of energy measures
purchasing power for energy (which is greater in the United States), while the
price of health care measures purchasing power in that area (which is greater
in Europe). The reality of incquality between countries is multidimensional,
and it is misleading ro say that it can all be summed up with a single index
leading to an unambiguous classification, especially berween countries with
fairly similar average incomes.

In the poorer countries, the corrections introduced by purchasing power
parity are even larger: in Africa and Asia, prices are roughly half what they are
in the rich countries, so that GDP roughly doubles when purchasing power
parity is used for comparisons racher than the marker exchange rate. This is
chiefly a resule of the fact that the prices of goods and services that cannot be
traded internarionally are lower, because these are usually relatively labor in-
tensive and involve relatively unskilled labor (a relatively abundant factor of
production in less developed countries), as opposed to skilled labor and capi-
tal (which are relatively scarce in less developed countries).”* Broadly speak-
ing, the poorer a country is, the greater the correction: in 2012, the correction
coefficient was 1.6 in China and 2.5 in India.?’ At this moment, the euro is
worth 8 Chinese yuan on the foreign exchange market but only 5 yuan in
purchasing power parity. The gap is shrinking as China develops and revalues
the yuan (see Figure 1.5). Some writers, including Angus Maddison, argue
that the gap is not as small as it might appear and thar official international
statistics underestimate Chinese GDP.™

Because of the uncertainties surrounding exchange rates and purchasing
power parities, the average per capita monthly incomes discussed earlier (150
250 euros for the poorest countries, 600-800 euros for middling countries,
and 2,500-3,000 curos for the richest countries) should be treated as approxi-
mations rather than mathematical certainties. For example, the share of the
rich countries (European Union, United States, Canada, and Japan) in global
income was 46 percent in 2012 if we use putchasing power parity but 57 per-
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FIGURE 15. Exchange rate and purchasing power parity: curo/yuan

In 2012, 1 curo was worth 8 yuan according to current exchange rate, burt 5 ynan in
purchasing power parity.

Sources and serics: see piketty.pse.ens.fr/capitalzic.

cent if we use carrent exchange rares.”’ The “truch” probably lies somewhere
between these two figures and is probably closer to the first. Seill, the orders of
magnitude remain the same, as does the fact that the share of income going to
the wealthy countries has been declining steadily since the 1970s, Regardless
of what measurte is used, the wotld clearty seems to have entered a phase in

which rich and poor countries are converging in income.

The Global Distribution of Income Is More
Unequal Than the Distribution of Output

To simplify the exposition, the discussion thus far has assumed that the na-
tional income of each continental or regional grouping coincided with its do-
mestic product: the monthly incomes indicared in Table 1.1 were obtained
simply by deducting 10 percent from GDP (to account for depreciation of
capital) and dividing by twelve.

In fact, it is valid to equate income and output only at the global level and
not at the national or continental level. Generally speaking, the global income
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distribution is more unequal than the output distribution, because the coun-
eries with the highest per capita output are also more likely to own part of the
capital of other countries and therefore to receive a positive Aow of income
from capital originating in countries with a lower level of per capita output. In
other words, the rich countries are doubly wealthy: they both produce more at
home and invest more abroad, so that their national income per head is greater:
than their output per head. The opposite is true for poor countries.

More specifically, all of the major developed countries (the United States,
Japan, Germany, France, and Britain) currently enjoy a level of national in-
come that is slightly greater than their domestic product. As noted, however,
net income from abroad is just slightly positive and does not radically alter the
standard of living in these countries. It amounts to about 1 or 2 percent of
GDP in the United States, France, and Britain and 2—3 percent of GDP in
Japan and Germany. This is nevertheless a significant boost to national income,
especially for Japan and Germany, whose trade surpluses have enabled them
to accumulate over the past several decades substantial reserves of foreign
capital, the return on which is today considerable.

I turn now from the wealthiest countries taken individually to continen-
tal blocs taken as a whole. What we find in Europe, America, and Asia is
something close to equilibrium: the wealthier countries in each bloc (gener-
ally in the north) receive a positive flow of income from capital, which is
partly canceled by the flow out of other countries (generally in the south and
east), so that at the continental level, total income is almost exactly equal to
total output, generally within o5 percent.™

The only continent not in equilibrium is Africa, where a substantial share
of capital is owned by foreigners. According to the balance of payments data
compiled since 1970 by the United Nations and other international organiza-
tions such as the World Bank and International Monetary Fund, the income
of Africans is roughly s percent less than the continent’s output (and as high
as 10 percent lower in some individual countries).” With capital’s share of
income at about 30 percent, this means that nearly 20 percent of African
capital is owned by foreigners: think of the London stockholders of the
Marikana platinum mine discussed at the beginning of this chaprer.

It is important to realize what such a figure means in practice. Since some
kinds of wealth (such as residential real estate and agricultural capital) are
rarely owned by foreign investors, it follows that the foreign-owned share of
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Africa’s manufacturing capital may exceed 40~50 percent and may be higher
still in other sectors. Despite the fact that there are many imperfections in the
balance of payments data, foreign ownership is clearly an important reality in
Africa today.

1f we look back farther in time, we find even more marked international
imbalances. On the eve of World War [, the national income of Grear Britain,
the world’s leading investor, was roughly 10 percent above its domestic prod-
uct. The gap was more than ¢ percent in France, the number two colonial
power and global investor, and Germany was a close third, even though its
colonial em pire was insignificant, because its highly developed industrial sec-
tor aceumulated large claims on the rest of the world. British, French, and
German investment went partly to other European countries and the United
States and partly to Asia and Africa. Overall, the European powers in 1913
owned an estimated one-third to one-half of the domestic capital of Asia and
Africa and more than three-quarters of their industrial capital ™

What Forces Favor Convergence?

In theory, the fact that the rich countries own part of the capiral of poor
countries can have virtuous effects by promoting convergence, if the rich
countries are so flush with savings and capital thar there is little reason to
build new housing or add new machinery {in which case economists say that
the “marginal productivity of capital,” that is, the additional outpur due to
adding one new unit of capital “ar the margin,” is very low), it can be collec-
tively efficient to invest some part of domestic savings in poorer countries
abroad. Thus the wealthy countries——or at any rate the residents of wealthy
countries with capital to spare—will obtain a better return on their invest-
ment by investing abroad, and the poor countries will increase their produc-
tivity and thus close the gap between them and the rich countries. According
to classical economic theory, this mechanism, based on the free flow of capital
and equalization of the marginal productivity of capital ar the global level,
should lead to convergence of rich and poor countries and an eventual reduc-
tion of inequalities through marker forces and competition,

This optimistic theory has two major defects, however. First, from 2
strictly logical point of view, the equalization mechanism does not guarantee
global convergence of per capita income. Az best it can give rise to convergence
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of per capita outpur, provided we assume perfect capital mobility and, even
more important, total equality of skill levels and human capital ace
countries—no small assumption. In any case, the possible convergence
output per head does zor imply convergence of income per head. After the
wealthy countries have invested in their poorer neighbors, they may continue
to own them indefinitely, and indeed their share of ownership may grow to
massive proportions, so that the per capita national income of the wealthy
countries remains permanently greater than that of the poorer countries,
which must continue ro pay to foreigners a substantial share of what their citi=
zens produce (as African countries have done for decades). In order to deter-
mine how likely such a situation is to arise, we must compare the rare of re-=
turn on capital that the poor countries must pay to the rich to the growth:
rates of rich and poor economies. Before proceeding down this road, we.

must first gain a better understanding of the dynamics of the capital/income:
ratio within a given country.

Furthermore, if we look at the historical record, it does not appear that
capital mobility has been the primary factor promoting convergence of rich:
and poor nations. None of the Asian countries that have moved closer to the
developed countries of the West in recent years has benefited from large for-
eign investments, whether it be Japan, South Korea, or Taiwan and more re-
cently China. In essence, all of these countries themselves financed the neces-
sary investments in physical capital and, even more, in human capital, which
the latest research holds to be the key to long-term growth.” Conversely,
countries owned by other countries, whether in the colonial period or in Af
rica today, have been less successful, most notably because they have tended to

specialize in areas without much prospect of future development and because
they have been subject to chronic political instabiliry.

Part of the reason for thar instability may be the following. When a coun-
try is largely owned by foreigners, there is a recurrent and almost irrepressible
social demand for expropriation. Other political acrors respond that invest-
ment and development are possible only if existing property rights are uncon-
ditionally protected. The country is thus caught in an endless alternation be-
tween revolutionary governments (whose success in improving actual living
conditions for their citizens is often limited) and governments dedicated to
the protection of existing property owners, thereby laying the groundwork
for the next revolution or coup. Inequality of capital ownership is already dif-
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ficult to accepr and peacefully maintain within a single national community,
[nternationally, it is almost impossible to sustain without a colonial type of
political domination.

Make no mistake: participation in the global economy is not negative in
itself. Autarky has never promoted prosperity. The Asian countries thar have
lately been catching up with the rest of the world have clearly benefited from
openness to foreign influences. But they have benefited far more from open
markets for goods and services and advantageous terms of trade than from
free capital lows. China, for example, still imposes controls on capital: for-
eigners cannot invest in the country freely, but that has not hindered capital
accumularion, for which domestic savings largely suffice. Japan, South Korea,
and Taiwan all financed investment out of savings. Many studies also show
that gains from free trade come mainly from the diffusion of knowledge and
from the productivity gains made necessary by open borders, not from staric
gains associated with specialization, which appear to be fairly modest.**

To sum up, historical experience suggests that the principal mechanism
for convergence at the international as well as the domestic level is the diffu-
sion of knowledge. In other words, the poor catch up with the rich to the ex-
tent that they achieve the same level of technological know-how, skill, and
education, not by becoming the property of the wealthy. The diffusion of
knowledge is not like manna from heaven: it is often hastened by interna-
tional openness and trade (autarky does not ¢ncourage technological trans-
fer). Abave all, knowledge diffusion depends on a country’s ability to mobi-
lize financing as well as insticutions chat encourage large-scale investment in
education and training of the population while guarantecing a stable legal
framework that various economic actors can reliably count on. It is therefore
closely associated with the achievement of legitimate and efficient government.
Concisely stated, these are the main lessons that history has to teach abour
global growth and international inequalities.
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