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			A better understanding of modern inequality

			Capital in the Twenty-First Century, the 2013 bestseller by Thomas Piketty, deals with the historical dynamic of income and assets that has existed since the Industrial Revolution and still persists today. With a title that deliberately recalls Karl Marx’s work on the accumulation of capital in the 19th century, Piketty provides us with his analysis of the economic situation at the beginning of the 21st century, with the advantage of having quantitative data at his disposal that would have been unimaginable at the time of classical economists.

			The result of 15 years of compiling statistical data on over 20 countries – work which led to the creation of the World Top Income Database (WTID) – and many research collaborations, this work is an excellent reference point for those who want to improve their understanding of the transformations in capital, labour and the global economy over the last 300 years. Additionally, thanks to its historical distance, the study puts our current economic situation into stark perspective; it even calls, as we will see, for a paradigm shift.

			Its premise? Left to itself in a period of weak economic growth, capitalism leads to a concentration of capital in the hands of a very rich minority, thus incessantly increasing inequality. In 50 minutes, this guide will present the book’s main arguments and the solutions suggested by the author.

			
				
					Key information

			
					Reference edition: Piketty, T. (2014) Capital in the Twenty-First Century. Trans. Goldhammer, A. Massachusetts: Harvard University Press.

					Author: a French economist, specialising in the study of economic inequality, born in Clichy in 1971.

					Field: the ideas developed by Piketty can be likened to those of interventionism or Keynesian theory (which recommends the intervention of government powers in a country’s economy).

					Key words:

			

	Capital: the total holdings, financial or otherwise, owned by an entity (person, family, business, country, etc.), that constitute assets and can generate income. Thus, ‘assets’ and ‘capital’ are used synonymously in the book.

	National income: the total income of a country, whether it comes from within its borders or from abroad, with money sent abroad subtracted. National income is different from gross domestic product (GDP), which is the total of all production in a country’s territory, even if income is being sent abroad. Thus, for example, oil producers have a much higher national income than GDP, while developing countries, on the other hand, have a higher GDP than national income. The rich countries of the OECD, in turn, generally have a national income that is 1-2% higher than their GDP.

	Inflation: general and sustainable increase of living costs.



				

			

		


		
			Context

			The author

			Born in Clichy in 1971, Thomas Piketty has been a professor of economics as well as a director of studies at EHESS (School for Advanced Studies in the Social Sciences) in Paris since 2000. From 2005 to 2007, he was also responsible for founding and then directing the PSE (Paris School of Economics). He has written many academic articles and several books dedicated to economic development and the matter of distributing wealth. His work Capital in the Twenty-First Century reached the status of a global bestseller, with several hundred thousand copies sold worldwide, not only in Europe but also in the United States and Asia.

			Context and background

			Piketty places himself in a macroeconomic perspective on a global level. In doing so, he tries to add his contribution to the general reflection that followed the crisis of 2008-2009 on the workings of financial instability.

			
				
					The crisis of 2008

					In 2007, the subprime mortgage crisis broke out. Subprime mortgages were issued by American banks in large quantities after 2001 to barely solvent households who wanted to purchase a house. These high-risk loans were then sold to different financial stakeholders who bought them not with the aim of keeping them, but of reselling them with capital gain. But when many borrowers of subprime loans were unable to repay their debts and had their houses repossessed and resold to pay back the banks, this reduced the value of property everywhere, including for serious borrowers. Through a domino effect, this property crisis led to the collapse of the financial sector and ended up causing serious problems in the global economy the following year.

				

			

			The crisis led to a reconsideration – that is still underway currently – of the dominating paradigms in economics: the theoretical concepts based on neoclassical doctrine and a methodology that relies mostly on mathematical models. While we have been able to observe the development of new approaches which often starkly differ from neoclassical principles since the early 2000s, the discipline taught at university is still very much attached to this trend dating from the end of the 19th century, which contributes to a dominant model that is often out of synch with an evolving society. The collapse in 2008 highlighted these shortcomings, by illustrating the discipline’s inability to predict or even explain crisis phenomena.

			
				
					Neoclassical theory

					Neoclassicism is an economic trend that dates back to the end of the 19th century, and which seeks to give scientific legitimacy to economics through mathematical models that illustrate ideal situations. These depend on several theoretical assumptions:

				

			

			
					economic phenomena are the result of individual behaviour (microeconomic focus);

					economic actors are rational (homo economicus) in their search for satisfaction (or utility);

					the actors have all the necessary information before acting.

			

			Piketty therefore joins the concerns of his time (reporting the recent evolutions of our system on a global level and trying to understand the reasons behind the current instability), although his work does not conform to normal ways of economic thinking. First of all, his study is much broader than most general studies, both on a geographical and temporal level as well as in terms of the amount of data it is based on. Additionally, his point of view that redistribution and accumulation of capital are major elements of a working modern society is atypical. His methodology, on the other hand, is just as close to economics as it is to history or sociology.

			This work is not only aimed at specialists, but also at a broader public that would like to broaden their knowledge of these subjects.

		


		
			Summary of Capital in the Twenty-First Century

			We will not go into Thomas Piketty’s proposals in detail here, as they are developed over more than 900 pages. We will present the economic laws he states and bases his arguments on, before describing the observations he makes and the theories he formulates thanks to the information he has collected. His text is based on the analysis of different economic indicators which, when analysed over long periods, allow us to reinterpret many opinions that are popular today, despite being symptomatic of a historical short-sightedness.

			A model of methodology and clarity, the work is also accompanied by technical appendices that are updated regularly and available online, thus giving the reader a simplified overall view as well making personal exploration more straightforward (http://piketty.pse.ens.fr/en/capital21c2).

			We are all influenced by cognitive bias

			
				
					Good to know

					A bias is a model of thinking that simplifies reality – which is useful, even necessary, to human beings to evolve in a complex world – but which may also distort it, often in the same way as a preconception distorts an observation. Bias therefore tends to confirm our preconceived ideas, sometimes even when the facts should make us reconsider.

				

			

			Thomas Piketty launches his problem in this way: even if everyone is, in theory, capable of observing contemporary living conditions and relationships of power and dominance between social groups, our relationship to the world is still subjective. Besides, cognitive bias does not only concern us mere mortals: even the greatest names in economics cannot escape it.

			
					Piketty thus shows us how, in around 1790, writers such as Thomas R. Malthus (1766-1834) had apocalyptic visions of the future of the working classes. Malthus was a British economist from the traditional school of economics who was opposed to Adam Smith’s (Scottish philosopher and economist, 1723-1790) ‘invisible hand’, which would create a harmonious society thanks to the natural adjustment of prices based on the laws of supply and demand. In An Essay on the Principle of Population, Malthus anticipates the social problems that would cause demographic growth that would be too large and lead to a faster increase in the needs of the population than of the available resources.
He is also opposed to the first law on minimum wage (the ‘New Poor Law’) implemented between 1795 and 1834, reproaching it for not holding workers sufficiently accountable. As a vicar, he fought for population control through abstinence. Countries such as India, China and Vietnam, for example, have practised Malthusian techniques of population control (such as the one child policy in China from 1979 to 2015).

					In contrast, the works of Simon Kuznets (1901-1985), in spite of their scientific correctness, led to theories that we might consider naïve: capitalism would, by its very nature, lead to a decrease in inequality. Although the mainstream press has excessively generalised Kuznets’s proposals, and he has become famous for erroneous theories that were not in fact his own, this Belarussian writer, who worked in the United States and won the Nobel Prize in Economics in 1971, is nonetheless considered the ‘father’ of national income accounts (which are the measure of economic activity in a country during a given period). He is also the inventor of the concept of GDP (the economic indicator of the production undertaken within a given territory over a given time). His analysis of the situation in America between 1913 and 1948 is what inspired Piketty to launch his own study. This, however, ranges over 300 years in 20 countries, whereas Kuznets only investigated one generation in one country.

					Finally, Robert Solow (born 1924) is a sociologist and economist from New York who served in the American army between 1942 and 1945 in Maghreb and in Italy. Thereafter he was an advisor to President Kennedy and received the Nobel Prize in Economics in 1987 (although he considered himself to be “not particularly talented at mathematics”). For him, the economy and social issues are one and the same and growth must eventually benefit all social classes equally. However, while the era was then characterised by growth and a reduction in inequality, we can now say that it was a mistake to perceive a necessary link between these two phenomena.

			

			Although these theories might make us laugh in the present day, we must understand that they were formulated by eminent specialists and seemed highly plausible at the time. Human beings tend to take the conditions in which they live as natural and universal. We therefore all have cognitive biases, and it is precisely in order to help us take a step back from our contemporary outlook that Thomas Piketty wrote this work on the evolution of the global economy after the Industrial Revolution.

			First studies on capital

			To present his argument more effectively, the writer returns to the first significant theories about capital.

			David Ricardo and the rarity principle

			David Ricardo (1772-1823) was one of the most significant English liberal economists of the 18th and 19th centuries. A witness to the rapid population growth of his time, he predicted a short supply of agricultural production and the overworking of the land: demand for plots that can be cultivated would rise naturally with the increase in population, while the supply would only be able to remain level, Britain being an island. In this context, a sudden hike in the price of the terrain seemed inevitable. Ricardo supposed that only extremely rich landowners would be able to buy land long-term, with evident social consequences.

			Ricardo therefore used supply and demand to predict a rise in the cost of property capital over time, in order to anticipate its social and political consequences. However, the reality proved quite different: Ricardo could not imagine either the technical progress to come or the rise of colonialism. These two factors would allow completely unimagined levels of productivity and would artificially lead to an explosion of available workable land. This economic theory, although mathematically logical, was therefore nullified by unforeseeable historical factors.

			Marx and the principle of infinite accumulation

			
				
					A short biography

					Karl Marx (1818-1883) was as much a philosopher, historian and economist as a political activist. A prolific writer, he had a major influence on the economy, sociology and history of the 20th century, during which many revolutionary movements aligned themselves with his way of thinking. A German man from a good family, Marx went to France to be part of the growing socialist movement, was expelled from Paris in 1845 and therefore went to Brussels to write The Communist Manifesto in 1847. A hardworking researcher and writer, he nonetheless spent the last few years of his life in the greatest material poverty – one of his children even died of malnutrition while he was in exile in London.

					The first volume of Capital, in which Marx substitutes Ricardo’s landowner capital with industrial capital (property and machines), was published in 1867. The writer died before finishing volumes 2 and 3, which would however be published posthumously by Friedrich Engels (1820-1895). The latter, from a family of German industrialists and the executive of a British company, had already secretly been financing Marx’s works for a long time, due to his theoretical and militant socialist ideals.

				

			

			In the first volume of Capital (1867), Karl Marx defends the idea that the infinite accumulation of capital in the hands of a minority leads to the destitution of the industrial working class, in Britain as much as in Germany, France or Belgium – which was the first country in continental Europe to experience the economic and social impact of the Industrial Revolution. The years 1800-1860 effectively stood out due to their extremely low salaries and skyrocketing capital. The situation was therefore so shocking for the population that the first socialist parties started to make an appearance (1840-1850). In Belgium, deadly riots forced King Leopold II (1835-1909) to begin drafting legislation on work (limited working hours, minimum working age, etc.). In fact, the working conditions of the time were similar to those in developing countries today. But we would have to wait until the reconstruction following the two world wars and the arrival of the ‘communist threat’ to see more substantial progress being made on a legislative level and for wages to start making up for their delayed growth.

			For Marx, the decrease in capital returns due to supply shocks and increased competition could have two types of consequences: the revolt of the people deprived of work and means of subsistence, or war between capitalists.

			
				
					Good to know

					We speak of ‘supply shock’ when the industry creates too many products that never make it onto the market. This creates, in a domino effect, a reduction of production needs, which leads to a decrease in employment needs, and therefore a fall in salaries; consumer buying then drops in turn, further lowering an already poor demand. It is a vicious circle. Since the 19th century, the economy has often been subjected to this type of phenomenon, given the increase in productivity made possible by technical progress.

				

			

			While the writings of Marx and Engels were harshly criticised after the fall of the USSR (1989), given the recognition that this event gave to capitalism, Marx’s predictions were no less correct on a number of points:

			
					the antagonism between capitalists played an important role in the run-up to the war in 1914;

					after 1918, Europe was shaken by serious social conflicts which led to the arrival of parties on the extreme right, of Nazism (Germanic National Socialism), fascism (Italian counter-revolutionary ideology, violently opposed to socialism and communism);

					the socialist and communist movements constituted the history of the 1950s to the 1980s and even divided the world into two ideologically opposed blocs during the Cold War.

			

			Nowadays, the relevance of Marx’s work gives us a theoretical framework for analysing the evolutions of the concentration of capital.

			Economic concepts

			Two economic laws

			Piketty formulates two main economic principles that he considers to be the fundamental laws of capitalism:

			
					The first establishes that the share of capital in national income is equal to the product of the return on capital and the relationship of national assets (or national capital, which is the sum of all private assets) to national income.
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					The second law, more revealing of the work’s overall logic, stipulates that over the long term, the relationship between national assets and national income is linked to the ratio between the rate of saving and the rate of economic growth.
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			The central contradiction of capitalism

			Concurrently, Piketty makes an observation that is essential to his argument, which he calls the central contradiction of capitalism: if the rate of return on capital is higher than the rate of growth (r > g) – and according to him, this is what we notice over the long term – the amount of capital in the economy increases, which leads to an increase of inequality.

			Why is this? In the event of economic growth that is lower than the rate of return on capital, the return on capital investment increases at a faster pace than wages. It is therefore enough for holders of capital to save to see their holdings increase at a quicker rate than the rest of the economy, which tends to exaggerate inequality.

			Piketty’s statistical studies show that the traditional distribution of revenue between capital and labour is at around 30-35% for capital and 65-70% for labour. If we analyse the variations in the capital/income ratio over time, we can see that capital underwent significant changes relating to the First World War, the crisis of 1929 and the Second World War. After 1950, the rate of return on this production factor again increased continuously, and today has reached a percentage near to that in 1910.
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			Source: http://piketty.pse.ens.fr/en/capital21c

			Thus, the capital factor share is reinforced to the detriment of the labour factor. Indeed, if the savings of the richest increase faster than the wages of the rest of the population, they will also be the ones with the means to invest increasingly in capital, and consequently will continue to get richer at a faster rate than others. This is where Marx’s principle of infinite accumulation comes from, as well as the not unfounded concern regarding the evolution of social conditions.

			Piketty’s analysis following these observations

			The illusion of a return towards to “The Glorious Thirty”

			Currently, Europe is still living under the shadow of nostalgia for “The Glorious Thirty” (1946-1975), a thirty-year period in which growth benefitted from the Marshall Plan (a programme of economic aid for Europe launched by the United States after the Second World War) and a phenomenon of recovery for European productivity in relation to American productivity. Additionally, war led to a significant decrease in the capital/income ratio, giving the West the impression of having reached an ideal of a classless society, as the American sociologist Robert Nisbet (1913-1996) empirically tried to show in his article “The Decline and Fall of Social Class” (1959). In France

			
			
			
			
			Inequality in the 20th century

			
			
				
					
					
					
				

			

			
			
					Compile the salaries of a whole population over a given year;

					Count the frequency of each salary (that is to say, the number of people with the same salary);

					Put the figures in a graph so that you have a distribution curve of a population’s salaries, which you can now divide into groups of 10% (deciles), 1% (percentiles) or 0.1% (per-mille);

					Divide the last decile, the minimum salary of the richest 10%, by the first, which represents the maximum salary of the poorest 10%;

					Repeat this operation for each year and illustrate the results on a timeline to show inequality over the long term.

			

			
			
			
			
			
			
			
			
			
			
			The effects of internationalisation

			
			
			
			
			
			
			
			
			What are Piketty’s solutions?
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