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Capital in the Twenty-First Century: 
A Critique of Thomas Piketty’s 

Political Economy

Michael Potter

Capital in the Twenty-First Century, by French economist Thomas Piketty, is 
a book that has come out at the right time for public intellectuals, who are 
taken with its story of high and growing inequality, the damage done, and the 
need for punitive taxes to remedy this damage. Paul Krugman (2014) declares: 
‘Piketty has written a truly superb book … This is a book that will change both 
the way we think about society and the way we do economics.’ While there 
have been many other books and articles written recently about inequality (for 
example, Stiglitz 2013 and Wilkinson and Pickett 2009) Piketty’s book stands 
out in terms of the focus it has received and the sales made (See VanderMey 2014 
for a detailed discussion of the success of the book).

The title Capital in the Twenty-First Century (henceforth Capital) derives from 
the book’s focus on tracking movements in capital (or what non-economists 
would call wealth) and the impact of capital on worsening inequality. The title of 
Piketty’s book obviously echoes Das Kapital. Both books make bold, sweeping 
predictions about the future. And Piketty’s book has obvious Marxist leanings 
by assuming that the existence of rich and poor in the long run is mostly due to 
the existence of profits (for the rich) and wages (for the poor). Perhaps Piketty 
thinks his book will be as influential as Marx’s. But he is surely hoping it will 
stand the test of time better than Marx’s theories.

This paper examines the now extensive literature on Capital to scrutinise 1. 
Piketty’s data; 2. his explanation of the data; 3. the significance he attributes to 
this data; and 4. his remedy for the supposed problems.

Overview of the data and arguments

The main measure that Capital uses for inequality is the share of income (or 
wealth) that goes to the top portion (10, 1 or 0.1 per cent). Capital argues that 
this measure of inequality has significantly increased in recent decades, as 
illustrated in the figure below based on Figure 9.2 in Capital.
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Figure 1: Top income shares in Anglo-Saxon countries, 1910–2010

Source: Author’s adaptation of Figure 9.2, Capital in the Twenty-First Century, Thomas Piketty.

While Capital measures inequality through the shares of incomes going 
to the rich, there are many other measures, including the Gini coefficient. 
Piketty discards these indexes as misleading because they try to ‘summarise 
a multidimensional reality with a unidimensional index’ (p.  266).1 However, 
Piketty is not consistent – Capital also sometimes summarises inequality with 
a single figure. In addition, Capital’s use of income shares means that some 
of Piketty’s arguments are difficult to reconcile with other studies (discussed 
below) that produce very different results.

Income in the economy can come from wages, the returns on wealth (‘capital’) 
or from government transfers (e.g. pensions). Piketty focuses on income from 
wages and wealth and entirely leaves out the government – an omission explored 
further below.

Capital presents data showing that wealth inequality in several countries fell 
between about 1900 and 1970, and has increased slightly since then (Chapter 
10), based on measuring capital as a share of the income earned in the economy. 
Capital uses the terms capital and wealth interchangeably to mean the value of 

1 The page numbers are from the Kindle edition of Capital and so may not correspond exactly to the hard 
copy.
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all assets, including land, housing, shares, art, bank accounts, plant, equipment 
and intellectual property. This terminology is somewhat misleading: most 
people would use ‘wealth’ to cover assets such as land and art, but not ‘capital’.

Piketty argues that the decline in income and wealth inequality from 1910 
to about 1970/80 were caused by factors including the Great Depression, the 
two world wars, increased taxes and various social policies. Piketty forecasts 
significant increases in the value of wealth, and the inequality of wealth and 
income in this century, on the basis of his forecasts for low economic growth 
and high returns to wealth during the 21st century. He argues this is a major 
problem and in response argues for increased taxes on wealth, the income to 
wealth, and inheritances of wealth. He is, however, less supportive of other 
solutions to inequality, including inflation, capital controls, immigration, and 
protectionism; and he is only lukewarm about education as a solution.

A critical examination of the inequality data

Piketty’s inequality analysis is largely based on data from tax returns. He argues 
that this enables better analysis of top incomes over time, because surveys 
(the other option for collecting data on inequality) can’t measure the highest 
incomes correctly (p. 257, p. 329) and cover much shorter periods than the tax 
data. However, using tax return data has large problems. It a) leaves out income 
support and government transfers; b) incorrectly measures capital gains; c) omits 
non-taxable income entirely; and d) is sensitive to changes in the definitions of 
taxable income.

These are major problems, calling into question the basis of his whole book. I 
deal with these issues in turn.

Omission of income support and government transfers

The data from tax returns used in Capital is based on market incomes and 
leaves out the effect of income support and welfare programs such as health and 
education. Capital does spend some time analysing the growth in the welfare 
state (in Part 4), but it completely leaves out the impact of this in the data on 
inequality in the first three parts of the book and therefore omits the main force 
that has offset inequality in market incomes.

As an illustration of the impact of this omission, when welfare income is 
included, the (disposable) income of the bottom 90  per  cent in the US rose 
nearly $12,000 between 1979 and 2012, whereas Piketty’s data has this income 
dropping by $3,000 (Winship 2014). Similar arguments are in Burkhauser and 
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Larrimore (2014) and Milanovic (2013). Interestingly, Burkhauser and Larrimore 
suggest that the growth of the welfare state may have increased the inequality of 
incomes excluding welfare, presumably because welfare reduces the incentives 
to work for those on low incomes. If this is true, then this further emphasises the 
problems caused by leaving out welfare payments from analysis of inequality.

Similarly, Piketty also leaves out most of the total wealth of poor and middle-
class households; namely, their claims to current and future income support 
and health benefits (Kotlikoff 2014, and Mount 2014).2 Suppose I have a private 
pension that pays me $20,000 and you have a public pension that pays the same 
amount – the first asset that generates the private pension (more likely to be 
held by the wealthy) is counted in Piketty’s wealth data but the second (more 
likely to be held by the less wealthy) isn’t (Worstall 2014). For Australia, the age 
pension has been growing in real terms for many years. Along with increases in 
life expectancy, partly offset by increases in the pension age, this means that the 
value of the ‘age pension asset’ has also grown, and this would predominantly 
be an asset for the least well off in society.3

This means that Piketty’s conclusions on both income and wealth inequality are 
misleading and inaccurate.

Incorrect measurement of capital gains

Piketty’s tax return data include capital gains as income in the year in which 
assets are sold. But a better measure of income includes capital gains when they 
accrue rather than when they are realised. Armour, Burkhauser and Larrimore 
(2013: 25) use accrued capital gains rather than realised taxable gains and find: 
‘The top quintile of the income distribution had the slowest income growth 
from 1989 through 2007, while the bottom quintile had the fastest.’

Omission of non-taxable income

The data used in Capital also do not include non-taxable income. Piketty 
argues the exemptions from capital gains taxes benefit the wealthy, so that this 
omission means inequality is understated (p.  282). However, he neglects to 
analyse the exemption fully – there are exclusions that benefit a much wider 
range of the population, including exemptions for the gains on sale of the home 

2 The figures on net wealth also fail to subtract a substantial liability for the rich – their future tax payments. 
Inclusion of this debt would further reduce wealth inequality.
3 In Australia in 1970 the age pension for a single person stood at $7,283 per annum in 2012 consumer 
prices. In 2012 the actual age pension for a single person was $19,278, a real increase of 171 per cent.
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and the value of health insurance (Winship 2014) and the imputed rent on 
owner-occupied houses (Cross 2014). In Australia, the inclusion of imputed rent 
reduces measured income inequality.4

Definition of taxable income

Some of the apparent changes in the distribution of income could be an artefact 
of amendments to the definitions of taxable income. One-third of the measured 
increase in US income for the top 1 per cent from 1985 to 2012 could be due 
to a reclassification of income for tax purposes, rather than a true change in 
inequality (Burkhauser and Larrimore 2014). For Australia, an apparent spike 
in top incomes between 1986 and 1989 appears to be due to a change in tax 
rules and the measured growth in inequality since 1989 seems to be due to the 
introduction of the capital gains tax (Burkhauser and Larrimore 2014).

Other concerns

There are other concerns with the data in Capital, including:

• Giles and Giugliano (2014) argue that when they correct for ‘errors’ in 
Piketty’s data they find that ‘the European results do not show any tendency 
towards rising wealth inequality after 1970’. Piketty has replied, addressing 
these criticisms in some detail (Piketty 2014b).

• Historically, tax returns (the source of Piketty’s data) were only filed by a 
small percentage of the population (Milanovic 2013).

Different conclusions reached by others

Other commentators have examined inequality data and found quite different 
conclusions.

Globally, income inequality (measured by the Gini coefficient) fell slightly from 
1988 to 2008, including when Piketty’s concerns about correct measurement 
of top incomes are addressed (Lakner and Milanovic 2014). So the apparent 
increase in inequality is occurring within countries rather than across the globe 
and could be seen as an artefact of where country boundaries are drawn.

Specifically for the United States:

4 See: http://www.abs.gov.au/ausstats/abs@.nsf/Latestproducts/6523.0Main%20Features22011-
12?opendocument&tabname=Summary&prodno=6523.0&issue=2011-12&num=&view=.



Agenda, Volume 21, Number 1, 2014

96

• The share of disposable income after taxes and welfare payments going to the 
top 1 per cent was around the same level in 1987/88, 1996, 2001 and 2009 
(Kaplan and Rauh 2013).

• Data from the Congressional Budget Office show that from 1980 to 2010, 
incomes for the poorest fifth of Americans rose by 44 per cent in real terms 
before tax, or 53 per cent after tax (Samuelson 2014) – this is significantly 
greater than the change in Piketty’s data.

• Household income inequality after tax (measured by the Gini coefficient) did 
not increase from 1986 to 2010; this result is in a report otherwise raising 
concerns with inequality (Lorenzetti 2014).

• The data from estate taxes show no increase in wealth inequality over the 
past 30 years, similar to results from surveys by the US Federal Reserve 
(Kopczuk and Schrager 2014).

• The latest data show there has been no increase in the share of wealth owned 
by the rich, outside the top 0.1 per cent, since 1960 (Saez and Zucman 2014: 
3). Piketty himself indicates this data set is more up to date and reliable than 
the data in Capital (Piketty 2014b). Even the increase for the top 0.1 per cent 
has been called into question (Reynolds 2014).

For Australia:

• Incomes at the lowest end grew at a strong rate from 1988/89 to 2009/10 
(Greenville, Pobke and Rogers 2013: 62).

• Between 2008 and 2013, the share of wealth held by the richest 1 per cent of 
Australian households fell (Main 2014), and median wealth grew faster than 
average wealth (Creighton 2014) from 2002 to 2010.

Data for other countries:

• The share of UK income going to labour is largely the same now as it was 40 
years ago, so there has been no substantial increase in the share of income 
going to returns on wealth (Heath 2014).

• The concentration of wealth among the elite in France, Britain and Sweden 
remains far below what it was in the 19th century; while in the US the income 
shares of the top groups have been much more stable, although the data are 
probably less reliable (King 2014). See also Galbraith (2014) and Jones (2014).

It should be noted that there are other studies showing that there has been an 
increase in inequality (as argued by Summers 2014, McArdle 2014, and Rogoff 
2014). To the extent that these other studies are based on tax data, the criticisms 
raised earlier can also be made. Results from surveys have fewer methodological 
issues; but, as Piketty has noted, these surveys have only existed for a short 
time and may not correctly identify top incomes.
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Ignoring general improvements in wellbeing

Capital also diminishes the clear achievement of recent decades in cutting 
poverty. The book emphasises the growth in inequality in developing countries 
(see, for example, Figure 9.9) and plays down the successes in lifting hundreds 
of millions of people out of extreme poverty, particularly in China (see Cassidy 
2014). But it should be hard to see China’s economic transformation as anything 
other than a success. The World Bank (2014) indicates that ‘Since 1990, the 
percentage of the world’s population living in extreme poverty, defined as living 
on less than $1.25 per day, has dropped from 36% in 1990 to 18% in 2010.’ And 
as noted above, there has been strong growth in the income of the poor in the US 
(Samuelson 2014) and in Australia (Greenville, Pobke and Rogers 2013).

Piketty’s supposed causes of changes in 
inequality

After detailing (on questionable foundations) an increase in inequality, Capital 
then goes on to explore potential reasons for this increase. Many of these 
arguments are flawed.

Rate of return on wealth

Capital argues that the rate of return on wealth is on average greater than the 
economic growth rate. Piketty argues that this is a ‘contradiction’ (p. 423 and 
p. 571). This is misleading for those who are not acquainted with Marxist rhetoric 
– or perhaps he doesn’t understand what contradiction means (something that is 
illogical or inconsistent), or maybe there was an error made in translation. Here 
he is probably trying to mimic Marx’s argument that there are contradictions at 
the core of capitalism (p. 228).

While it is true that the rate of return on wealth is greater than the economic 
growth rate over the long run, there are significant periods of time where it 
hasn’t held.

As Piketty himself notes, the value of total wealth fell dramatically during the 
global financial crisis (GFC), the Great Depression, and the Second World War in 
Europe; obviously the rate of return would have been strongly negative in those 
periods. If industrial capitalism has lasted for 180 years, then this relationship 
has failed to work for a full third of its lifespan, a significant defect in Piketty’s 
theory (Kunkel 2014).
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There is an obvious reason for the (average) return to wealth to be greater than 
the rate of economic growth – this is to compensate for the risk that returns 
could be lower. Savers require a risk premium to compensate for uncertainty 
(King 2014). It is also necessary for there to be a risk premium for saving and 
investment to occur (McArdle 2014) and for this investment to be efficient over 
time, even in a communist country (King 2014, Homburg 2014). Note, however, 
a clear implication of Piketty’s argument is that he dislikes investment (discussed 
below). Piketty himself admits that the returns on capital in practice are 
extremely volatile (p. 466, 488) and acknowledges the need for a risk premium 
in passing (p. 54) but ignores this elsewhere, and erroneously attributes the risk 
premium entirely to a ‘time preference’ in favour of the present (p. 359).

Growth and persistence in wealth over time

This sub-section examines the arguments put forward in Capital for the causes 
of changes in wealth and their persistence over time.

Causes of growth in wealth

Capital argues that that a high return to wealth drives future increases in wealth.

However, Piketty’s own data show that high returns on wealth in the past 
haven’t led to growth in wealth accumulation. The return on wealth greatly 
exceeded economic growth in Britain, France, the US and Canada in the 18th 
and 19th centuries, but the ratio of wealth to output stayed relatively stable 
(Homburg 2014 and Crook 2014).

In addition, Piketty’s data show that most of the recent increase in wealth in 
developed countries comes from land and housing (p. 116–7). Rognlie (2014) 
argues that housing accounts for about 80 per cent of the increase in wealth, and 
about 100 per cent of the increase in income from wealth, in eight developed 
countries (including Australia, the US and the UK) over the period 1970 to 2010. 
See also Bonnet et al. (2014).

The problem that housing causes for Piketty is that it completely disrupts his 
argument that high returns to wealth drive savings which in turn drive future 
wealth. Most of the increase in land and housing is due to capital gains of existing 
land, not due to saving/investment in new houses and renovation.5 Piketty argues 
the opposite (p.  198), but this argument is easily rebutted by evidence. The 
definitive source for Australia, the national capital accounts, show that between 
1989 and 2013, the value of all land in Australia (excluding improvements such 
as housing) grew by 482 per cent, and contributed 44.7 percentage points to 

5 Technically, capital gains on land should be counted as income in the year the gain occurs, and counted as 
saving to the extent the land is not sold. But as noted earlier, this is not how Piketty’s data work.
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the increase in the net worth of Australia as a whole, while the increased value 
of houses themselves contributed only 19 percentage points.6 Homburg (2014) 
provides similar results for France.

This error in Piketty’s analysis means that little of the recent increase in wealth 
is caused by high rates of return on wealth (as Piketty measures it),7 or from 
executive salaries. Instead, the growth is due to planning laws (Rognlie 2014; 
Glaeser, Gyourko and Saks 2005; and Quigley and Raphael 2005) and any 
resultant ‘problems’ caused by increasing wealth are best addressed by fixing 
those regulations.

Inheritances and the persistence of wealth

Capital argues that inheritances play a major role in enabling the persistence of 
wealth across generations (pp. 400ff) and inheritances have more influence on 
the evolution of wealth than saving (p. 377). The role of inheritance declined 
as mortality rates fell over the past century, but Piketty argues that transfers of 
wealth may play a larger role in the future. as gifts before death become more 
prevalent and the wealth of the elderly increases (pp. 392–4).

However, there are important reasons to question the importance of inheritances. 
In particular, technological change has seen many fortunes appear and disappear.

Piketty argues that the data from the Forbes list of the richest 400 Americans 
shows large growth in the wealth of the richest Americans (pp. 432–6). However, 
Piketty measures the total value of the wealth, rather than the persistence of the 
names on the list. The total value can grow when there are many new entrants to 
the list, with those already on the list losing funds. In fact, less than one-tenth of 
the 1982 list was still on the list in 2012, even though most of the members of the 
1982 list would have qualified for the 2012 list if they had accumulated wealth 
at a rate of only 4 per cent (Summers 2014). From 1992 to 2009, 73 per cent of 
the individuals who appeared on the list of the top 400 tax returns in the US did 
so for only one year (Epstein and Boudreaux 2014).

Furthermore, the proportion of the Forbes 400 list who are the first generation in 
their family to run their businesses was 40 per cent in 1982 and rose considerably 
to 69 per  cent in 2011, while the share of those belonging to fourth-, fifth-, 
and sixth-generation inherited wealth has virtually disappeared (Kaplan and 
Rauh 2013). The share of the Forbes 400 that grew up wealthy has fallen from 
60 per cent in 1982 to 32 per cent today, and the biggest winners on this list are 

6 Source: ABS Australian System of National Accounts, 2012–13, Cat No 5204, table 10.
7 Increasing house values will show up in Piketty’s data as returns on wealth when the property is sold, but 
the sale of homes often occurs significantly after the house price has gone up. Piketty also does not include 
the imputed rents on owner-occupied housing in his measure of income, further distorting his measures of 
returns on housing wealth.
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typically entrepreneurs, while the biggest losers are often heirs (McBride 2014). 
Instead, one study finds that ‘the typical millionaire is not someone who was 
born into wealth but rather is someone who has worked hard and lived frugally’ 
(Mankiw 2014).

Rather than wealth persisting, it is often diluted over time when left to multiple 
heirs and by divorce, consumption, taxes, giving, poor investment decisions or 
due to market downturns (noting the riskiness of wealth discussed earlier) – see 
Kopczuk and Schrager (2014) and Posner and Weyl (2014).

Executive salaries

Capital also blames increased income inequality, mainly in the US, on executive 
salaries.

Piketty argues that many top managers are able to have significant influence 
over their own pay (p.  510) regardless of company profitability or managers’ 
productivity (p. 24, p. 334). Piketty argues recent cuts in top marginal tax rates 
have increased the incentive for executives to push for increases in their pay 
(p. 509) and there has been a breakdown in social norms that had previously 
kept a lid on executive salaries (p. 332).

The most fundamental problem with Piketty’s argument is that he is effectively 
arguing that shareholders and boards of directors are making systematic 
mistakes with their own money. Every dollar that goes to a CEO is a dollar less in 
profits to shareholders. While corporate governance at many firms is imperfect, 
it is hard to see how thousands of different companies could independently 
make the same mistake over and over again, particularly where there are large 
competitive pressures and intense markets for corporate control. Furthermore, 
the degree of this ‘mistake’ is increasing over time as executive salaries increase. 
As Baker (2014) argues: ‘Is it a law of capitalism that shareholders will forever 
throw money in the toilet by giving unearned bonanzas to CEOs?’

Piketty argues the pay of executives is ‘largely arbitrary’ (p. 332), but the fact 
that he can’t explain their levels or growth doesn’t mean that they are wrong.

Executive salaries – the evidence

Perhaps unsurprising given Piketty’s record so far, his argument that poor 
decisions by companies are leading to excessive salaries doesn’t fit with the 
evidence.

Corporate governance: there is no evidence that there has been a substantial 
worsening in corporate governance in the economies experiencing a large increase 
in executive salaries (Lindsey 2014). Executive pay was lower in the early part 
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of the 20th century, when corporate governance was weaker (Frydman and Saks 
2010). Recent US legislative changes require shareholder votes on executive 
compensation; Conyon (2014) finds these votes are overwhelmingly positive. He 
also finds that the committees that set executive pay have become increasingly 
independent over time; there is little correlation between the independence of 
these committees and executive pay and little evidence that performance pay is 
weaker where committees are less independent.

Private companies: the corporate governance issues of concern to Piketty would 
be smaller at closely held corporations because they have a reduced principal–
agent problem between shareholders and boards. However, the pay of CEOs of 
closely held firms has grown faster than the pay in public companies over recent 
decades (Kaplan 2013; Cronqvist and Fahlenbrach 2013; Summers 2014; and 
Bakija, Cole, and Heim 2012). Piketty’s research is based on public companies 
(Manzi 2014) and so misses this distinction.

Social norms: the evidence doesn’t support the argument that executive pay has 
increased because of the decline in social norms that previously discouraged 
high pay – the pay amongst those who are subject to less disclosure (and 
arguably less subject to social norms) has increased as well (Kaplan and Rauh 
2013; and Bakija, Cole and Heim 2012).

Salaries of other groups: there has been a significant increase in top non-
executive salaries, including top lawyers and surgeons, hedge fund managers, 
venture capitalists, and media and sports stars (Lindsey 2014; Kaplan and Rauh 
2013). These other increases can’t be due to corporate governance; it is much 
more likely that a common factor has driven all these changes. Manzi (2014) also 
disputes Piketty’s argument (p. 302) that most of the highest incomes are from 
company executives.

Other potential causes: Piketty too easily dismisses other possible causes of 
growth in executive salaries. One potential cause is increased size of businesses: 
one study fully attributes the increase in US executive pay from 1980 to 2003 
to the increase in the value of large companies during that period (Gabaix and 
Landier 2008), and a similar reason could apply to the other highly paid groups. 
Piketty dismisses this study because this explanation doesn’t apply outside the 
US (footnote 47 to Chapter 14), but Piketty had earlier described the US as 
the land of ‘meritocratic extremism’ (Manzi 2014). More substantial CEO wage 
growth in the US could be because the most productive technologies have been 
implemented more in the US than elsewhere and the highest paid professionals 
may have relocated to the US (Kaplan and Rauh 2013). In addition, Gabaix, Landier 
and Sauvagnat (2014) update the 2008 study and show that CEO pay fairly closely 
followed firm size downwards during the GFC and upwards since then.
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1. Link with performance: there actually is a close connection between firm 
performance and salaries, contrary to Piketty’s argument. The results in Gabaix, 
Landier and Sauvagnat (2014) support this. In addition, Kaplan (2013) argues 
that poor-performing CEOs are much more likely to lose their jobs, with the 
increased pay likely to reflect the increased risk faced by CEOs.

2. Tax reductions: Piketty cites research arguing that reductions in tax have 
led to increased executive pay (p.  511), but Manzi (2014) raises substantial 
concerns with the methodology of this work, as well as many other problems 
with Piketty’s arguments.

Growth in wages and non-executive salaries

Piketty notes that a reasonable explanation for changes in wages is that 
technological change has increased the demand for skilled workers, driving up 
their wages, while the wages of the less skilled fall behind if their skills do not 
advance sufficiently fast (p. 305). He also argues that wage-setting institutions 
have a significant impact on wages at the lower end (pp.  307–10). These 
explanations would be supported by many economists.

However, Capital doesn’t put significant weight on the impact of globalisation, 
which has meant a huge increase in the global labour supply from Asia, 
weakening competing wages (generally lower paying jobs) – see Elsby et al. 
(2013), Cassidy (2014) and Ezrati (2014). Wages have also been depressed by 
substantial (illegal) immigration of low-skilled workers to some countries, 
particularly the US – a factor that has not affected Australia (Taylor 2014). 
Piketty accepts that immigration can help poorer workers become more wealthy 
(p.  538) but does not acknowledge that low-skilled immigration can depress 
wages at the bottom end in the destination country.

Does inequality matter?

Capital argues that the forecast increases in inequality are disturbing (p. 421), 
potentially terrifying (p. 571) and threatening to democracy (pp. 421–2, p. 571). 
The book also says that wealth, beyond an unspecified level, is indecent 
and economically useless (p. 473) or even harmful (p. 513), having no use in 
promoting growth (p. 572) and income on this wealth is an affront to common 
sense (p. 423). Piketty even praises what he considers to be deliberate policy 
choices to cut the value of capital in the 1950s and ’60s in Europe (p. 149).

Before examining the problems allegedly caused by inequality, it is important to 
make some general comments on Piketty’s dislike of wealth.



Capital in the Twenty-First Century: A Critique of Thomas Piketty’s Political Economy

103

Piketty implies that investment is bad

Piketty states that the driver of wealth is savings and investment rather than 
an increase in the value of existing wealth (p.  198). Given his dislike for 
accumulation of capital (wealth) noted above, Piketty is actually criticising 
saving and investment. While Piketty doesn’t say this explicitly, it is a natural 
implication of what he is saying.

Saving and investment are bad??? This is an absurd implication for an economist 
to make. It goes against voluminous evidence showing the benefits of investment. 
This evidence almost doesn’t need re-stating. But to give one example from the 
Australian Treasury: Gali and Taplin (2012) found a reduction of capital inflow 
and investment to Australia of 1 per cent of GDP ‘will reduce gross national 
income by about half a per cent each year in the first decade relative to baseline. 
Other things being equal, restrictions on capital inflow (including foreign 
investment) would reduce Australian investment, production and incomes. In 
turn, this would reduce the wellbeing of Australians.’

Piketty is effectively arguing that ‘The capitalist who squanders his fortune is a 
better friend to labor than the one who lives modestly and reinvests his surplus. 
In Piketty’s view of the world, where inequality is all that counts, capital 
accumulation is almost a sin in its own right’ (Crook 2014). Similar arguments 
are in McArdle (2014) and Jones (2014).

Importantly, Piketty’s implied argument can’t be explained away as Piketty 
criticising the saving and investment of the super-rich alone – he actually is 
specifically critical of the accumulation of capital by the moderately well off 
(p. 421) and is pretty lukewarm on the concept of pension plans investing in 
shares (pp. 488ff).

Piketty has a special disdain for foreign investment (pp. 69–72, p. 121, pp. 458–
460). He seems to think that foreign investment has no useful function whatsoever 
and causes significant irritation in the country that receives the investment. He 
completely fails to explain why on earth many countries go out of their way to 
attract foreign investment if this investment is without merit. Piketty thinks 
countries with significant foreign investment are less successful, have an ‘almost 
irrepressible demand for expropriation’ and significant investment is ‘almost 
impossible’ to sustain without a colonial type of domination (p. 70). He is clearly 
unaware of Australia’s successes with a substantial level of foreign investment. 
Gali and Taplin (2012), discussed above, show the benefits of foreign investment 
to Australia.
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Specific problems with wealth

Piketty’s reasons for disliking inequality are discussed below.

Expropriation by the rich: it appears that Piketty thinks the most important 
problem with inequality is that it means that income that would otherwise go 
to the poor is being captured, distributed to or claimed by the rich (see, for 
example, pp. 263–4, p. 269), as though the rich had seized the income from the 
poor. On page 297, he extraordinarily talks about the ‘transfer’ of income from 
the poor to the rich (similar arguments are on p. 378, pp. 416–7, and p. 439).

The main problem with this rhetoric is that it is implying that there aren’t any 
benefits (gains) from domestic or international trade – Piketty is effectively 
suggesting that any trade involves the distribution of value rather than the 
creation of value. When one party to a transaction gains, this implies that the 
other party must be losing. This is an implication that all economists should 
strongly reject as being completely contrary to the way a market economy 
works, most obviously because if there aren’t gains from trade, then it should 
be asked why any trade occurs at all.

This ‘zero-sum’ rhetoric also completely ignores the large improvements 
in wellbeing the poor have had over recent decades (as discussed earlier), 
particularly when tax and income support is included. Everyone, including the 
poor, has had increases in disposable income, so nobody has ‘lost’ as Piketty 
implies.

Undemocratic: Piketty’s argument that inequality is threatening to democracy 
could be based on the rich using their considerable resources to influence 
politics. But there are rich who support leftwing causes – think Warren Buffett, 
George Soros, some internet entrepreneurs and much of Hollywood; a specific 
example is in Hanauer (2014). Furthermore, the supposed growth in incomes 
of the super-rich in the US hasn’t prevented the election of Barack Obama who 
has proposed many left-friendly policies (Mankiw 2014). And to the extent that 
the government is being ‘bought’, the best solution is to reduce the scope of 
government – a solution Piketty and his fellow travellers are unlikely to support.

Government preferment: Piketty is on firmer ground to the extent he is criticising 
wealth that has been obtained by government preferment and rent seeking. 
However, Piketty basically argues that much of what is paid to the rich is unfair 
in some way or another even if there is no obvious rent seeking (pp. 422–3). In 
any case, rent seeking is not an exclusive purview of the very rich. ‘In New 
South Wales the ICAC has shown that wealth is neither a necessary nor sufficient 
condition to wield corrupt influence. It wasn’t inherited riches that gave us 
Eddie Obeid.’ (Berg 2014). And if rent seeking is driving inequality, then the 
best response is to address this problem directly (Mankiw 2013).
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Piketty’s solution – taxes on capital income 
and wealth

Piketty proposes that the ‘problems’ caused by inequality should be addressed 
by large increases in taxes on capital income and wealth.

Impact on the economy

Piketty seems completely oblivious to the adverse effects of taxes on capital, 
arguing that punitive taxes would not reduce growth rates (p. 513). As Rogoff 
(2014) states: ‘I don’t understand why he [Piketty] assumes that an 80 per cent 
[tax] rate would not cause significant distortions, especially as this assumption 
contradicts a large body of work by the Nobel laureates Thomas Sargent and 
Edward Prescott.’ Heath (2014) argues that ‘eating capital is the best way to 
impoverish a nation, reduce productivity growth and keep wages down’.

Notably, the Henry Tax Review in Australia in 2009 and the Mirrlees Tax Review 
in the UK in 2011, involving those with much more tax expertise and knowledge 
than Piketty, both recommended that taxes on saving and investment should be 
lowered, not raised (Henry et al. 2009; Institute for Fiscal Studies and Mirrlees 
2011). The Mirrlees Review found that a tax on wealth is ‘not appealing … [it 
has] very serious practical difficulties … [and] practical experience has not been 
encouraging’ and indicated there were persuasive arguments against such a tax 
(p. 347).

Other problems with tax on wealth

Implementation: there are obvious implementation problems with higher taxes 
on wealth – if they are not internationally coordinated, then the rich will 
simply move their wealth into low-tax countries. However, the possibility 
of implementing a globally agreed wealth tax is minimal, as Piketty himself 
acknowledges (p.  515, 529) but he then appears to assume this issue away. 
Commentators drawing attention to the difficulties of implementation include 
Joel Slemrod, a prominent tax economist at the University of Michigan (cited 
in Coy 2014); Larry Summers (2014), who was Bill Clinton’s Secretary of the 
Treasury; James Galbraith (2014), who is otherwise very sympathetic to 
Piketty’s views; and Kenneth Rogoff (cited in McArdle 2014). Summers (2014) 
also notes various implementation problems such as valuing closely held 
businesses and dealing with jurisdictions that deliberately undervalue assets to 
attract investment.
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Fairness: Piketty’s wealth tax will apply to wealth obtained both ‘fairly’ and 
‘unfairly’. However, it is quite debatable whether there are significant incomes 
and wealth that have been ‘unfairly’ acquired. In particular, Piketty’s evidence 
that executives are being overpaid by compliant shareholders is pretty flimsy. 
And any unfairness would be best addressed directly.

Common tax rate: Piketty argues that all wealth should be taxed at the same rate 
(p. 531). He completely ignores a core principle in the design of optimal taxes – 
that tax rates should be lower on more mobile assets (e.g. financial wealth) and 
higher on less mobile assets (e.g. land). His ignorance is particularly on display 
when he argues that it is hard to think of an economic principle that would tax 
land at a much higher rate than financial assets (p. 528).

Confiscation: Piketty’s proposed tax rates are punitive. His option for a 
10 per cent tax rate on wealth (p. 530) is equivalent to a 250 per cent tax on 
capital income (Homburg 2014), assuming as Piketty does a 4 per cent return on 
capital. This is obviously expropriation of wealth/income, an outcome that he 
elsewhere argues against (p. 505).

Other solutions

Piketty discusses some other solutions to the alleged problems caused by 
inequality.

Broader capital ownership: if there are higher returns to capital and this is 
driving inequality, then this could obviously be addressed by wider ownership 
of capital. Pension plans could invest more in shares, which enables a wider 
distribution of the benefits of a higher return to capital (Heath 2014; Williamson 
2014; Edsall 2014; and Summers 2014). This concept is already followed by the 
Australian superannuation system. There could also be greater use of profit 
participation and employee share schemes (Kruse, Freemen and Blasi 2010).

Perhaps unsurprisingly, Piketty is unenthusiastic about these ideas, even 
though these would partly address his concerns. He argues that the owners of a 
moderate amount of wealth (‘petits rentiers’) are a very large demographic group 
which will get larger, grow wealthier and pass on assets to the next generation 
and this presents ‘a fairly disturbing form of inequality’ (p. 421). In addition, 
his support for pension plans investing in shares is pretty lukewarm (pp. 488ff). 
The left more broadly is fairly hostile to profit participation and (for the US) 
private pension accounts.
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Piketty does not raise nationalisation of capital as a solution – probably because 
he recognises the manifold problems when this was implemented en masse in 
communist countries (p. 138).

Education: Piketty himself considers that knowledge and skill diffusion are 
the key to reducing inequality (p. 21, 306–7) but is also fairly lukewarm about 
education as a solution (pp. 483–7). Improving educational productivity would 
increase economic growth and address low pay (poverty), which should be more 
of a focus for policymakers.

Minimum wages: Capital argues that minimum wages and ‘rigid wage schedules’ 
can reduce wage inequality and are part of the reason for the comparative 
evolution of wage inequality in the US and France (p. 308). Piketty makes some 
misguided claims in this area. He argues that it can be in everyone’s interest for 
workers to have their monthly income guaranteed, and workers may invest less 
in firm-specific knowledge if they don’t know their wage in advance (pp. 311–2). 
But both of these issues can be addressed directly through negotiation between 
workers and employers; and imposing this through ‘rigid wage schedules’ 
restricts the use of performance pay and profit participation which can increase 
wages, increase productivity and reduce layoffs in recessions (Kruse 1993; 
Estrin et al. 1997; and Kruse, Freemen and Blasi 2010). Piketty also argues that 
allowing employers to set wages can be arbitrary (p. 311), but he presents no 
evidence that wage setting by an industrial tribunal is less arbitrary. Notably 
Piketty argues that significant minimum wage increases shouldn’t occur when 
the minima are already at high levels, such as in France, because unemployment 
will result (p. 313) – and the minimum wage in Australia is higher than that in 
France.

Conclusion

The argument by Piketty and others that there is growing inequality and this 
is causing damage is not new. But regardless of who is running this argument, 
it is significantly flawed. The poor have definitely improved their situation, 
especially if taxes and income support are included, in many countries in the 
developing world and the US. A focus on inequality to the exclusion of poverty 
glosses over the large successes over recent decades. It paints a false picture of 
decline when large improvements have occurred.

To the extent there have been increases in executive wages, this has probably 
been driven by technology and globalisation, not by poor corporate governance. 
And the returns to wealth being (relatively) high should be expected given the 
riskiness of owning wealth, and is actually necessary to ensure that investment 
occurs.
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Piketty’s (implied) argument that investment is bad should be dismissed out of 
hand, as should his argument that high taxes are required on wealth. Instead, 
the problems generated by ‘unfairly’ acquired wealth should be addressed by 
removing rents. Policymakers should consider broadening the ownership of 
capital and assisting those who are in genuine need, and reject proposals that 
pander to envy.
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