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General motivation: inequality in the long run

• Long run distributional trends = key question asked
by 19C economists

• Many came with apocalyptic answers
• Ricardo-Marx: a small group in society (land owners 

or capitalists) will capture an ever growing share of 
income & wealth 
→ no “balanced development path” can occur 

• During 20C, a more optimistic consensus emerged: 
“growth is a rising tide that lifts all boats”
(Kuznets 1953; cold war context)



• But inequality ↑ since 1970s destroyed this fragile 
consensus (US 1977-2007: ≈60% of total growth was
absorbed by top 1%, ≈70% by top 10%) 

→ 19C economists raised the right questions; we need to 
adress these questions again; we have no strong
reason to believe in balanced development path

• 2007-2011 world financial crisis also raised doubts 
about balanced devt path… will stock options & 
bonuses, or oil-rich countries, or China, or tax havens, 
absorb an ever growing share of world ressources in 
21C capitalism?



Convergence vs divergence
• Convergence forces do exist: diffusion of knowledge

btw countries (fostered by econ & fin integration)  
& wth countries (fostered by adequate educ institutions)

• But divergence forces can be stronger:
(1) When top earners set their own pay, there’s no limit to 

rent extraction → top income shares can diverge
(2) The wealth accumulation process contains several

divergence forces, especially with low g (→ high wealth-
income ratio: β=s/g) & with r > g → a lot depends on the
net-of-tax global rate of return r on large diversified
portfolios : if r=5%-6% in 2010-2050 (=what we observe  
in 1980-2010 for large Forbes fortunes, or Abu Dhabi
sovereign fund, or Harvard endowment), then global 
wealth divergence is very likely



This paper: three points
• 1.The continuing rise of top income shares
- Updated series from World Top Incomes Database (WTID); rebound of

top shares in ‘10; Great Recession unlikely to reverse long run trend

• 2. How much should we use progressive tax to reverse the trend?
- Cross-country & micro evidence suggests that rise of top shares has

more to do with « grabbing hand » model (bargaining elasticity) than
with technical change and rising return to talent 

- Socially optimal top tax rates might be larger than commonly assumed:        
say 70%-80% rather than 50%-60% (see Piketty-Saez-Stantcheva, 
« Optimal Taxation of Top Labor Income: A Tale of Three Elasticities »,‘12)

• 3. Does rising inequality exacerbate financial fragility?
- Rising top shares & stagnant median incomes certainly did put extra 

pressure on financial systems; but modern finance is sufficiently fragile 
to crash by itself (without inequality ↑); see Europe vs US 

- Rising aggregate wealth-income ratios might be more relevant for macro 
fragility than rising top income shares: Spain (see Piketty-Zucman, 
« Capital is Back: Wealth-Income Ratios in Rich Countries 1870-2010 », ’12)



1. The Continuing Rise of Top Income Shares

• World top incomes database: 25 countries, annual
series over most of 20C, largest historical data set 

• Two main findings:
- The fall of rentiers: inequality ↓ during first half of 20C = 

top capital incomes hit by 1914-1945 capital shocks; did
not fully recover so far (long lasting shock + progressive 
taxation)     

→ without war-induced economic & political shock, there
would have been no long run decline of inequality; nothing
to do with a Kuznets-type spontaneous process

- The rise of working rich: inequality ↑ since 1970s; mostly
due to top labor incomes, which rose to unprecedented
levels; top wealth & capital incomes also recovering, 
though less fast; top shares ↓ ’08-09, but ↑ ’10; Great
Recession is unlikely to reverse the long run trend

→ what happened?





FIGURE 1
The Top Decile Income Share in the United States, 1917-2010

Source: Piketty and Saez (2003), series updated to 2010. 
Income is defined as market income including realized capital gains (excludes government transfers).
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Source: Piketty and Saez (2003), series updated to 2010. 
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FIGURE 2
Decomposing the Top Decile US Income Share into 3 Groups, 1913-2010
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Top 1% share: English Speaking countries (U-shaped), 1910-2010 
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Top 1% share: Continental Europe and Japan (L-shaped), 1900-2010
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Top Decile Income Shares 1910-2010 
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2. How much should we use progressive 
taxation to reverse the trend?

• Hard to account for observed cross-country variations 
with a pure technological, marginal-product story

• One popular view: US today = working rich get their
marginal product (globalization, superstars);     
Europe today (& US 1970s) = market prices for high
skills are distorted downwards (social norms, etc.)

→ very naïve view of the top end labor market
& very ideological:  we have zero evidence on the 

marginal product of top executives; it may well be
that prices are distorted upwards (more natural for 
price setters to bias their own price upwards rather
than downwards)



• A more realistic view: grabbing hand model = 
marginal products are unobservable;                  
top executives have an obvious incentive to 
convince shareholders & subordinates that they
are worth a lot; no market convergence because 
constantly changing corporate & job structure      
(& costs of experimentation → competition not
enough to converge to full information)

→ when pay setters set their own pay, there’s no limit
to rent extraction... unless confiscatory tax rates 
at the very top

(memo: US top tax rate (1m$+) 1932-1980 = 82%)
(no more fringe benefits than today)
→ see Piketty-Saez-Stantcheva, NBER WP 2012

(macro & micro evidence on rising CEO pay for luck)



Top Income Tax Rates 1910-2010 
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Optimal Taxation of Top Labor Incomes

• Standard optimal top tax rate formula: τ = 1/(1+ae)
With: e = elasticity of labor supply, a = Pareto coefficient
• τ ↓ as elasticity e ↑ : don’t tax elastic tax base
• τ ↑ as inequality ↑, i.e. as Pareto coefficient a ↓
(US: a≈3 in 1970s → ≈1.5 in 2010s; b=a/(a-1)≈1.5 → ≈3)
(memo: b = E(y|y>y0)/y0 = measures fatness of the top) 

• Augmented formula: τ = (1+tae2+ae3)/(1+ae)
With e = e1 + e2 + e3 = labor supply elasticity + income

shifting elasticity + bargaining elasticity (rent extraction)
• Key point: τ ↑ as elasticity e3 ↑





3. Does inequality ↑ exacerbate financial fragility?

• Rising top shares & stagnant median incomes
certainly did put extra pressure on financial systems

• In US, ≈15% Y transferred from bottom 90% to top 10% 
since 1970s; if C does not adjust, huge debt buildup; 
domestic imbalance = much bigger than global imbalance

• But modern finance is sufficiently fragile to crash by itself, 
even without inequality ↑; see Europe vs US

• Rising aggregate wealth-income ratios might be more 
relevant for macro fragility than rising top income
shares

• See Piketty-Zucman, « Capital is Back: Wealth-Income
Ratios in Rich Countries 1870-2010 », ’12: we put 
together new data set of national balance sheets to study
long run evolution of wealth-income ratios



• Result 1: we find in every country a gradual rise of
wealth-income ratios over 1970-2010 period, from
about 200%-300% in 1970 to 400%-600% in 2010

• Result 2: in effect, today’s ratios seem to be returning
towards the high values observed in 19c Europe 
(600%-700%)

• This can be accounted for by a combination of factors:
- Politics: long run asset price recovery effect (itself

driven by changes in capital policies since WWs)
- Economics: slowdown of productivity and pop growth
Harrod-Domar-Solow: wealth-income ratio β = s/g
If saving rate s=10% & growth rate g=3%, then β≈300% 

But if s=10% & g=1.5%, then β≈600% 
Explains long run change & level diff Europe vs US



Private wealth / national income ratios, 1970-2010
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Private wealth / national income ratios, 1970-2010 (incl. Spain)
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Private vs governement wealth, 1970-2010 (% national income) 
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• Lesson 1: one-good capital accumulation model with
factor substitution works relatively well in very long run;  
but in short & medium run, volume effects (saving flows) 
can be vastly dominated by relative price effects (capital 
gains or losses)

• Lesson 2: long run wealth-income ratios β=s/g can vary a 
lot btw countries: s and g determined by diff. forces; 
countries with low g and high s naturally have high β; high
β is not bad per se (capital is useful); but high β raises
new issues about capital regulation and taxation: 

• With integrated capital markets, this can generate large 
net foreign asset positions, even in the absence of
income diff (or reverse to income diff); so far net positions 
are smaller than during colonial period; but some
countries positions are rising fast (Japan, Germany,.)

• With limited capital mobility, and/or home portfolio biais, 
high β can lead to large domestic asset price bubbles: 
see Japan, UK, Italy, France, Spain,.



What have we learned?

• Rising top income shares & rising wealth-income ratios 
involve two different mechanisms that can reinforce
each other; both have important implications for 
taxation & regulation

• Without international coordination (e.g. automated
information exchange on cross border asset positions), 
it is hard to implement the proper policy

• It is high time to put distribution back at the center of
economic analysis



Supplementary slides











Top 1% share: Continental Europe, North vs South (L-shaped), 1900-2010
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Private wealth / national income ratios in Europe, 1870-2010
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Private wealth / national income ratios 1870-2010
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The changing nature of national wealth, UK 1700-2010
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Concepts & methods
• National income Y  = domestic output Yd + r NFA
• Private wealth W = non-financial assets + financial assets –

financial liabilities (household & non-profit sector)
• β = W/Y = private wealth-national income ratio

• Govt wealth Wg = non-fin + fin assets - fin liab (govt sector)
• National wealth Wn = W + Wg = K + NFA
with K = domestic capital (= land + housing + other domestic k)

NFA = net foreign assets
• βn = Wn/Y = national wealth-national income ratio

• Domestic output Yd = F(K,L)   (L = labor input) (e.g. KαL1-α)
• Capital share α = r β (r  = average rate of return to wealth)



• One-good capital accumulation model: Wt+1 = Wt + stYt
→ βt+1 = βt (1+gwt)/(1+gt)

With 1+gwt = 1+st/βt = saving-induced wealth growth rate)
1+gt = Yt+1/Yt = exogenous output growth rate (productiv.+pop)
• With fixed saving rate st=s and growth rate gt=g, then:
βt → β = s/g (Harrod-Domar-Solow steady-state formula) 

• E.g. if s=10% & g=2%, then β = 500%

• Pure accounting formula: valid with any saving motive or 
utility function, i.e. wherever s comes from

• Wealth or bequest in the utility function: saving rate s set by 
u() (intensity of wealth or bequest taste) and/or demographic
structure; then β=s/g follows

• Dynastic utility: rate or return r set by u(); if α set by 
technology, then β = α/r follows (s=αg/r, so β=α/r=s/g)

• With general utility functions, both s and r are jointly
determined by u() and technology



• Two-good capital accumulation model: one capital good, 
one consumption good

• Define 1+qt = real rate of capital gain (or capital loss)    
= excess of asset price inflation over consumer price inflation
• Then βt+1 = βt (1+gwt)(1+qt)/(1+gt)
With 1+gwt = 1+st/βt = saving-induced wealth growth rate
1+qt = capital-gains-induced wealth growth rate 

Our empirical strategy:
- we do not specify where qt come from (maybe stochastic

production functions to produce capital vs consumption
good, with diff. rates of technical progress); 

- we observe βt,..,βt+n, st,..,st+n, gt,..,gt+n, and we decompose
the wealth accumulation equation between years t and t+n 
into volume (saving) vs price effect (capital gain or loss) 
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Table 2: Growth rate vs private saving rate in rich countries, 1970-2010



Observed vs predicted private wealth / national income ratio (2010)
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National wealth / national income ratios, 1970-2010
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Observed vs predicted national wealth/national income ratio (2010)
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National vs foreign wealth, 1970-2010 (% national income) 
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National income / domestic product ratios, 1970-2010 
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Domestic capital / output ratios, 1970-2010
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