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The Invention of Inequality

LONDON - Everyone seems to be talking about - and condemning - today’s rising level of
economic inequality. Fueled by jarring statistics like Oxfam’s recent revelation that the
world’s richest 62 people own as much wealth as the poorest 3.6 billion, popular support
for left-wing figures like America’s Bernie Sanders and Britain’s Jeremy Corbyn is rising.
But today’s ideology-driven debates oversimplify an issue that is exceedingly complex -
and affected by processes that we do not fully understand.

Many of those engaged in the debate on inequality nowadays cite the French economist
Thomas Piketty’s 2014 book Capital in the Twenty-First Century, which makes three key
points. First, over the last 30 years, the ratio of wealth to income has steadily increased.
Second, if the total return on wealth is higher than the growth in incomes, wealth is
necessarily becoming increasingly concentrated. Third, this rising inequality must be
reversed through confiscatory taxation before it destroys society.

The points might seem convincing at first glance. But the first statement is little more than
a truism, and the second is falsified by Piketty’s own data, making the third irrelevant.

Piketty observes a rising wealth-to-income ratio from 1970 to 2010 - a period divided by a
significant change in the monetary environment. From 1970 to 1980, the Western
economies experienced rising inflation, accompanied by interest-rate hikes. During that
period, the wealth-to-income ratio increased only modestly, if at all, in these countries.

From 1980 on, nominal interest rates fell dramatically. Not surprisingly, the value of wealth
rose much faster than that of income during this period, because the value of the assets that
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comprise wealth amounts essentially to the net present value of their expected future cash
flows, discounted at the current interest rate.

The most straightforward example is a government bond. But the value of a house is
determined in a similar manner: according to the rent it is expected to generate, capitalized
at the current nominal interest rate. Equities, too, are valued at a higher multiple of
earnings when interest rates fall.

In determining the value of total wealth, Piketty included both the income generated by
assets and their appreciation. Meanwhile, incomes were capitalized at declining interest
rates for more than a generation. By this approach, his finding that wealth grew faster than
incomes makes perfect sense - it is a direct consequence of falling interest rates.

What impact do lower interest rates have on measured inequality? If [ own one house and
my neighbor owns two, and falling interest rates cause the value of those houses to double,
the monetary inequality between us also doubles, affecting a variety of statistical indicators
and triggering much well-intended concern. But the reality is that I still own one house and
my neighbor still owns two. Even the relative affordability of houses doesn’t change much,
because lower interest rates make larger mortgages possible.

For further evidence of this phenomenon, consider Piketty’s own data. In Europe, Piketty
singles out Italy as the country where the wealth-to-income ratio rose the most, to about
680% in 2010, compared to 230% in 1970. Germany appears to be a more “virtuous”
country, with a wealth-to-income ratio of 400%, up from 210% in 1970. What Piketty fails
to highlight is that, over this period, interest rates fell much more in Italy (from 20% to 4%)
than in Germany (from 10% to 2%).

The real-world impact of this dynamic on inequality is precisely the opposite of what
Piketty would expect. Indeed, not only are Italians, on average, much richer than Germans;
Italy’s overall wealth distribution is much more balanced.

A 2013 study of household finances in the eurozone, conducted by the European Central
Bank, showed that in 2010 - the last year in Piketty’s research - the average Italian
household was 41% richer than the average German household. Moreover, whereas the
difference between mean and median household wealth is 59% in Italy, it is a whopping
282% in Germany.

This difference can be explained largely by the fact that 59% of households in Italy own
homes, compared to only 26% in Germany. A larger share of [talians has thus benefited
more from a larger drop in interest rates.
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This example highlights how household investment decisions shape wealth outcomes.
Complicating wealth measurements further is the fact that, as Martin Feldstein recently
pointed out, for the vast majority of households, a large proportion of wealth is in the form
of unaccounted future social benefits.

Then there are the numerous factors affecting incomes, such as demand for particular
skills. For those whose skills are not in demand, the availability of skills upgrading or
training opportunities will have a significant impact on income prospects. At the same time,
above certain income levels, a person might require a substantial monetary incentive to
take the quality-of-life hit associated with increased work responsibilities.

Clearly, economic inequality is a highly complex phenomenon, affected by a wide variety of
factors - many of which we do not fully understand, much less control. Given this, we
should be wary of the kinds of radical policies that some politicians are promoting today.
Their impact is unpredictable, and that may end up doing more harm than good.

Perhaps a new approach is not necessary at all. After all, globally, standards of living are
continuously improving and converging. That is something that everyone, from the
emerging populists to the hardened capitalists, should be able to agree on.
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