
Let's Talk About the Weakness of
Capitalism 

By Antonio Fatas , INSEAD Professor of Economics

The undisputed success of capitalism doesn’t mean we shouldn’t be
looking at alternatives to the current model, especially in light of
widening inequality.

In a recent review of Thomas Piketty's book, Capital in the Twenty-First
Century by Deirdre McCloskey, I was reminded of the conversations I have
in my class when I bring up the issue of income inequality. While most
people express initial concerns about recent trends of increasing inequality,
there tends to be a negative reaction about accepting that this is indeed a
failure of our current economic model and most become very defensive
when that argument is made.

The review presents a strong defence of capitalism relative to alternative
economic models potentially proposed by the "left". Very few, including
Piketty, would disagree with the merits of capitalism. The fact that all
advanced and prosperous economies have reached their current level of
income by relying on markets, the fact that the fastest growing emerging
markets are those that move closer to that model and by doing so are able
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to lift a large percentage of their population from below poverty levels, all
speak in favour of the power of markets and incentives to unleash growth.

The limits of the model

But the debate cannot end up there. The success of capitalism as an
economic model does not imply that we should accept current outcomes and
that we should not discuss alternative models that, in comparison to other
economic paradigms, might all look very similar but they could produce very
different distributions of income. What Piketty and others have done is to
raise awareness that since the early 80s, the economic model that we call
capitalism has generated an outcome that is different from the one we had
seen in the previous decades and that this outcome, in some countries,
resemble what we saw before the Great Depression.

While we can debate the exact magnitude of these changes, it is clear that
the strong correlation between productivity and wages has weakened over
these decades. It is also clear that income growth has been going to a small
part of the population, those with the highest earnings. And for a large
majority of the population, income stopped growing (or started growing at a
much slower rate). [On a technical matter: yes, we can discuss whether
national income or GDP are capturing all the increases in welfare of the
average citizen, but that discussion can go in both directions and to be fair
we should also apply it to the earlier decades (if we believe that GDP growth
underestimates welfare growth)].

Here is how I try to challenge the thinking of my students when I discuss
income inequality. We all agree that the current economic model has allowed
the income of many Americans to increase at a rate close to 2 percent for
more than a century based on continuous productive accumulation of capital
and innovation — an amazing success. But how would we think about the
same economic model if this rate of growth slowed down and was very close
to 0 percent? This would represent a big change in the economic outcome
and would, for sure, raise concerns about why the model is failing to deliver
relative to our expectations (that is the argument we use to call alternative
models, like those of planned economies a failure).

Inequality for all

While it is true that GDP per capita growth has remained in line with
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historical experience over the last decades, the income of a large percentage
of U.S. households has either stopped growing or is growing at a rate much
closer to 0 percent than to 2 percent. So if 0 percent growth for 100 percent
of the population would represent a failure, what about 0 percent growth for
90 percent of the population? Regardless of how well capitalism has
performed in the past, we need to open a debate on the merits and
outcomes of such a model that takes into account how the income and
wealth that it generates gets distributed. There is not just one form of
capitalism, there are many. Current tax rates, regulations are not set in
stone and they are very different from what they were during many periods
of the recent economic history, so a debate on how inequality trends reflect
on the successes and potential weaknesses of the current model is not only a
healthy one but one that is needed.

One more comment regarding McCloskey's review. While I said I did not want
to go into the details of the review, there was one that I found very
surprising. The review argues that while income inequality might have
increased, consumption inequality is a lot lower. One of the reasons is that
the actual consumption of those who own six houses is not that different
from those who own one as you can only live in one house at a time. That's
an odd argument. If taken seriously it provides support from those on the
"left" who argue for very high levels of taxation for the rich: Let's tax 100
percent of the value of those 5 extra houses given that they are not
providing any consumption or welfare to those who own them.

Antonio Fatas is Professor of Economics at INSEAD. You can follow him on
Twitter at @AntonioFatas, and read his blog.
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