The critique of capital in
the 21st century: 1in search
of the macroeconomic
foundations of inequalities

By Guillaume Allegre and Xavier Timbeau

In his book Capital in the 21st Century, Thomas Piketty offers
a critical analysis of the dynamics of capital accumulation.
The book is at the level of its very high ambitions: it
addresses a crucial issue, it draws on a very substantial
statistical effort that sheds new light on the dynamics of
distribution, and it advances public policy proposals. Thomas
Piketty combines the approach of the great classical authors
(Smith, Ricardo, Marx, Walras) with impressive empirical work
that was inaccessible to his illustrious predecessors.

Thomas Piketty shows the mechanisms pushing towards a
convergence or divergence in the distribution of wealth and
highlights how the strength of divergence is generally
underestimated: if the return on capital (r) is higher than
economic growth (g), which historically has almost always been
the case, then it is almost inevitable that inherited wealth
will dominate built-up wealth, and the concentration of
capital will reach extremely high levels: “The entrepreneur
inevitably tends to become a rentier , more and more dominant
over those who own nothing but their labour. Once constituted,
capital reproduces itself faster than output increases. The
past devours the future.”

The book thus seeks the basis for inequality in macroeconomics
(r> g), whereas the usual suspects are found at the
microeconomic level. In OFCE Working document no. 2014-06 [in
French], we argue that this macro-foundation for inequality is
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not convincing and that the same facts can be interpreted
using a different causality, in which inequality arises from
the operation of (imperfect) markets, scarcity rents and the
establishment of property rights. It is not r>g that turns
entrepreneurs into rentiers, but the establishment of
mechanisms that allow the extraction of a perpetual rent that
explains the historical constancy of r>g.

This different interpretation of the same phenomena has
consequences for public policy. The ex post taxation of
capital, where necessary, can only be a second-level choice:
first the constraints of scarcity have to be removed and the
definition of property rights and the rights of owners and
non-owners must be defined. Are landlords going to be free to
charge any rent they like? Can they limit other construction
around their property? How much protection is labour law going
to give workers? To what extent can they influence managerial
decisions within the company? In our opinion it is the answers
to these questions that determine the relationship between
economic growth and the return on capital, as well as
capital’s weight in the economy. The point is to prevent
owners of capital from exploiting a favourable balance of
power. In this respect, while its shape has changed, capital
in the twenty-first century is much like it was in the late
nineteenth century. Dealing with it will require more than a
tax on capital.

For more information, see: “La critique du capital au XXI®
siecle : a la recherche des fondements macroéconomiques des
inégalités”, Document de travail de 1’OFCE, n°2014-06.
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Pensions: the Moreau report’s
poor compromise

By Henri Sterdyniak

Under pressure from the financial markets and Europe’s
institutions, the government felt obliged to present a new
pension reform in 2013. However, reducing the 1level of
pensions should not now be a priority for French economic
policy: it is much more urgent to re-establish satisfactory
growth, reform the euro zone’s macroeconomic strategy, and
give a new boost to France’s industrial policy as part of an
ecological transition. Establishing a committee of senior
officials and experts is a common practice that is used these
days to depoliticize economic and social choices and distance
them from democratic debate. In this respect, the Moreau
report, released on 14 June 2013, seems like a bad compromise.
Although it does not call into question the public pension
system, it weakens it and does not give itself the means to
ensure the system’s social viability.

Do the social security accounts have to be balanced during a
depression?

The deficit in the pension schemes in 2013 was mainly due to
the depth of the recession, which has reduced the level of
employment by about 5%, causing a loss of about 12 billion
euros in funding for the pension schemes. The central
objective of Europe’s economic policy should be to recover the
jobs lost. Unfortunately, the Moreau report proposes
continuing the strategy of a race to the bottom that is being
implemented in Europe and France: “the pension schemes must
contribute to restoring the public accounts and to France’s
international credibility” (page 82). The report forgets that
lower pensions lead to a decline in consumption, and thus in
GDP, and to lower tax revenues and social security
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contributions, especially since all the euro zone countries
are doing the same thing.

The report recommends reducing the deficit in the pension
system relatively quickly by increasing the taxes paid by
retirees. It adopts several well-known proposals uncritically.
It would align the rates of pensioners’ (CSG wealth tax with
those of the employed. At one time, unlike employees,
pensioners did not pay health insurance contributions. They
have been hit by the establishment and then increase in the
CSG tax. They already pay an additional contribution of 1% on
their supplementary pensions. They are suffering from the
retreat of the universal health scheme in favour of top-up
health insurance. Increasing their CSG rate from 6.6% to 7.5%
— the same as for employees — would bring in 1.8 billion
euros. But shouldn’t it be necessary in exchange to eliminate
the 1% contribution on supplementary pensions and make their
top-up health insurance premiums (which are not paid by the
companies) deductible?

Pensioners are entitled, like employees, to a 10% allowance
for business expenses, but with a much lower ceiling. Even for
employees, this allowance is much higher than actual business
expenses; it offsets to some extent the possibilities of tax
evasion by non-employees. The removal of the allowance would
lead to 3.2 billion euros more in tax revenue to the state and
a 1.8 billion reduction in certain benefits, linked to the
amount of taxable income. Retirees would lose 2% of their
purchasing power. But it is hard to see how this 5 billion
would make its way into the coffers of the pension programmes.

Taxing pension family benefits (which would yield 0.9 billion)
is certainly more justifiable, but again it is unclear how and
why the product of this tax would go to the pension funds,
especially as family benefits are the responsibility of the
CNAF (National family benefits fund).

On the other hand, with regard to increasing contributions the



report 1is very timid in at best proposing an increase of 0.1
percentage point per year for 4 years, 1i.e. ultimately 1.6
billion euros in employee contributions and 1.6 billion in
employer contributions.

Most importantly, the report intends to increase the highest
pensions (those who pay the full rate of CSG tax) only at the
rate of inflation: 1.2 points for 3 years, thereby hitting
them with a reduction of 3.6% in their purchasing power.
Pensions subject to the reduced rate of CSG would lose only
1.5%. The 1lowest pensions would be spared. While this
disparity in efforts may seem justified, the reliability of
the public pension system would be seriously undermined. How
can we be sure that this de-indexation will last only three
years, that it will not become a more or less permanent
management tool, which would especially hit older pensioners
whose standard of living is already low? As the pensions
received by a retiree are not all currently centralized, it is
difficult to have the indexation of pensions vary 1in
accordance with their level. The solution advocated by the
report — to take into account the situation of the pensioner
vis-a-vis the CSG - is hard to manage; making someone’s
pension level depend on their family’'s tax situation 1is just
not justifiable. Pensions are a social right, a return on the
contributions paid in, and not a tool for adjustments. How can
we justify a 3.6% decline in the purchasing power of part of
the population while GDP per capita is expected to continue to
rise? Should the purchasing power of pensioners be cut when it
has not benefited from an increase since 1983, even during
periods of wage growth? Respect for the implicit social
contract that underpins the pension system means that
pensioners should make the same efforts as employees, no more,
no less.

Furthermore, in times of economic recession the refrain that
efforts need to be equitably distributed is dangerous. If
everyone makes an effort by accepting less revenue and then



reducing their expenditure, the inevitable result will be a
drop in overall consumption, which, given spare production
capacity, will be accompanied by a decline in investment and
thus in GDP.

Guaranteeing a fall in pensions

In the medium term, the report’s main concern 1is to ensure a
decline in the relative level of pensions. Indeed, because of
the Balladur reform, since 1993 wages recognized in the
general pension scheme have been re-valued based on prices,
and not on the average wage. The replacement rate (the ratio
of the first pension payment to final salary) falls in line
with strong increases in the average wage: at one time the
pension system’s maximum replacement rate was 50%, but this
drops to 41.5% if real wages rise by 1.5% per year, but only
to 47% if they rise by 0.5% per year. The mechanism introduced
will lead to lowering the average level of pensions by 31% if
the real wage increases by 1.5% per year, by 12% if it grows
by 0.5% per year or by 0% if it stagnates. However, in recent
years, wages have been rising by only 0.5% per year. The
relative level of pensions might then recover. It is necessary
therefore to increase wages to reduce the relative level of
pensions.

The committee of experts gathered around Mrs. Moreau have
therefore made two alternative proposals:

» — Either the wages used will be re-valued only as: price
+ (real wages less 1.5%), which means that, regardless
of the wage increase, the maximum replacement rate for
general pensions would fall to 41.5%. The relative
decline in pensions would therefore be definitively
consolidated. On the technical side, the increase in
wages recorded will become a tool for adjustment,
whereas, objectively, it should be used to calculate the
average wage over the career; the oldest wages would be
sharply devalued. However, the report acknowledges (page



107) that the current level of pensions corresponds to
parity in living standards between active employees and
pensioners, and that the proposed change would lead
eventually to lowering the standard of living for
retirees by 13%. Nevertheless, it considers that “this
development is acceptable”. Is this a judgment that
should be made by the experts or by the citizens?
Moreover, it neglects that this loss would come on top
of the impact of the tax reforms and de-indexation that
have also been recommended.

=— Or, every year a committee of experts would propose a
reduction in the level of the pensions to be paid based
on a demographic factor that would ensure the system 1is
balanced. In addition to the fact that this would be
another blow to democracy (isn’t it up to the citizens
to arbitrate between pension levels and contribution
rates?) and to social democracy (the social partners
would merely be consulted), and employees would have no
guarantee of the future level of their pension,
especially given the memory of the precedent set by the
appointment of an expert group for the minimum wage (the
SMIC), which was fiercely opposed to any increase.

Lengthening the contributions period

The Moreau report calls for further lengthening the period of
contribution payments required based on the principles of the
2003 Act (extending the contribution period by two years for
every three year increase in life expectancy at age 60). The
required contribution period would then be 42 years for the
1962 cohort (2024), 43 years for the 1975 cohort (2037), and
44 years for the 1989 cohort (in 2051). As the average age
when vesting begins is currently 22 years, this would lead to
an average retirement age of 65 in 2037 and 66 in 2051. This
announcement is certainly designed to reassure the European
Commission and the financial markets, but it leads above all
to worrying the younger generations and reinforcing their fear



that they will never be able to retire.

Is it really necessary to announce a decision for the next 25
years without knowing what the situation will be in 2037 or
2051 with respect to the labour market, job needs, social
desires or environmental constraints? Eventually, like all the
developed countries France cannot escape the need to revise
its growth model. Is it really necessary to do everything
possible to increase production and private sector employment
at a time when ecological constraints should be pushing us to
decrease material output? Maintaining the possibility of a
period of active retirement in good health is a reasonable use
of productivity gains. Reform should not go beyond a
retirement age of 62 years and a required contribution period
of 42 years. So if the “long career” approach is maintained,
people who start work at age 18 can retire at 60, and those
who start at age 23 will stay on until 65. But working
conditions and career development programmes need to be
overhauled so that everyone can actually stay in work until
those ages. This also implies that young people seeking their
first job receive unemployment benefits, and that the youthful
years of precarious employment are validated.

Taking the arduous character of work into account

The convergence of public, supplementary and private pension
programmes likewise involves taking into account how arduous
jobs are, by distinguishing between professions that are
difficult to exercise after a certain age, meaning some kind
of mid-term conversion 1is necessary, and jobs that are too
tough, which can reduce life expectancy and thus should be
phased out. For those who still have to do such jobs, periods
of heavy work should give rise to possible bonus contribution
periods and reductions in the age requirements. Common
criteria should be applied in all the pension systems. In
offering only one year’s bonus for 30 years of hard labor, the
Moreau report does not go far enough. This is almost insulting
and makes it impossible to open up negotiations on a plan to



align the different systems.
What is to be done?

Whereas the COR report declared only a limited deficit (1% of
GDP in 2040), the Moreau report proposes inflicting a triple
penalty on future pensioners: de-indexation, a lower
guaranteed replacement rate and the automatic extension of the
contributions period required. This 1s no way to reassure the
young generations or to highlight the advantages of the old-
age pension system.

Pension reform is not a priority for the year 2013. In the
short term, concern should be focused not on the financial
imbalances in the regimes induced by the crisis but mainly on
getting out of the depression. A strategy of a race to the
bottom economically and socially, which is what de-indexation
would lead to, must be avoided.

In the medium term, in order to convince young people that
they will indeed enjoy a satisfying retirement, the goal
should be to stabilize the pension / retirement ratio at close
to its current level. The State and the unions must agree on
target levels for the net replacement rate for normal careers:
85% for the minimum wage level; 75% for below the social
security ceiling (3000 euros per month); and 50% for one to
two times that ceiling.

To guarantee the pay-as-you-go pension system, the government
and the unions must state clearly that a gradual increase in
contributions will be required to bring the system into
equilibrium, if necessary, once a strategy of extending the
length of careers has been implemented at the company level
that corresponds to the state of the labour market and actual
workforce needs.
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20 billion euros in
reductions on employer
payroll taxes on low-wages.
But will 1t create jobs?

By Eric Heyer and Mathieu Plane

Every year the State spends nearly 1 percentage point of GDP,
i.e. 20 billion euros, on general reductions in employer
payroll taxes on low wages. It is thus legitimate to ask
whether a programme like this is effective. A large number of
empirical studies have been conducted to try to assess the
impact of this measure on employment, and have concluded that
it creates between 400,000 and 800,000 jobs.

As these estimates are performed using sector models, they do
not take into account all the effects resulting from a policy
of reduced social contributions on low wages, and in
particular the impact of macroeconomic feedback, i.e. the
effect of income gains, competitiveness gains and the
financing of the measure.

In a recent study published in the_Revue de 1’OFCE (Varia, no.
126, 2012), we have attempted to supplement these evaluations
by taking into account all the impacts resulting from a policy
of reducing contributions on low wages. To do this, we
performed a simulation of this measure using the OFCE’s macro-
econometric model, emod. fr.

We were able to break down the various impacts expected from
these reductions on employment costs into two basic
categories:
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1. An overall “substitution effect”, which breaks down into
a macroeconomic capital-labour substitution, to which is
added what can be called an “assessment effect” linked
to the targeting of the measure at low wages;

2. A “volume effect”, which can be broken down between
rising domestic demand due to lower prices and higher
payroll, competitiveness gains due to improved market
share internally and externally, and the negative effect
of the measure’s financing, whether that involves
raising the tax burden (prélévements obligatoires) or
cutting public spending.

Based on our assessment, summarized in Table 1, the exemptions
from employer social contributions on low wages lead to
creating 50,000 jobs in the first year and about 500,000 at
the end of five years. Of the 503,000 jobs expected within
five years, 337,000 would be due to the overall substitution
effect, with 107,000 linked to the macroeconomic capital-
labour substitution and 230,000 to the “assessment effect”
linked to the sharp reduction in labour costs on low wages. In
addition, 82,000 jobs are generated by the addition to
household income and 84,000 by competitiveness gains and the
positive contribution of foreign trade to the change in GDP.
On the other hand, the “volume effect” on employment becomes
negative if the measure is financed ex post: increasing a
representative mix of the fiscal structure reduces the overall
impact of the measure by 176,000 jobs at 5 years; reducing a
representative mix of the structure of public spending reduces
employment by 250,000 at 5 years.



Table 1. Impact on employment of the exemptions on employer social security contributions
on low wages without taking into account the reaction of our trade partners
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Some of the jobs created come from competitiveness gains
related to taking market share from our trading partners due
to lower prices of production following the reduction in
labour costs. This price-competitiveness mechanism works only
if, first, firms pass on the reductions 1in social
contributions in their prices of production, and second, our
trading partners are willing to lose market share without a
fight. We therefore simulated a polar opposite case in which
it is assumed that our trading partners respond to this type
of policy by enacting similar measures, which would negate our
external gains.

While this does not modify the impact on employment related to
the “substitution effect”, this assumption does change the
“volume effect” of the measure, eliminating 84,000 jobs from
gains in market share and increasing the negative effect of ex
post financing due to the measure’s multiplier effect on
weaker activities. In total, in the scenario in which the
measure 1is funded ex post and does not allow gains 1in
competitiveness, the exemptions on employer social security
contributions on low wages would create between 69,000 and
176,000 jobs within five years, depending on how it 1is
financed (Table 2). This result puts the initial figure of
500,000 jobs into perspective.
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Table 2. Impact on employment of exemptions on employer social security
contributions on low wages if our trade partners do adopt a similar policy
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Obama 2012: “Yes, we care!”

By Frédéric Gannon (Université du Havre) and Vincent Touzé

On Thursday, 28 June 2012, the United States Supreme Court
delivered its verdict. The principle that individuals are
obliged to take out health insurance or else face a financial
penalty, a central plank in the 2010 reform [1] of the health
insurance system (the Affordable Care Act [2]), was held to be
constitutional. This reform had been adopted in a difficult
political context. It includes a variety of measures intended
to significantly reduce the number of Americans without health
coverage. Although it will increase federal spending, new
revenues and spending cuts will make it possible to reduce the
deficit.

From September 2009 to March 2010, there was a lengthy process
of drafting and approving the law, with an uncertain outcome
due to the lack of a majority in the Senate [3]. Since the law
passed by the House of Representatives and signed on 23 March
2010 by President Obama differed from the version passed by
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the Senate, amendments were introduced in a Reconciliation Act
that was passed on March 30th. Opponents of the reform (26
states, numerous citizens and the National Federation of
Independent Business) then decided to take the fight to the US
Supreme Court. Their hopes rested mainly on the possible
unconstitutionality of the 1law, which centered on the
individual’s obligation to take out health insurance, called
the “individual mandate”, and on the expansion of the Medicaid
public insurance program.

The favourable judgment of the Supreme Court was obtained with
a narrow majority: five judges voted for [4] and four against
[5]. The political inclinations of the judges did not seem to
have worked against the law, since Chief Justice John G.
Roberts, an appointee of George W. Bush, gave his approval.
The Supreme Court majority considered that the financial
penalty for a failure to take out insurance is a tax [6] and
that it had no cause to rule on the merits of such a tax. It
passed this responsibility to Congress (the upper and lower
houses) which, in this case, has already debated and approved
the law. Consequently, this point of law is valid.

According to the Supreme Court, the financial penalty for
failing to purchase health insurance could be viewed as an
individual obligation to purchase [7], and “the Commerce
Clause does not give Congress that power”. But from a
functional standpoint, this penalty can be regarded as a tax,
in which case Congress has discretion to “lay and collect
Taxes” (Taxing Clause). Hence the positive verdict of the
Supreme Court. However, the Court believes that “the Medicaid
expansion violates the Constitution” because the “threatened
loss of over 10 percent of a State’s overall budget is
economic dragooning that leaves the States with no real option
but to acquiesce in the Medicaid expansion”.

The Supreme Court decision represents a major victory for
President Barack Obama, who had made a reform to ensure more
equal access to the health insurance system one of the



spearheads of his 2008 election campaign. His Democratic
predecessor in the White House, Bill Clinton, previously had
to abandon a similar reform due to fierce opposition from the
Republicans and growing divisions among the Democrats. In
order to give himself every chance of success, Obama has had
to be more strategic in the programming of both the reform and
the way it was presented [8]. To do this, he also assembled a
team of experienced specialists [9].

The Act represents a real cultural revolution in a country
where the health insurance system excludes nearly 50 million
people. Besides the individual mandate requiring Americans to
purchase health insurance, the ACA’s main measures are:

 The creation of “exchanges” for insurance contracts
where people can buy health coverage, with a government
subsidy that depends on the level of income;

 Expansion of the Medicaid public health insurance
program [10] (public coverage for all households with
incomes below 133% of the federal poverty level) and
financial penalties on states that choose not to
implement this expansion (elimination of all federal
funding of the Medicaid program);

= A requirement that employers offer health insurance to
their employees (application of financial penalties if
the obligation is not met, with exceptions for small
businesses);

 New regulations on the private insurance market
(obligation to offer coverage to all individuals, with
no conditions on their health status).

Beginning in 2014, millions of uninsured American households
should benefit from the expansion of Medicaid, which the
Supreme Court has now ruled unconstitutional - this raises
numerous questions [11]. How many States will be tempted not
to expand Medicaid? What are the consequences for the poor
households [12] who were to benefit from this expansion? Will
they have the means to afford subsidized private insurance



[13]? Will they be penalized financially if they do not buy
insurance? Will they be encouraged to migrate to States that
have adopted the expansion [14]? It is reasonable to expect
that few States [15] will boycott the expansion of Medicaid,
as the ACA offers them other strong incentives (federal
assumption of 100% of the additional cost from 2014 to 2016,
then 95% after 2017, and 90% after 2020; loss of some federal
funds if no expansion). However, adjustments in the law will
likely be useful if policymakers want to avoid excluding those
who are too poor to afford subsidized private insurance.

The law will come into force gradually, with the various
measures to apply from 2014. According to the latest report by
the Congressional Budget Office (2012), annual government
expenditure (expansion of Medicaid and private insurance
subsidies) should rise by about $265 billion per year [16] by
2022 (the estimated total cost between 2012 and 2022 is $1,762
billion), and the number of uninsured should fall by about 33
million [17]. The reform also provides for an increase in tax
revenue (higher compulsory levies and new taxes) and a
reduction in federal spending (primarily substitutions between
the expanded Medicaid program and the old program). This will
result in amply offsetting the cost of the reform. In a
previous report in March 2011, the CBO estimated that the
total reduction in the deficit over the period 2012-2021 will
come to $210 billion. In the name of hallowed liberties,
however, there is still strong opposition to the individual
mandate [18], but over time it can be hoped that this
mandatory principle will come to be viewed first and foremost
as a basic right that protects all citizens.

[1] For an overview of the health insurance system and the
reform, see Christine Rifflart and Vincent Touzé, “La réforme
du systeme d’assurance santé américain”, Lettre de l’0OFCE,

n°321, 21 June 2010. Also see the Wikipedia article on this
subject.
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[2] This legislation reconciles the two laws, the Patient
Protection and Affordable Care Act and the Health Care and
Education Reconciliation Act.

[3] “Health Care Reform: Recent Developments”, The New York
Times, June 29, 2012.

[4] Stephen Breyer, Elena Kagan, Ruth Bader Ginsburg, and
Sonia Sotomayor, along with Chief Judge John G. Roberts.

[5] Clarence Thomas, Anthony Kennedy, Antonin Scalia and
Samuel Alito.

[6] Floyd Norris, “Justices Allow the Term ‘Tax’ to Embrace
‘Penalty’”, The New York Times, June 28, 2012.

[7] The legal position of the Obama administration has been to
argue that the portion of the obligation to purchase insurance
tantamount to a tax is the penalty paid by those who do not
meet this requirement. This penalty has a regulatory function:
it is designed based on the logic of an incentive, and not
from the perspective of new tax revenue. Judge Jeffrey Sutton
explained that if the government had clearly specified that
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