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It has been 6 years since the financial crisis engulfed the global economy. In 2014, 
a bestselling book—French economist thomas Piketty’s recent book Capital in 
the Twenty-First Century (2014)—brings yet another round of agitation to the 
depression-stricken West. First, it was the New York Times, in a brief account 
of the French author’s intellectual heritage, that came up with an ambitious title 
Taking On Adam Smith (and Karl Marx) (Erlanger 2014); then, the New Republic, 
a liberal American magazine of commentary, captivatingly described Piketty’s 
rock-star reception in the world of economics (tracy 2014), and Nobel laureate 
Paul Krugman (2014) had aptly summed up American conservatives’ reaction to 
the book, a “Piketty Panic.”

to me, mr. Piketty’s book reveals a 300-year macrotrend of capitalism, the 
widening gap of inequality, which is similar to the beginning line of communist 

Ping chen is Senior Fellow, centre for New Political Economy at 
Fudan University in Shanghai, and retired Professor, National 
School of development at Peking University in Beijing. Email: 
pchen@nsd.pku.edu.cn

The World Association for Political Economy (WAPE) 
Homepage: www.wapeweb.com  Email: wapemember@vip.163.com

CC BY-NC-SA 3.0



DISIllUSION IN UTOPIAN CAPITAlISM AND THE DEVElOPMENT OF CHINA 415

World Review of Political Economy Vol. 5 No. 3 Fall 2014

manifesto, another specter haunting the West. this time, the specter is not 
communism, but rather reflection on capitalism. So, why did the New York Times 
call Das Kapital of 21st century a challenge to both Adam Smith and Karl marx?

While it is not the first time that the Western media politicize serious economic 
studies, I would like to discuss, from economic and historical perspectives, some 
findings from Piketty’s Capital, which also discussed growing inequality in china. 
Piketty criticizes neoclassical economic theories, such as Kuznets’ (1968) inverted 
U curve of income inequality, and Solow’s (1957) exogenous growth theory, which 
are the very foundation of chinese neoliberalist economists in their campaigns 
against china’s independent industrial policies and the chinese economic model 
in favor of the Anglo-Saxon model. Hence, Piketty’s reflection on mainstream 
Western economics indirectly treads a delicate ground in china: which way should 
china’s reformers take in the next stage of “structural reform”?

Piketty’s empirical observation on the capital-to-income ratio

many chinese economists follow the mainstream doctrines of textbook economics 
from the States. this time, ironically, a non-mainstream French economist lectures 
mainstream Anglo-Saxons. there are three reasons.

First, Piketty suggests that in order to study the historical trend of inequality 
in advanced Western economies, France instead of Britain or the USA is a more 
appropriate benchmark country. English aristocracy has remained intact since the 
Glorious revolution of 1688; the absence of a thorough capitalist revolution and 
the unbroken lineage of wealth thus make England an unrepresentative case in the 
study of inequality. the US case is one of a kind. By the eve of its independence, 
the USA had a population of 3 million and an area of 800,000 square kilometers. 
But now, the US population is near 300 million, and its area is 9 million square 
kilometers. Naturally, as the country expanded massively in population and 
territory, effects of inequality were to some extent neutralized. In 1789, French 
population was around 30 million; 300 years later, the figure had only doubled—a 
growth pattern commonly observed in many other European nations. most 
crucially, the French revolution had brought all prerogatives to nought and 
established the principle of égalité devant la loi. If the trend had shown French 
wealth gap widened continuously, its implication on economics would be ever 
more significant: even equality before the law could not safeguard economic 
equality in capitalist societies. this is the revolutionary finding of Piketty’s 
empirical analysis, and it poses a great challenge to the Anglo-Saxon model as the 
normative model in assessing world economies.

Second, Smith did not specify any means to measure national wealth in The 
Wealth of Nations. In Piketty’s analysis of inequality trend, instead of employing 
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the dubious Gini coefficient, he quantifies the marxian dichotomy between capital 
and labor in income distribution and thereby reveals a shocking truth, i.e., the 
capital gains have always exceeded by far labor gains throughout the history of 
capitalism—shattering the myth of market general equilibrium and optimal income 
distribution theory of neoclassical economics. Piketty excludes governmental 
debts from the capital structure, because treasury bills purchased domestically 
have zero net value. He defines the composition of national capital as the sum 
of farmland, housing, other domestic capital, and net foreign capital, and then he 
looks into the historical evolution of their values, respectively.

the financial crisis did not teach chinese neoliberal economists a lesson. 
turning a blind eye to the American real sector squeezed out by the financial 
sector, they were still in denial of the poorly regulated financial market as the main 
culprit of creating ever larger wealth gap, and he continued to defend speculation 
with old fairy tales from the Wall Street and advocated how a free market could 
“leave wealth with the people” in the face of the global financial calamity. In 
direct opposition to their logic, Piketty finds that even with proper rule of law in 
place, the most affluent 1 percent in the West still gets the lion’s share of wealth, 
and in countries without progressive income tax and property tax, such as India 
and russia, national wealth is highly concentrated within a small circle of clans 
and business magnates. drawing on his own teaching experience in massachusetts 
Institute of technology (mIt) and the Paris School of Economics, Piketty lashes 
out at mainstream economists who had been overly obsessed with mathematical 
and statistical tricks and become alienated from the real world. their detachment 
from reality should sound alarm bells to all armchair strategists who learned 
everything about market economy from textbooks. Ironically, America’s top 
universities do not prepare their economics students with scientific approaches to 
analyzing pressing issues of the day.

third, Piketty employs an extended range of historical data such as income, 
capital, population, and growth rate that date back to the Industrial revolution in 
the 18th century. these data are from advanced Western economies, i.e., chiefly 
France and Britain, complimented by the empirical data of other developed 
countries like Germany, the USA, canada, and Japan, and that of developing 
countries like china and India; Piketty’s horizon has widened. Having examined 
the distribution of income between labor and capital, Piketty unveils in his book 
the “structure of inequality.” He also investigates the causes of global evolution 
of inequality in the 21st century, including public debts in France and Britain, 
property tax in Europe, capital expansion in china, immigration reform in the USA, 
multinational trade protection, debt management, social capital accumulation, and 
the degeneration of natural capital.

Piketty’s empirical study negates the income distribution theory of neoclassical 
economics dominated by the Anglo-Saxon school. the numbers show that 
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the development of market economy has exacerbated—instead of reduced—
inequality. In other words, Simon Kuznets’ bell curve (also known as Kuznets’s 
inverted U curve, which claims to show that as technology progresses in the USA, 
income inequality gap would first widen but eventually narrow down; therefore, 
government should sit still for inequality without intervening) is not universally 
correct, and a “perfect market” could not possibly ensure fairness in income 
distribution. Piketty also looks into why robert Solow’s exogenous growth theory 
has failed to lead the world’s economic growth to convergence and narrow the gap 
between rich and poor, and how “human capital,” the favorite term of endogenous 
growth theorists, has turned education into a tool to entrench privileges instead of 
a ladder out of poverty.

Piketty’s criticism on Kuznets and Solow bears significance to china’s 
economic transition. those who dismiss china’s growth as “extensive” frivolously 
attribute the economic success of East Asia solely to high rates of savings and 
investments, ignoring substantive advancement in technology. Some prominent 
chinese economists advocate for structural reform in the direction of liberalizing 
the factor markets, and their very theoretical grounding lies in Solow’s exogenous 
growth theory (Wu 2014). I had once consulted a strong believer of perfect market 
on the existence (if any) of an undistorted factor market in advanced Western 
economies. It could not be more obvious—work permits and immigration rules 
distort the labor market, minimum wage laws distort labor price, land-use zoning 
distorts the land market, benchmark interest rate and tax policies distort the 
capital market, America’s laissez-faire policy on financial oligarchs distorts the 
commodities market, and the military actions by Western powers had distorted 
foreign exchange market and capital flow, and so forth (more than one American 
economist had frankly admitted to me that the real reason of invading Iraq was 
that Saddam Hussein had shifted the fiat currency for trading oil from Petro-dollar 
to Petro-Euro). In an era featured by intense global and regional competitions, 
where could one possibly find the perfect market that is ideal to utopian 
capitalism? realists should ask questions like “how to utilise market rules and 
strategies to defend my own interests in the game of big powers?” and “which 
strategies are far-sighted, which are myopic and doomed to fail in competition?” 
Western economics textbooks have painted a rosy picture for mainstream chinese 
economists: marketization is building an arena for fair market competition, and 
the invisible hand will do the rest of the job and eventually achieve prosperity of 
mankind. Sadly, throughout the colonial history of the West and even the entire 
history of economics, this utopian capitalist fantasy never had any resemblance 
in the real world. my friend, Nobel laureate Joseph Stiglitz, often advises me “do 
what Americans do, don’t do what Americans say”—a sincere remark from one of 
the greatest Western economists.
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As I have commented in my book (chen 2010), Solow had depicted 
technological advancement as a cumulative process of random shocks, instead of a 
metabolic process with wavelet pattern, and predicted that all nations would move 
along a convergent path, in which disparity in development would eventually 
disappear. due to the inability of neoclassical economics to portray a market-
oriented research and development mechanism, the policy implications of Solow’s 
exogenous growth theory was ignoring the role of industrial and technological 
policies, and to discredit “creative destruction” by interruptive technologies with 
a linear mathematical model. the logic of exogenous growth theory leads to a 
string of questions. First, does private ownership and free market have anything 
to do with America’s aeronautical projects, Internet, Global Positioning System, 
global presence of the US Navy, and the extensive information-monitoring 
network? Second, without its independent scientific and industrial systems—a 
solid foundation laid in the first three decades (1949–1978) of the People’s 
republic—could china’s rapid industrial upgrading have taken place at all? third, 
why Asian powers such as India, turkey, and the Philippines, countries that had 
established private ownership and parliamentary governments long since World 
War II (WWII), could not slash economic dependency on the West and develop 
their own modern industries, and build their own spacecraft, satellites, high-speed 
rails, and information systems?

Fourth, according to Piketty’s observation, there were but two periods in the 
history during which inequality in income distribution had improved. the first time 
in the 1870s, and the second period was from the end of WWII to the 1970s, soon 
afterwards inequality had worsened again. the overall historical trend is that the 
rate of return on capital has almost always been several times the rate of economic 
growth. No endogenous market mechanism had ever substantively improved 
income distribution; the adjusting force had come from political intervention in the 
forms of war, revolution, independence movements—these factors had shrunk the 
size of total assets in developed countries—as well as from economic intervention 
such as rent control, state ownership, regulations on securities exchange and capital 
flow—these measures would have impacts on asset prices in the market. Free 
economy and efficient market hypothesized by asset pricing theory in neoclassical 
economics are nothing more than hypothetical utopia of mathematical economics; 
they have nothing to do with real-world capitalism. Piketty’s discovery delivers a 
heavy blow on china’s neoliberal camp in academia and media.

Piketty’s Blind spot: competition from the eastern Bloc and the 
significance of the marshall Plan

It must be pointed out that Piketty’s analysis on the melioration of America’s 
inequality between 1945 and 1970 is incomplete. He has totally neglected the 

The World Association for Political Economy (WAPE) 
Homepage: www.wapeweb.com  Email: wapemember@vip.163.com

CC BY-NC-SA 3.0



DISIllUSION IN UTOPIAN CAPITAlISM AND THE DEVElOPMENT OF CHINA 419

World Review of Political Economy Vol. 5 No. 3 Fall 2014

rise of the Soviet Union at that time, especially the impact of citizens’ rights to 
work and rest specified in the constitution of the USSr, which had pressurized 
capitalists in the West to improve workers’ welfare and benefits. Although largely 
an unsustainable outcome of cheap energy supply from the Soviet Union, Eastern 
Europe had at that time full employment, universal healthcare, and welfare 
housing. the Soviet economy had indirectly empowered labor unions in Germany, 
Britain, France, America, and other capitalist countries by granting them a bigger 
bargaining power in wage and benefit contracting and pushing governments to 
enhance social welfare systems. After the fall of the Soviet Union, advanced 
Western economies had generally curtailed workers’ welfare, resulting in drastic 
worsening of inequality after 1990. Born in 1971, Piketty is too young to have 
witnessed the competition from socialism, which was no less significant than the 
destructive effect war had on capital. On may 19, the New York Times published 
The Big Debate by david Brooks (2014), an insightful article on how the West had 
grown complacent after winning (and thereby losing) its archival and ended up in 
full-scale retrogression in political, economic, and social policies. One might be 
interested to read it if he wants to better understand the anomalous deviation from 
Piketty’s trend line.

the marshall Plan did not get enough attention from Piketty as it rightly deserves. 
It was America’s non-equilibrium strategy of large-scale capital expansion, which 
saved the States from a second Great depression after WWII. Since our ecosystem 
and societies are non-equilibrium in nature, I have always criticized neoclassical 
equilibrium theory and compared it to a perpetual motion machine in a closed 
system. the success of china’s reform and the failure of Soviet Union’s transition 
serve to demonstrate, respectively, contrasting consequences of non-equilibrium 
strategy of economic development and equilibrium strategy of the so-called shock 
therapy. If the West had pursued some kind of “rebalancing policy” after WWII 
as Bernanke had administered during the financial crisis (Bernanke 2005), i.e., if 
the USA had massively cut the “excess capacity” when its military industry lost 
orders and its veterans needed jobs, and Europe had trimmed down its “public 
finance,” namely, to carry out anti-Keynesian monetarist policies in the face of 
a crisis, it would certainly end up in another Great depression. thanks to its 
pragmatic political leaders, the USA had diverted its excess capacity to Western 
Europe and Japan under the marshall Plan; hence, the USA not only created a 
prosperous American economy and revitalized the Western Europe and Japan, but 
also captured traditional markets of old British and French Empires and expanded 
to all international markets outside the Eastern Bloc. At the same time, the US 
government had pressed down interest rates on mortgage loans and encouraged 
wageworkers to buy their own houses. these policies had substantially neutralized 
the attractiveness of socialist economy to American working class, sheltering the 
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USA from impacts of socialist movements that haunted Western Europe. If history 
had taken a completely different turn, there was no Korean War, no Vietnam War, 
no conflicts in the middle East, and china did not rise, then perhaps America’s 
global hegemony could have sustained fairer income distribution domestically till 
today. luckily for china, in spite of being repeatedly prescribed shock therapy 
by milton Friedman and other Western economists, its leaders swiftly moved to a 
dual-track price system after price liberalization had run aground. Keeping balance 
between stability and reform, the new system had given chinese companies a 
precious learning space to adjust to global market competition. retrospectively, the 
trailblazers of china’s reform had come from grassroots—farms and factories—
yet they had better reading of international environment and global competition 
than the self-destructing elites from the Eastern Bloc had.

In the recent financial crisis, vested interests had repeatedly thwarted America 
and Europe’s Keynesian stimulus packages, resulting in far-reaching economic 
stagnation. Bernanke’s worshippers in china had called for the chinese government 
to pursue rebalancing policy that had already failed in the West, which essentially 
aims to put china under the US-led system of international division of labor, 
in the disguise of boosting consumption, lowering investment, and removing 
excess capacity. In my opinion, Justin yifu lin (2013) is much more astute in 
his critical assessment of Bernanke’s rebalancing policy than most proponents of 
factor market liberalization, but the question is, as we know, British and American 
naval hegemony has been the precondition of the globalization of Western capital, 
whereas for china, the new marshall Plan in Africa suggested by lin would not be 
possible without a stable political environment in recipient countries and maritime 
expeditionary capabilities of the chinese Navy. As long as either precondition 
is unmet, chinese companies could only have short investment horizons and 
competitors could easily make a cat’s paw of chinese overseas capital.

For many years, chinese scholars have been envisaging grand strategies 
of developing western china, in an effort to digest “excess capacity” caused 
by lower exportation. late chinese macroeconomist deng yingtao (2010) had 
proposed a new solution in transferring water from china’s western high plateaus 
to eastern plains in his book China in the Remaking, and investor-professor Shi 
Zhengfu (2013) had called for setting up national strategic investment funds in his 
Supernormal Growth. doubtlessly, these plans are more ambitious and strategically 
significant than the marshall Plan used to be, because they would entirely reshape 
china’s demographics and resource layout. the Eurasian International railway 
connecting chongqing, Urumqi, and Antwerp has the potential of forging 
modern day Hanseatic league across the Eurasian landmass, buying china 
the essential time to develop a blue-water navy, creating a Eurasian economic 
sphere spearheaded by china, and ultimately breaking America’s containment on 
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china. comparing non-equilibrium strategies of deng and Shi with rebalancing 
policy (including boosting consumption, reducing investment, privatizing land, 
and liberalizing financial sector), the conclusion could not be more obvious for 
chinese policymakers.

Utopian capitalism: origin and controversies

In the process of reform, china had opened up to not only Western technologies, but 
also Western social sciences. While chinese industries have upgraded expeditiously 
under the slogan “strive for compliance with international standards,” chinese 
intellectuals and media have generally experienced a prolonged state of confusion. 
Sadly, chinese intellectuals have held Western economists in reverence for too 
long that many of them had lost their own judgment. Although lacking academic 
training, many party officials and entrepreneurs with hands-on experience, to give 
them their due, have better insights on domestic and global economic affairs.

It is imperative to take note that the theoretical origin of market omnipotence 
lays in neither neoliberalism nor market fundamentalism. take utopian socialism 
for an interesting comparison, from the 16th to the 19th century, early socialists 
like thomas more, Henri de Saint-Simon, and Joseph Fourier had all shared the 
ideal of public/communal ownership and the concept of “to each according to his 
contribution.” By similar reason, utopian capitalism is more precise a term for 
classical and neoclassical economic theories. the most prominent economists of 
utopian capitalism are Adam Smith, Friedrich Hayek, and ronald coase. Piketty’s 
work helps us identify how utopian capitalism has misled our world and how 
realist capitalism could find a way out.

Steven Erlanger (2014) certainly had an eye catcher there, except perhaps 
Piketty himself could not tell where Smith had gone wrong.

Adam Smith ([1776] 1981) was an honest utopian capitalist. In Book I, chapter 
I of The Wealth of Nations, Smith determined the improvement of productivity 
as the effect of the division of labor, but he also emphasized in chapter III that 
the division of labor is limited by the extent of the market, meaning the territorial 
and population sizes directly limit the size of the market. Although Smith clearly 
knew colonial expansion and predatory wars were effective ways of enlarging 
the market extent, such means were against “human nature” in his mind. He 
thereupon subtly added between the lines of Book IV, chapter II, the fable of the 
“invisible hand,” conceiving a world in which free trade based on self-interests 
would coordinate the division of labor among different regions in the absence 
of wars and political intervention. Smith had named his magnum opus The 
Wealth of Nations; he did not define “wealth of nations” nevertheless. In Book 
I, chapter V, Smith quoted thomas Hobbes—“wealth is power”—but he argued 
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that when one acquires or succeeds to a great fortune, he does not necessarily 
acquire any political power. the goodhearted moral philosophy professor Smith 
([1759] 2010) had bashed greedy proprietors of land and capitalists, and showed 
dismissive attitude toward Britain’s colonial expansion, while naively attempting 
to ease social conflicts in market economy with moral ethics. Piketty’s analysis 
clearly illustrates Smith’s ideal world had remained a utopia in history, due to 
the inability of market mechanism to ensure harmonious division of labor and 
social fairness. In the late 19th century, neoclassical economist Alfred marshall 
completely rejected marx’s macro-observation with his micro-theory of demand 
and supply; however, he failed to address the inherent contradiction between 
socialized production in market economy and the anarchical tendency of private 
ownership, which inevitably leads to the reign of capital over labor and therefore 
the impossibility of resolving the problem of unjust wealth distribution within 
capitalism. the mathematical models of neoclassical economics even exclude the 
nonlinear limit (of market size) spotted by Smith and thus loses explanatory power 
on endogenous business cycles and financial crises.

Piketty’s research presents a piece of hard evidence: trade and the division of 
labor do not add up to the wealth of nations, because capital controlled by developed 
countries dominates the distribution of wealth—Smith’s mirage of utopian 
capitalism dissolved. Historically, industrialization and colonialism had caused the 
gap between rich nations and poor nations to widen and triggered a series of wars 
and revolutions. What had determined market share was not only comparative 
advantage in trade, but also comparative advantage in arms. democracy and moral 
ethics have both been proved forceless in a tug-of-war with capital. Wars and 
revolutions had caused the epicenter of economy to shift, and Western powers 
rise and fall, not a single hegemonic power could maintain international division 
of labor perpetually. capital gains defined by private ownership periodically go 
through cycles of self-destruction, and therefore, infinite accumulation of capital 
is impossible.

the second title of utopian capitalism goes to Friedrich Hayek, a prominent 
economist of the Austrian School. British wartime treasurer John maynard Keynes 
had begun theoretical work in the 1920s and released the bulk of Keynesian 
economics during the Great depression, and it was actually a product of war 
economy, which is, so to speak, planned economy under capitalism. Hayek was 
influenced by marx in his early studies on trade cycles (Hayek 1975); he had 
noticed roundabout production and the movement of endogenous currency and 
discovered that the credit expansion of central banks was an important factor 
contributing to business cycles. However, later on, Hayek had become preoccupied 
with self-regulating ability of market economy and gone beyond absurdity by 
suggesting that governments do nothing at the height of the Great depression, 
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akin to telling a seriously ill patient not to seek medical attention. After WWII, 
Hayek’s (1990) suggestion on combating inflation was not to have a central bank 
at all, while forgoing the power of issuing currency; he also forgot the role of 
central bank for raising funds for the state in times of war. Even milton Friedman, 
also a strong advocator of free economy but supporter of an independent power 
of central bank, could not stand Hayek’s radical theory on endogenous money 
and cast the latter out of the Economics department at University of chicago. 
marginalized from the mainstream economics, Hayek had become a philosopher 
in political science and wrote The Road to Serfdom (Hayek 1944), prophesizing 
that Keynesian policies and welfare state would cost individuals their freedom 
in capitalist societies (or according to Piketty, cost a small number of wealthy 
individuals their freedom of choice). Now, we see welfare states in the West have 
gone on the road to extravagance and bankruptcy instead of the road to planning 
and servitude. Undeniably, Hayek was an insightful monetarist economist, but he 
failed as a political economist, the Nobel Prize he earned did not reward him and 
the Austrian School a chance to put their theories into practice. to lady thatcher, 
Hayek’s theory was a handy weapon that she could easily pick up and swing 
against trade unions and state-owned companies in her privatization effort, but 
dissolving the Bank of England was out of the question, simply because doing 
so would severely undermine UK’s financial industry to become a tributary of 
American capital. Privatization of England’s national rails was a disaster, as the 
liberalization of economy accelerated, industries hollowed out. If the Brits did not 
win the naval war in Falkland/malvinas Islands, thatcher’s labor market reform 
could hardly have taken place.

In china, some followers of the Austrian School borrowed Hayek’s economic 
philosophy in their onslaught on Keynesian policies and china’s state-owned 
sector. the problem is that Hayek’s ignorance of international politics did not 
teach him a lesson very well. they do not see transnational companies as the 
chief source of global monopoly and does not appreciate the fact that financial 
oligarchy has destroyed America’s real economy. A post-Keynesian American 
economist once told me that the Austrian School economists would never be 
policymakers, even the self-declared conservative president George W. Bush was 
a military Keynesian. It reminded me that what had lifted America out of the Great 
depression was not Franklin roosevelt’s New deal, but America’s involvement 
in WWII. Similarly, lady thatcher was a military Keynesian in the disguise 
of Hayekian conservativism. Piketty’s analysis on the fall in capital gains after 
the two world wars shows that he has a more mature understanding of political 
economy than all the chinese bannermen of utopian capitalism have. the last 
thing these people would want to accept is the historical fact that china had broken 
the Western dominance on international division of labor by establishing an 
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independent industrial and technological system over the course of 30 years prior 
to the Opening and reform. East or West, utopian capitalist thinkers are all eager 
to claim microeconomics of supply and demand, instead of political economics as 
the basis of classical economics.

the third master of utopian capitalism is Nobel laureate ronald coase from 
the University of chicago, who had just passed away last year. coase claimed 
in studying “the real world” (coase 1988), I wonder how he could have missed 
the Great depression, WWII, the cold War, and the conflicts in the middle 
East. transaction cost theory denies market failure, which is even admitted by 
neoclassical economists, and it rejects governmental intervention in finding 
efficient solutions to externalities such as pollution. coase held that with low 
transaction cost, i.e., with well-defined ownership in place, even in the absence 
of any third-party intervention, such as the court of law and social arbitration, 
voluntary transactions between stakeholders would lead to solution to social 
conflicts. In the legacy of coase, new institutional economics is downright 
anarchical, and it has taken utopian capitalism to an unprecedented level.

china is facing a multitude of challenges in urbanization and infrastructure 
building, including but not limited to the selling of land usage rights. As land price 
soars in urbanization, the role of relocated suburban farmers has changed from 
labor to rentier, making employment and livelihood more burdensome for college 
graduates and migrant workers from agricultural hinterland. According to coase, 
ownership transactions would lead to price equilibrium, regardless of initial 
institutions. china’s reality clearly says otherwise. While emphasizing defined 
ownership, coase had carefully avoided tackling the distribution of income, but his 
disciples in china seem less contented with his cautiousness. Beijing University 
professor Zhou Qiren (2008) had criticized marx’s labor theory of value by 
creatively employing coase’s framework. He claims that surplus value only exists 
in societies with zero transaction cost (Zhou does not seem to appreciate the fact 
that the transaction cost in primitive societies was close to zero, but there was no 
surplus value), and since transaction costs in modern societies are far greater than 
zero, it is impossible to determine surplus value for entrepreneurs. Again, numbers 
speak louder than words—Piketty’s quantitative analysis clearly shows that the 
trend of wealth inequality in capitalist societies coincides with the trend of capital 
exploiting labor. let us hope that coase’s followers may learn a lesson in studying 
the real world through economic data.

inequality: its origin and our means to deal with it

the New York Times article has noticed that marx was right about capitalism on the 
fundamentals, but wrong in his prediction. marx had foretold that with perpetual 
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accumulation of capital and diminishing returns, the demise of capitalism would 
be a matter of time. Piketty’s data show that the return on capital has been quite 
steady if we set aside several wars and revolutions. He criticizes neoclassical 
models, but the units of his empirical analysis are countries instead of industries, 
and that is why he has not offered any theoretical model to replace the exogenous 
and endogenous growth models of neoclassical economics.

At the 14th International Schumpeter Society conference in 2012, I proposed 
metabolic growth theory (chen 2014, 239–62), which could be used to bridge 
the gap between marx and Piketty. diminishing returns on capital as marx had 
observed are true for industries and technologies, but may not remain valid 
through different historical stages within the same country. the real drive behind 
industrialization and modernization is not capital accumulation, but development 
of new resources brought by new technologies. the pattern of technological 
progress is a continued metabolic process characterized by a series of wavelets. 
the introduction of corns and potatoes increased food production per unit area; 
the discoveries of coal, petroleum, and nuclear energy raised per capita energy 
consumption and pushed human activity to new frontiers. the discovery and 
application of a new technology typically follow a S-shaped logistic growth 
pattern in the form of logistic wavelets. In the first infant stage of technology, 
unpredictable uncertainty in research and development (r&d) is high and costs 
are usually met by non-profit organizations such as universities and government 
funded institutes; market force comes into the picture only at the second take-off 
stage when prospective of large-scale application becomes clear and converts 
market share to capital expansion and gains. However, when technologies reach 
the third saturation stage, mergers increase monopoly, the return on capital stalls, 
and governments must implement anti-trust laws to encourage new technologies 
to challenge old ones. In the fourth declining stage, outdated companies either go 
bankrupt or go through transition; a part of invested capital goes into “creative 
destruction,” resulting in the cyclical fluctuation and metabolism of capital. this 
is a stage that requires governmental and social intervention to create alternative 
employment for workers in sunset industries. Germany had overtaken Britain in 
the Second Industrial revolution, but it still lost both world wars. the cause of its 
defeat was not inferior technological innovation, but deficiency in resources and 
markets, which translated into lesser military power. In a similar way, competitive 
advantage in factor price alone could not have supported china’s rise; it was the 
combined strengths of market scale, engineering and technical professionals, 
and visionary policies that gave china the ability to focus on technological and 
industrial upgrading in open global competition. china’s control on capital account 
has barred hot money from driving up virtue economy and driving out the real 
sector. I would not expect chinese pessimists and superficial “media economists” 
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to understand the real reason behind china’s rise and the profound changes our 
world is going through.

the true insight of Smith is not the “invisible hand,” but rather “division of 
labor limited by the extent of the market.” We can see that the real nature of market 
competition is not one of price, but of market share. In order to get supernormal 
profit, monopolistic corporations wage price wars, patent wars, and initiate hostile 
takeovers to eliminate their competitors. Once they control the market, they have 
the power of setting price. the underlying assumption of utopian capitalist theories 
is that market competition is a symmetric game between two equals, but in reality, 
it is a big asymmetric game among multiple unequal players. Winners in the market 
are often speculative financiers instead of innovative entrepreneurs. the history of 
the medici family of Florence vividly tells how renaissance as we know it was 
funded by the collusion between the Holy See and the house of bankers. today, 
in the most legitimate way, American democracy is degenerating into plutocracy: 
the US Supreme court had ruled that aggregate limits on campaign contributions 
were unconstitutional under the First Amendment, which protects the freedom of 
speech. Plutocracy and politics by interest in the West make the Global Wealth tax 
suggested by Piketty next to impossible to realize, perhaps just as inconceivable as 
all the nations simultaneously evolving into communism.

china’s innovation: strategies and opportunities

Piketty has presented the world a thorny matter. After holding Western institutions 
up to scrutiny for quite some time, I may be able to offer some advice to china.

First, international competition cuts both ways, and china could use it wisely 
against the American model. during the Korean War, the USA had frozen 
chinese accounts in American banks and forced Soviet countries to deposit 
their dollar reserve in Western Europe, thereby creating a Euro-dollar market, 
which effectively contained America’s self-serving monetary policy in the 
1960s. If the Federal reserve lowered its base interest rate to stimulate the US 
economy, American capital would have stopped investing and fled the States when 
Euro-dollar interest rate was higher. Bernanke’s zero-interest-rate policy could 
not stimulate investment and employment in the States, because American capital 
had lost faith in the Obama Administration’s reforms and fled to emerging markets 
such as china. china has already begun signing currency swap agreements with 
its major trading partners; if chinese government would heed my earlier advice of 
establishing in Shanghai an Asian dollar market for sovereign debts (chen 2009; 
2010, chapter 16), it could shake the foundation of the global hegemony of US 
dollar and treasury Bills. Again, it is an alternative scenario that the advocators 
for the Internationalization of chinese yuan would never think of.
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Second, china will lead the world in finding a way to achieving high growth 
and reducing the wealth gap and subsequently change the rules of international 
competition. In both china and America, there is little resistance against deducting 
income tax and welfare tax from wages, but it would be very difficult to implement 
wealth tax and inheritance tax from obtained wealth. After land privatization in 
taiwan, soaring land prices resulted by industrialization has profoundly changed 
the distribution of wealth and power between natives and immigrants. As land 
expropriation for infrastructure building became more and more difficult, 
taiwan’s economy growth leveled off and began to decline. collective ownership 
of land and hybrid ownership of estate property in mainland china have been 
playing a much better role in enabling and facilitating development than private 
ownership has. Given supernormal returns on capital comes from market share–
based commissions instead of labor wages, there could be a way to collect taxes on 
capital and inheritance without hurting innovation and entrepreneurial spirit, while 
also conforming to chinese culture and traditions.

In a recent speech in Beijing University, I had spoken of four advices that could 
help china build a new (non-equilibrium) harmonious society (not a closed, equi-
librium-seeking, and convergent society) while remaining open to international 
competition.

First, empower officials according to their merit. let capable entrepreneurs and 
government officials have the authority to make real decisions. Following china’s 
millennium-old meritocratic tradition, chairman mao Zedong used to place great 
emphasis on grooming party cadres, second only to devising overall strategy. In 
the future, too, china should maintain a uniform standard on selecting leaders 
across public and private sectors, and watchfully guard against cronyism.

Second, income distribution according to working time. In the Information 
Age, workers and farmers should acknowledge the contribution of inventors and 
entrepreneurs. Although scientists and entrepreneurs earn 10–20 times as much 
as normal labor, they will still be able to lead co-op farmers and wageworkers the 
way to common prosperity.

third, limit property income according to one’s physical needs. One’s life is 
limited, so are his or her material needs. No form of personal consumption could 
squander away billions of dollars a year. the real inequality lies in the inheritance 
of wealth and power; a loafing idler could easily succeed his industrious ancestors’ 
wealth and become a “rentier,” a hindrance to social development. dividends and 
commissions based on market share are the root cause of biased transactions 
and unequal market power. If a market transaction has a value of US$10 billion, 
financiers get 1 percent–5 percent commission, which translates into US$100–
US$500 million, far greater than investors and lawyers would get from working 
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the same amount of time. Since profit-maximizing financial institutions would 
obviously favor the rich, financing for small and medium enterprises would be 
difficult. However, if we could put a cap on property income from market share–
based commissions, these payments in excess to senior executives’ consumption 
would automatically debit into special savings bank account as required by the 
law. When one changes job, passes away, or at year ends, the remainder in the 
special account would be used to pay the cumulative property tax or be donated 
according to one’s will. By this way, inequality in an open hybrid economy could 
be effectively reduced.

Fourth, honor significant contributors with orders of merit. In setting moral 
standards and fighting against corruption, I suggest that china learn from the British 
peerage system and French honors system and award extraordinary scientists, 
entrepreneurs, social activists, and philanthropist with orders, decorations, and 
medals. Honors system instills a more positive and uplifting social morale than 
Forbes list does. Awarding scholarships to the aspiring descendants of prominent 
contributors gives better incentives than corrupt officials leaving their children 
heaps of money and properties. Having an honorary peerage in place would pass 
on old virtues from one generation to the next and encourage more chinese people 
to follow the examples of lei Feng and tan Kah Kee. the culture of aristocracy, 
embodied in various forms such as symphony and ballet, represents the pinnacle 
of Western arts. Unfortunately, it seems that today the West is heading toward 
rock bottom: the pervasiveness of narcotics, the toxic culture of yOlO (you only 
live once), and aging population turning class conflict to generational conflict. 
According to chinese philosopher mencius, “Only men of lasting property could 
be men of lasting will.” If china could combine the socialist distribution of income 
and the vitality of a mixed economy, while assimilating virtues from Eastern and 
Western cultures, I am certain that it would avoid Piketty’s inequality trap and 
achieve common prosperity in a harmonious society.

last year, in a brief meeting with Hong Kong press, a journalist asked my opinion 
on the impact of Federal reserve’s exit from Quantitative Easing on chinese 
economy. I recited him a metaphorical line from a chinese poem: “thousands 
of sails passing by the wreckage of a sunken boat; tens of thousands of saplings 
shooting up in front of a dying tree.”
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