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Abstract

This paper clarifies how modern capitalist production relations produce inequality between nations.

It is generally recognised that from Ricardo to Samuelson, orthodox theories of trade and 
development do not account for the persistent polarisation of the world into two great blocs of rich 
and poor nations. The cause of this failure is that all such theories, at least in their modern 
interpretation, are embedded in a general equilibrium paradigm, which eliminates from 
consideration the temporal effects that produce differentiation. Logically, any equilibrium theory 
cannot but predict that the national differences in productivity, wages, and profits over time must 
converge over time. 

This prediction is not a feature of the real world, but arises from the imposition of the prior 
assumption of equilibrium.  World polarisation arrived with modern capitalism and has grown 
fastest when and wherever the market is least restrained. It is an endogenous consequence of the 
market's operation, not an exogenous imposition upon it. ‘Backwardness’, I show, is not an 
exogenous failure to catch up with modernity, but an endogenous product of the most modern of all 
economic processes – the constant technical revolutions that characterise industrial capitalism.

I will exhibit a temporal (non-equilibrium) account of technical progress which explains persistent 
income differentials through the persistence of productivity differentials, giving rise to a feedback 
loop that re-enforces, rather than eliminating, differentials of productivity, hence growth, and hence 
income.
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Introduction
In this paper I seek to explain why economic theory has failed to explain the 
persistence and growth of world inequality between nations.

The reader should notice that I did not say ‘I seek to explain world inequality’. My 
aim is more precise: to understand, given the growth and persistence of inequality 
between nations, why existing theories fail to explain it.

In a blunt, no-nonsense sense, a fairly obvious explanation suggests itself: world 
inequality between nations is caused by modern capitalism. This is verifiable in the 
same way that it is verifiable that water causes wetness, namely the two almost 
invariably go together and rarely appear separately. As many authors and a prolonged 
debate attests, the present level of inequality first arose when world capitalism took 
shape, got worse the more capitalism took hold of world production and trade, and 
grew to its present historically unparalleled extent under the widest extension of 
capitalism yet seen in history.

The problem is this: although a number of theorists accept the above, or something 
like it, there is a remarkable dearth of explanations of its cause. In particular, orthodox 
trade theory is singularly notorious for not explaining it and, in fact, predicting the 
opposite. As Wikipedia, at the time of writing, judiciously puts it “The FPE theorem 
is the most significant conclusion of the HO model, but it is also the theorem which 
has found the least agreement with the economic evidence.”1

In short we encounter a predictive failure of the theory, which according to Popper at 
least, should be accepted as falsifying it. The purpose of this paper is to ask where the 
failure comes from – a useful preliminary to correcting it. My answer is that the 
difficulty arises from the equilibrium paradigm, which dominates mainstream 
economics.

I will put my argument in three stages. First, I will demonstrate that there is a 
phenomenon (the persistence and growth of inequality between nations) which has to 
be explained. Second, I will suggest why equilibrium theories are incapable of such 
an explanation, or indeed, any explanation at all. Third, I will show that if equilibrium 
is abandoned and its opposite – temporalism – is adopted as paradigm, a very simply 
and straightforward explanation exists which, as Mediaeval astronomers used to say 
when grappling with the rather similar failure of Ptolemaic astronomy, 'saves the 
phenomena'.

1 The Factor-Price Equalisation [FPE], originally attributed to Samuelson and also a prediction 
of standard Hecksher-Ohlin [HO] trade theory. In full: “Free and competitive trade will make 
factor prices converge along with traded goods prices. The FPE theorem is the most 
significant conclusion of the HO-model, but it is also the theorem which has found the least 
agreement with the economic evidence. Neither the rental return to capital, nor the wage rates 
seem to consistently converge between trading partners at different levels of development. 
”http://en.wikipedia.org/wiki/Heckscher-Ohlin_model#Heckscher-Ohlin_theorem. Accessed 
1/3/2008.
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My conclusion is then that since a valid explanation of the phenomenon of national 
inequality exists once equilibrium is abandoned, and since no equilibrium theory can 
arrive at any alternative, the inadequacy of existing economic theory arises from the 
equilibrium paradigm.

On the relation between theory and evidence
A couple of further preliminaries are needed to avoid unnecessary diversions. The 
first concerns the phenomenon under discussion. I have given a precise definition of 
this phenomenon: the persistence and growth of the gap between the per capita 
monetary output of nations. Theory predicts that this should narrow, and it has not. It 
has widened, with startlingly few exceptions, the more unrestrained is the world 
market, in particular the world market in capital. Those relatively infrequent 
occasions that it has narrowed generally coincide both historically and geographically 
with constraints on the influence of the movement of capital in the intercourse 
between nations, such as developmental states, the USSR, the non-aligned movement 
or modern China.

This conclusion may bave been empirically arguable before the phase of world 
development which began in 1980. The persistence and growth of inequality between 
nations under the liberal market relations that emerged after 1982 can be disputed 
only by moving the goalposts of statistical measurement so far from the playing field 
that the game becomes a different one: for example by studying, as is now almost 
universal, consumption-based Purchasing Power Parity measures of inequality or 
studying differences between household incomes measured independently of national 
boundaries.

The merits or demerits of alternative measures of inequality do not concern me here, 
and this is a third caveat of this article. Its purpose is to study a mismatch between 
economic theory and the predictions of that theory. Orthodox trade theories fail to 
explain what we observe. These theories, by the standard criteria of science, are 
wrong. One does not escape the problem that a theory fails to explain an observation 
by observing something else. Samuelson's and Hecksher-Ohlin's are not theories 
about household incomes in the absence of national boundaries but about national 
incomes in the presence of them. The theory of comparative advantage is framed not 
in terms of purchasing power but monetary value. All three theories make predictions 
of the national monetary outputs and incomes of nations, and all are false, when 
compared against the indicator whose behaviour they claim to predict. The question 
is: why?

My final clarification is a re-iteration. The purpose of this paper is not to exhibit a 
complete theory of national inequality, but to prove, and explain why, equilibrium 
theory cannot construct one one. This isn’t, I argue, because the economists are stupid 
or lack ‘facts’. It is because they work with a theory – to be more precise, a 
methodology – as Kuhn called it, a 'paradigm' as Bachelard called it, a 'problematic' – 
which makes this phenomenon logically impossible to explain and, indeed, predicts 
its opposite.

Economics meets the economy
A well-established literature agrees that the ‘great divide’ has got worse, the more 
developed is world capitalism. To illustrate the problem I have constructed, and 
published in Freeman (2004) a simple indicator of world inequality. Taking the IMF’s 
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own classifications, I calculated the output (GDP) of the whole so-called ‘advanced’ 
world and the whole of ‘rest’. Dividing this by population yields output per person – a 
reasonable proxy for output per worker – of these two great parts of the world. 
Dividing one by the other gives us a measure of world inequality.

What emerges is that poverty under ‘globalisation’ nearly doubled between 1980 and 
2000. In 1980, the rich one-fifth of the world was  on average 12 times richer per head 
than the poor four-fifths. By 2000, this had risen to 22 times.

A number of other things emerge. The first is the extraordinary geographical stability 
of the ‘rich’ world. Since the time Lenin, territories that have escaped ‘backwardness’ 
contain at most 80 million people = 2% of population of the ‘backward’ world.

The second is that the persistence of polarisation is a secular trend. Unlike the decline 
in the profit rate, it is essentially never reversed. It may go quicker or slower, or 
reverse for a short while. But over virtually any ten-year period, it always gets worse.

The third point is that polarisation is extreme. In 1907 according to Pritchett, the ratio 
of the poorest to the richest country in GDM per capital was 7 times. By 1997 it was 
132 times. The inequality ratio for the whole world is now three times greater than the 
gap between the poorest and richest countries in 1907. The ratio of GDP per capita of 
the rich countries to that of key, large countries such as India is now of the order of 
40:1. To put this another way, the output of one worker in the rich countries 
exchanges against the output of forty Indian workers.

A nettle by any other name
What is most interesting is that the same thing has gone by so many different names. 
In the 19th C rich and poor countries were called ‘Civilised and Barbarous’; in the 
early 29th, Imperialist and Colonial and semi-colonial; from the forties onwards, 
developed and underdeveloped, after Mao’s famous speech, the first and the third 
world. Then in the 1970s we had dominant and dependent, then North and South, in 
the IMF’s language advanced and non-advanced and now guess what? With 
Huntingdon’s ‘Clash of civilisations’ we are back to Civilised and Barbarous. When 
the same object is called by so many different names this tells us two things: one, it is 
mighty persistent, and two, people are trying to avoid it.

Market breakdown
We now turn to the difficulties which the equilibrium paradigm faces, when 
attempting to explain divergence on this scale and with this persistence.

In general it should be noted that any persistent divergence is problematic for any 
equilibrium theory, since the premise of any such approach is that divergence does not 
happen. Inequality may exist as a consequence of historically-given endowments, but 
it should not grow. This becomes doubly problematic if divergence undermines the 
conditions for the existence of the market, since this leads to the conclusion that the 
market is an unsustainable institution.

World inequality is only one of several such phenomena, all of which remain 
unexplained by orthodox theory. I refer to these by the generic term ‘market 
breakdown’. They include

(1) long phases of declining average profit rates and slow growth, one of which 
we are still in now

080301-IEA-Freeman.doc Page 4 of 9 02/03/2008 17:34



(2) regular, cyclic crisis, which is back on everybody’s lips at the moment.

Market breakdown is not the same as the ‘market failure’, the term economics 
reserves for situations where the market cannot function 'properly' – for example in 
because competition is inadequate, because of asymmetric information, and so on. 
Market failure is a consequence of the market not operating. Market breakdown is 
when the market does operate, but produces the 'wrong' results – in particular, results 
which impede its own functioning.

Market breakdown (if it exists, which this paper argues is the case) is thus a failure 
which the market does all by itself. 

The possibility of market breakdown is, I think, an unpleasant one for the funders of 
economic research to contemplate, and, I think, economic theory has in in 
consequence been shaped by a quasi-unconscious selection process, weeding out 
those theories from which market breakdown can be deduced.

The doctrine of equilibrium is, I think, the evolutionary outcome of this selection 
process. What is equilibrium? First off, it is not so much a single theory as a 
'paradigm' – a method of reasoning which applies to a variety of theories. Virtually 
every theory, within economics, has an equilibrium variant and a 'temporal' or non-
equilibrium variant. 

For example, marginalism itself was originally, in the hands of the Austrians, a 
temporal theory and was supplanted, to its eternal discontent, by Walrasian general 
equilibrium. Keynes' original theory is unashamedly temporal but was supplanted by 
Hicksian ISLM analysis. Marx's own analysis2 was originally unashamedly temporal 
and was replaced by a modern equilibrium interpretation proposed by Bortkiwicz and 
subsequently transformed into orthodoxy by Sweezy, Morishima, and Steedman. 
Even within econometrics itself, early in its evolution, Haavelmo's process theory was 
supplanted by simultaneous equation theory and it is only very recently that a long-
overdue interest in time-driven process has been re-introduced. It goes without saying 
that trade theory is, needless to say, dominated by equilibrium thinking.3 

The starting point of an equilibrium analysis is to introduce, as a theoretical 
presupposition which is embedded in the method (and cannot subsequently be 
removed) the requirement to identify an equilibrium state in which no further forces 
(such as imbalances of supply, demand, profit rate, productivity, or wages) can push 
the market out of a theoretical fixed-point state. It is then, always, supposed that the 
market will tend to this fixed state, so that the real world will depart from this state so 
minimally that, for all intents and purposes, we can study this ideal equilibrium 
system instead of any deviations from it.

This idea has not gone uncriticised.4 However I have a specific point to make in this 
article which goes beyond mere criticism. This point is that this theoretical limitation 
– which might otherwise be no more than an issue of style or finesse – leads to 

2 See Freeman et al (2004)

3 For a more detailed discussion see Freeman (2007).

4 Such critiques, re-enforcing the point that equilibrium is a paradigmatic method, and not a specific 
theory, range across the spectrum of schools of thought. Thus for a general critique see,Ackerman 
et al 2004, from a Walrasian standpoint Bridel 1997, from a Post-Keynesian standpoint Davidson 
1991, from a standpoint informed by Schumpeter Louca 1997, and from an Austrian standpoint 
O'Driscoll et al 1996, for a critique from within Marxism Kliman (2007) and for a comparison of 
Post-Keynesian, Marxist and Austrian critiques see Prychitko 1998.
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practical conclusions, because it it deprives economics of the explanation of a 
phenomenon. Moreover this is no minor phenomenon. It spans the whole of modern 
history and affects virtually everyone in the world. In such a situation, a radical 
rethink is required if the study of world capitalist development is to get back onto a 
track which puts it in some at least transient relation to reality.

In fact, in the economic interrelations between nations it is empirically clear that 
equilibrium does not happen. Actually, the market – particularly the market in capital 
– produces forces that push the most important determinants of economic behaviour 
(rates of profit, wages, producivity, prices, etc) away from each other rather than 
towards each other. This is what produces inequality. But since the equilibrium 
approach must suppose, and cannot but suppose, that such divergence cannot happen, 
it is logically incapable of deducing this divergence from its assumptions about the 
market. The theory literally cannot predict divergence, because divergence has been 
excluded as a premise of the theory. It cannot, in short, predict market breakdown 
since it has begun from the assumption that the market is perfect.

Exogenous and endogenous cause in economic theory
The logical impossibility of market breakdown, within equilibrium theory, creates a 
mindset. Since the theory cannot derive those phenomena which arise endogenously 
from within the market, it becomes unthinkable (literally) that the market might cause 
them. An exogenous cause therefore has to be sought. If the market is never to blame 
for its own problems, then unexpected behaviour cannot be other than the outcome of 
an external factor: bad governance, poor monetary policies, overregulation (or newly 
popular, underregulation), terrorism, historical backwardness, Islam, Communism, 
culture, history – the list is not just testimony to the eternal intellectual creativity of 
the human spirit, but a source of employment to many.

Can the equilibrium variant of a theory recover from this problem? Can it be 
'modified' or 'corrected'; in the same way that, for example, Ptolemaic astronomy 
'corrected' for the supposition that the earth was the centre of the cosmos by adding 
epicycles, eccentrics, and other mathematical curiousities to explain the perplexing 
and perverse planetary movements such as precession.

My answer is no. Equilibrium is a theory from which market breakdown cannot 
logically be deduced. I offer two proofs: one, which is beyond the scope of this paper 
but has been offered elsewhere5 is mathematical. The other is, in my view, equally 
robust and based on evidence. If such a theory could have been produced, given the 
great intelligence and intellectual productivity of the community of economists, 
including persons such as von Neumann for whom the fundamental problems of 
Quantum Mechanics presented (apparently) a minor intellectual challenge, then 
somebody by now would have invented it.6

I think economics is in fact a state of denial – it has fashioned a theory which permits 
no other mode of thought. Let me explain. The economist who adopts an equilibrium 
method, we should recall, begins by assuming the market reproduces itself perfectly. 
Even when change is permitted, as in the theory of growth, we find this has to take 
place in unchanging proportions, which is simply another kind of perfect 
reproduction.

5 See Freeman (1995)

6 See Reinert and Jomo K.S. (2007) for a discussion including an assessment of alternatives outside 
the mainstream which have attempted to grapple with the problem.
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It should be reiterated that the economist does not assume change never happens: 
what happens is that s/he is driven to assume the cause of change is external. Our eyes 
– or rather the equilibrium economist's eyes – are simply on the wrong ball. She or he 
looks outside the market for a million and one grand causes (skills, governance, 
history, culture) which in fact lie inside it, in the simple dynamics of capital 
movement as it interacts with geographically dispersed productivity differentials 
organised by territorial states .

What the Factor-Price Theorem really shows
The Factor-Price Theorem, for me as an economist originally trained as a 
mathematician, is deeply useful for reasons not grasped by its proponents. Actually, it 
is a mathematically precise demonstration that equilibrium cannot be right: that the 
market cannot possibly function according to the suppositions of the theorem. It 
logically proves my thesis: it is impossible to show, under equilibrium assumptions, 
how an unconstrained capitalist market can produce any other outcome than 
convergence on hypothetical and non-existent fixed point. Unfortunately, few if any 
draw this conclusion. Instead, economists – and others – are drawn to the only 
possible alternative explanation for inequality, namely a failure of the peoples thus 
impoverished. These peoples are held to blame for their own deprivation – the root of 
the all-pervasive idea of ‘backwardness’.

Is there an economic mechanism of backwardness?
What about Marx, whose tradition is generally associated with a critical attitude to 
world development? One of the ironies of modern theory is that, regardless of the 
many and insightful accounts coming from Marxist political, historical or sociological 
theory, 'Marxist' economic theory has, by and large, drawn a blank. Thirty years ago 
Dependency theory, and theorists of unequal exchange, reached a point where at least 
the phenomenon itself was being grappled with. However their economic accounts 
fell, in my opinion, on one of two hurdles:

(1) either they were explicitly cast in the modern, Bortkiewicz-Sraffa equilibrium 
interpretation of Marx. In this case, as many Marxists were quick to point out, 
the theory of 'unequal exchange' simply doesn't logically work – it cannot be 
squared with the Sraffian deduction of  values and prices, since this deduction 
itself proceeds from the mathematical assumption of an equal profit rate and a 
single wage.

(2) Those standpoints such as World Systems Theory bold enough to offersome 
form of critique, however, implicit or concealed, suffered the familiar fate of 
the economically heterodox, of being denounced as 'improper' representatives 
of the theory that inspired them. They were labelled as 'neo-Marxists', 'krypto-
Marxists' or simply non-Marxists, by which what was really meant is that their 
theories did not conform to the standard, Sraffian-Analytical, interpretation of 
Marx. 

What is unfortunately lost in this somewhat byzantine exchange is Marx’s own 
theory. Does Marx's own account make it possible to explain national differences in 
income?

It is noteworthy that Marx never states that profit rates actually equalise. To the 
contrary, differences in profit rates or surplus profits are the  motor of capitalist 
dynamics. He sets out where these differences arise, in chapter 8 of volume III and in 
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the unpublished ‘Chapter 6’ of Volume I otherwise known as the Resultate, which is 
published in the Penguin edition of this work. 

Marx explains that in his view, value is never identical between producers but is an 
average of the use-values produced, divided by the labour expended by the global 
labourer. Many producers, with many productivities, coexist at any time. Since they 
all sell their product for a single price, the most productive – the ones with the lowest 
costs – make more profit, or to put it in value terms, value that is produced by the less 
productive is appropriated by the more productive.

Of course, this is in continuous motion. As average productivity rises, producers exit, 
bankrupt or dead, from the bottom, and new, more productive ones come in at the top. 
The point, is that this does not abolish the differential profit, as equilibrium theory 
must suppose. As fast as poor producers leave, more rich producers arrive, just like a 
waterfall which plunges into a chasm but is continuously filled from upstream,

Moreover, these differential profits become concentrated because there is a ‘positive 
feedback’ mechanism. It concentrates geographically. Since the producers in the high-
productivity countries are making higher profits, they plough them back into 
innovation and keep their lead. In the low productivity countries, the only way to 
compete is to cut wages – which is what happens. The exchange rate drifts downward, 
expressing the fact that the labour of 10, 20 and 40 workers in a low productivity 
country is exchanged by the market against the labour of 1 worker in the high 
productivity countries. On the one hand, therefore, the price of domestic products falls 
leading to rising ‘purchasing power parity’. But this does not deal with the 
fundamental problem of growth. To the contrary, the price of technology which is a 
quasi-monopoly of the high productivity countries, in effect costs 10, 20, 40 times 
more than what the labour of the poor country can contribute in order to obtain it.

What is a sufficient basis for an adequate theory?
From what is written above, it may be supposed that my purpose is to justify a 
particular, Marxist account of world inequality. Actually, it is not. In mathematical 
terms, what I have attempted to provide above is an 'existence' proof for an adequate 
theory. I have attempted to show (in somewhat less detail than I have offered 
elsewhere) that, without any modification to an existing theory, an adequate 
explanation of persistent national equality can be deduced. This theory happens to be 
Marx's, because I am familiar with it. Writers such as Reinert and Jomo K.S. have 
suggested others. My view is actually relatively ecumenical. I think that probably, the 
minimum sufficient basis for an economic explanation of the observed facts is a 
theory that accepts the following

(1) the state of the economy is determined temporally and neither converges to, 
nor is approximated by, equilibrium, at least as regards trade between 
capitalistically-organised national systems accompanied by a market in capital

(2) investment in production raises productivity

(3) surplus or additional profit arises from productivity differentials

(4) the national state – at least the advanced capitalist nation-state – acts to retain 
this surplus profit, or a part of it significant enough to maintain investment in 
productivity-raising enterprise.

This is my minimum 'hitlist' although other conditions may be necessary. I suspect it 
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is also necessary that the state should act in a 'minimally redistributive' manner to 
keep wage differentials within its territorial boundaries within limits that maintain the 
governability of the country.
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