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The Falling Rate of Profit

I The Falling Rate of Profit: 1883-1918

There is a simple justification for beginning a chapter on modern problems
with an account of earlier developments. Almost all the central issues in the
theory of the falling rate of profit had been raised, and not a few also
resolved, before 1945. Apparently unknown to most of the participants,
many post-war controversies thus involved little more than a reworking of
debates which had taken place in previous decades.! Two central questions
can be detected in the early literature, both with a bearing on recent
contentions. First, is the theory logically valid, yielding a determinate
prediction concerning the long-run tendency of the rate of profit? Second,
does it provide a basis (or even the basis) for a coherent Marxian theory of
crisis? Two further questions — has the profit rate actually declined, and if so,
why? — were somewhat neglected.

Marx wrote at length on the general rate of profit in Part III of the third
volume of Capital. His argument’can be expressed in simple algebra. The
economy-wide organic composition of capital can be written as k = ¢/v, the
ratio between aggregate constant and aggregate variable capital; the rate of
exploitation is e = s/v, the ratio of total surplus value to total variable
capital. The profit rate is r = s/(¢ + v). Dividing both sides of this fraction
by v, and making the appropriate substitutions, we have r = ¢/(k + 1). The
rate of profit thus increases as e rises, and falls with increases in k. In a
nutshell, Marx argues that in the ‘modern industry’ or ‘machinofacture’
stage of capitalist development & tends to increase more rapidly than any rise
in e. Despite the operation of several ‘counter-acting tendencies’, the rate of
profit must eventually decline. This is associated — precisely how, Marx is
unclear — with a tendency for cyclical crises to become more severe.?

There were good reasons why Marx published his theory of the falling rate
of profit along with his analysis of the transformation of labour values into
prices of production, since the general profit rate is determined simultan-
eously with prices of production (see Chapters 12-14 below). But even

128



The Falling Rate of Profit 129

before the appearance of volume IIT in 1894, the theory was proving
controversial. One of the entrants in the ‘Prize Essay Competition’, George
C. Stiebeling, incurred the wrath of Engels by suggesting that higher organic
compositions were associated with higher rates of exploitation, so that the
rate of profit might remain constant as the organic composition rose.
Stiebeling cited cross-sectional data from the US industrial census in
support of his argument, but the faults in his analysis were very serious.’

Less easily brushed aside were the arguments, published independently in
1899, of Benedetto Croce and Mikhail Tugan-Baranovsky. Croce, writing in
Ttalian, pointed out that technical progress entailed an increase in the
productivity of labour and hence a ceteris paribus reduction in the value
of constant capital. This, he asserted, would produce an increasing, not a
decreasing, rate of profit. Tugan-Baranovsky’s argument was similar,
stressing the effects of technical change both in cheapening the elements
of constant capital and in raising the rate of exploitation. But whereas Croce
had left open the implications of a rising profit rate, Tugan concluded both
that one limb of Marx’s crisis theory was invalid and that the Marxian
theory of exploitation itself had been destroyed.* If the profit rate did in fact
fall, it would be for reasons other than those relied upon by Marx, such as
the growth of real wages, cuts in the length of the working day, an increase
in rent, or a rise in the burden of taxation on profits.’ Tugan’s critique,
however, leaves a lot to be desired. His numerical examples are extremely
difficult to follow, since he repeatedly confuses physical quantities and value
magnitudes, and there is no general, algebraic treatment of the problem. His
assumption of an equal organic composition of capital in the different
departments also means that his analysis is logically confined to a one-sector
economy. And, as Ladislaus von Bortkiewicz soon noted, Tugan had not
disproved any connection between the organic composition and the profit
rate; he had merely shown that Marx’s argument concerning this connection
was invalid.®

However, Bortkiewicz himself agreed with Tugan’s conclusions, which he
tried to establish rigorously. Innovations involving the mechanisation of
processes previously carried out by hand will only be used by capitalists,
Bortkiewicz argued, if they raise the general rate of profit. Marx’s error was
to make his capitalists calculate in values rather than prices. Improvements
in existing processes of production will again be introduced only if the profit
rate rises. A falling rate of profit requires a decline in productivity in at least
_ one sector, or an increase in real wages (which is not what Marx argued).
. According to Bortkiewicz, Marx had concluded otherwise because he
" neglected the impact of productivity growth on the rate of exploitation.7

It was to be many years before any Marxist came to grips with
Bortkiewicz’s intricate mathematical model. Tugan’s argument, however,
was much more accessible although, somewhat suprisingly, the German
revisionists made nothing of it, and it was the more orthodox who alone
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responded. In an early review of Tugan’s first book, Karl Kautsky defended
Marx on the grounds that he had already allowed for the effects of
productivity growth on the organic composition of capital. Tugan’s numer-
ical example was valid, Kautsky claimed, only in the special case where the
value of constant capital did not exceed that of variable capital. In any case,
Tugan was guilty of a fallacy of composition: innovations might be
profitable for an individual capitalist and yet reduce the rate of profit for
capitalists as a whole. Though he was quick to defend Marx’s analysis,
however, Kautsky’s theory of crisis was underconsumptionist and quite
independent of any tendency for the rate of profit to decline.® In this
Kautsky was typical of his Marxian contemporaries. Even Louis Boudin,
who stressed the retarding effect of a declining profit rate on the pace of
capital accumulation, took a similar line.’ The falling rate of profit formed
only a subsidiary element in Rudolf Hilferding’s explanation of crises, '’
while Rosa Luxemburg’s rather cryptic comments in her Accumulation of
Capital were accompanied by a numerical example of expanded reproduc-
tion in which the rate of profit was deliberately held constant. In her
Antikritik Luxemburg was scornful of a reviewer’s suggestion that the
falling rate of profit would lead to the breakdown of capitalism:

One is not too sure exactly how the dear man envisages this — whether the
capitalist class will at a certain point commit suicide in despair at the low
rate of profit, or whether it will somehow declare that business is so bad
that it is simply not worth the trouble, whereupon it will hand the key over
to the proletariat? However that may be this comfort is unfortunately
dispelled by a single sentence by Marx, namely the statement that ‘large
capitals will compensate for the fall in the rate of profit by mass
production’. Thus there is still some time to pass before capitalism
colla}II)ses because of the falling rate of profit, roughly until the sun burns
out. :

In fact the Russian mathematician Georg von Charasoff had already
answered Luxemburg’s rhetorical question in his System of Marxism,
published in 1910. He pointed out that the profit rate sets a maximum
limit to the rate of capital accumulation. If workers spend their entire
incomes, all saving is done by capitalists and it is easy to show that the rate
of accumulation is the product of (i) the capitalist’s savings propensity and
(ii) the rate of profit. In modern notation g = s..r, where g is the ratio
between savings (assumed equal to investment) and capital; s, is the ratio of
savings to profits; and r, the rate of profit, is the ratio of profits to capital
(see Chapter 15 below). Charasoff argued that s, tended towards unity, so
that any decline in the profit rate entailed a declining rate of accumulation.
And he linked the falling rate of profit directly to the explanation of cyclical
crises via Marx’s analysis of the overproduction of capital.'? Charasoff
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seems also to have been the first since Marx to recognise that any increase in
the organic composition of capital would reduce the maximum rate of profit:
if wages are zero, r = s/c which is the inverse of the ratio of dead to living
labour.!? .

Despite all this Charasoff was a forceful critic of Marx’s law, amplifying
Tugan-Baranovsky’s objections and adding several of his own. He argued
that the equilibrium profit rate was not equal to s/(c + v); that capitalists
would not adopt innovations which reduced the profit rate; and that even
technical changes which increased the organic composition in department I
could cheapen the elements of constant capital by enough to reduce the
organic composition in department II and increase the production of surplus
value in both departments. The profit rate would fall only if Ricardian
diminishing returns set in, or if real wages rose. Charasoff concluded that
Marx’s theory of the falling rate of profit is ‘no law . . . but a plain error . . .
according to the law of a capitalist economy, the profit rate can never fall’.'*
These weaknesses in the theory were sufficient to destroy the scientific
pretensions of Marxian political economy as a whole.!> Apart from a brief
and dismissive review by Otto Bauer,'® however, little attention was paid to
Charasoff’s book. The absence of any analysis of the falling rate of profit in
the writings of the orthodox Russian Marxists (Plekhanov, Lenin, Bukharin
and Trotsky) suggests that they took much the same view of the matter as
Rosa Luxemburg.

Thus by 1918 it was a standard criticism of the falling rate of profit theory
that Marx had underestimated the effects of technical progress on the
productivity of labour; that these effects tended to reduce the value of
constant capital and to increase the rate of exploitation; and that the rate of
profit would not fall, but was likely to rise, as a result of technical change.
Orthodox Marxists hedged, as indeed had Marx himself. Most, however,
denied that the counter-acting tendencies would be sufficient, in the long
run, to prevent the profit rate from falling, and few had any truck with the
notion that technical change would actually increase the rate of profit. None
saw the falling rate of profit theory as a very important part of Marxian
crisis theory, nor (apart from Stiebeling) made any reference whatsoever to
empirical evidence.

II 191845

This second period saw the arguments of the critics considerably strength-
ened, with the work first of Natalie Moszkowska and then of the remarkable
Japanese economist Kei Shibata. Paradoxically, it was also a time in which
some Marxists began to use the falling rate of profit theory to explain
economic crises. Both developments, however, took place very largely on the
fringes of international Marxism. Orthodox Social Democrats such as
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Kautsky and Hilferding paid no further attention to these debates, and this
neglect was paralleled in communist economics. After 1945 the falling rate of
profit would increasingly be seen as the analytical basis for Lenin’s concept
of capitalist ‘overripeness’, which he invoked to account for the export of
capital, growing imperialist rivalry and war. But Lenin’s Imperialism is
profoundly ambiguous on this question, and the overwhelming majority of
Leninist (and later Stalinist) writers between the wars interpreted him as an
underconsumptionist. Thus in 1935 the Comintern’s leading theorist, Eugen
Varga, treated the tendency for the profit rate to fall as an incidental
consequence of the rising organic composition of capital, the principal effect
of which was to reduce working-class purchasing power by lowering the
employment of variable capital. That the organic composition would rise,
and the rate of profit fall, was, however, taken for granted.17

The connection with crises was first emphasised by the German academic
Erich Preiser, for whom the falling rate of profit was the basis of Marxian
crisis theory, explaining both the overproduction of commodities and the
intensity of the competitive struggle. Preiser rejected previous interpretations
of Marx as an underconsumptionist or a disproportionality theorist. This, he
claimed, involved a methodological error, since ‘nowhere are the parallels
with the Hegelian philosophy of history clearer than in the law of the falling
rate of profit’.!® This point was taken up five years later by Henryk
Grossmann who argued that, in order to be consistent with Marx’s
materialist conception of history, the economic contradictions of capitalism
must be traced back to the production of surplus value rather than to its
realisation. Grossmann derived from Marx’s law both a theory of cyclical
fluctuations and, more dramatically, a prediction of economic breakdown:
surplus value declines in relation to the capital employed, and this eventually
makes it impossible for capitalists both to maintain the pace of accumula-
tion and to sustain their own consumption expenditures.'® Grossmann, an
independent Marxist associated with the Frankfurt School, was severely
criticised from all quarters for neglecting the impact of technological change
on labour productivity and for assuming that capitalists would continue to
accumulate irrespective of the effect on their profits.?° Even if his analysis
had been correct, the Social Democrat Hans Neisser concluded, Grossmann
would still have failed to establish a link between the falling rate of profit
and the onset of economic crisis. Accumulation might continue, even with a
decreasing profit rate, so long as it remained positive; and successful
capitalists, who were increasing their profitability at the expense of their
rivals, would certainly continue to expand their own productive capacity.?!

The first really plausible account of the connection between the trade cycle
and the falling rate of profit came, in 1936, from the Austrian Social
Democrat Otto Bauer, by then an exile in Czechoslovakia. Bauer’s start-
ing-point was an economy in the trough of the cycle, which receives an
(unexplained) exogenous stimulus. The degree of capacity utilisation will






