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More on The Falling Rate of Profit

(From Chapter 13 of my book Marxian Political Economy (Tulika Pubishers))

We had noted last time that the law of the tendency for the rate of profit to
decline must be distinguished from other forces that may cause the rate of profit to
fall. In particular, a temporary rise in wages brought about by a sharp increase in the
rate of accumulation is one important source of such a (transitory) decline in the rate
of profit. Marx examines this case at some length in Volume | of Capital. He points
out that under certain conditions, ". . .the scale of accumulation may be suddenly
extended . ...the demand for labourers may exceed the supply, and, therefore, wages
may rise." But while this may lead to a decline in the rate of profit, such a decline will
be a rather temporary phenomenon. For accumulation will slacken as soon as
profitability is seriously threatened. What is more, the capitalists facing higher wages,
will resort to mechanization and other labour-saving devices. Both these
developments serve to push wages down and restore the rate of profit. "The
mechanisms of the process of capitalist production removes the very obstacles that
it temporarily creates. The price of labour falls again to a level corresponding with
the needs of the self-expansion of capital." Clearly Marx is here dealing with 'the
short run' and not with a fundamental law or tendencv of capitalist production. The
tenor of his discussion suggests that the process (of a temporary decline in the rate
of profit) is self correcting, and rather quickly at that. The decline in the profit rate
associated with a spurt in wages brought about by a momentarily high rate of
accumulation can spell the end of the upswing phase of a short term business cycle,
but certainly does not represent an economic crisis of capitalism. The tendency for
the rate of profit to decline, on account of the growth in the organic composition of
capital, not sufficiently compensated by the growth of labour productivity, is however,
an altogether different matter. Such a tendency to decline expresses a
fundamental contradiction inherent in the capitalist development of productive
forces.

How does this 'law' of the tendency for the rate of profit to fall operate? Many
have interpreted the law to mean a "secular decline" of' the rate of profit. That is to
say, the rate of profit would show a gradual and continuous decline over historical
time. On the basis of such an interpretation, attempts have been made to verify or to
'disprove' the law empirically by computing rate of profit on capital at various points
in time over a sufficiently long period. Apart from the validity or other wise of such an
interpretation of the law, the pitfalls involved in computing from business data
something closely resembling the Marxian conception of the average rate of profit
on social capital as a whole are many. This fact in itself would suggest that one has
to be extremely wary of treating the results of such excercises as 'proof' or otherwise
of the law. More importantly, however, the interpretation itself seems questionable. A
careful reading of Marx's discussion of the law suggests rather that the tendency for
the rate of profit to decline expresses itself in and is in turn stemmed and reversed
through periodic economic crises. The picture that suggests itself may be roughly
outlined as follows.

When a process of long term capitalist expansion has been in progress for
some time, productive forces are developing rapidly, through re-mechanisation that
is, increasing organic composition of capital. The investments in new and rnore
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"capital intensive" methods of production required for this process are made by
capitalists for at least three reasons: (i) Capitalist competition necessitates it; (ii)
With gradual depletion of the initially large reserve army of labour, wages begin to
rise, thus inducing capitalists to mechanise. (iii) The conditions of realization of
surplus value - that is of selling commodities produced at or around their prices of
production - are favourable, and are expected by the capitalist class to remain so.
But sooner or later, the investments that capitalists are compelled to make on
account of the above forces do not yield a commensurate increase in the
productivity of labour. After all, technological changes under capitalism are not
socially planned, but are the products of disparate individual decisions of the
capitalists. As such, there is no guarantee at all that the overall increase in
productivity of social labour will be such as to render the investments expended in
bringing about the technological changes profitable. On the contrary, as noted above,
there generally occurs a point in the phase of long-term capitalist expansion when
the rate of profit tends to drop due to an insufficient increase of productivity.

This very decline of the rate of profit would lead toreduction in fresh
investment and to some losses on already committed investments. The competition
among capitalists would intensify, as Marx points out:

“So long as things go well, competition effects an operating fraternity of the
capitalist class ... so that each shares in the common loot in proportion to the size of
his respective investment. But as soon as it no longer is a question of sharing profits,
but of sharing losses, everyone tries to reduce his own share to a minimum and to
shove it off upon another.”

How is this conflict settled, and how are conditions of 'normal’ capitalist
operation (that is, an adequate rate of profit) restored? With the onset of a crisis, a
number of developments take place which restore normalcy: many existing
establishments close down, so that a certain part of social capital ceases to function
as such. The idle capital loses its value, partly through physical depreciation, but
largely through being rendered idle and hence not yielding profit. Capital which is not
physical means of production but is simply prospective in the form claims on profit
(promissory notes on expected production and so on ) loses a great deal of its value
as soon as the general rate of profit (and hence the expected rate of profit) declines.

Prices begin to decline, and rather steeply in many instances, so that the value
of commodity capital in society as a whole also declines sharply. 'With declining
prices of commodities, the elements of fixed and circulating capital decline in value.
The disturbance of the normal price relations on account of the onset of crisis
interferes with and halts the process of reproduction of capital. Capitalists who are
unable to recover their invested capital because of the decline in prices of the
commodities that they sell obviously cannot reconvert their capital into means of
production on the same scale as before. Further, their existing capital, emhodied in
various means of production, also lose a good deal of their value. As many
capitalists find themselves unable to repay their debts, a chain of bankruptcies
follows. The credit system collapses. Meanwhile, the decline in capital values and
the wave of bankruptcies would lead to thousands and thousands of workers being
laid off.
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The net effect of all this would be to reduce the total value of capital stock, to
make urgent (after the crisis had been in operation for some time) the replacement
of means of production, and to reduce wages. The rate of profit would thus be raised
and even restored to its pre-crisis level. In effect," ...stagnation of production would
have prepared-within capitalistic limits-a subsequent expansion of production"”.

It is thus quite clear that (a) Marx views the tendency for the rate of profit to
fall as a source of capitalist economic crises, and (b) He sees the crises themselves
as the means by which the profit rate is restored and renewed capitalist expansion is
made possible.
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