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ABSTRACT
TEE "LAW OF THE FALLING TENDENCY OF THE RATE OF
PROFIT": IT3 PLACE IN THE MARXTAN THEORETICAL
SYSTEM AND RELEVANCE TO THE U.S. ECONOIMY
by
Shane Mage

The concept of a falling rate of profit pcecupies
a crucial position in Marx's theory of economié develop-
ment: it is, he declared, the economic mechanism whereby
capitalism ultimately blocks its own growth and thus proves
that it must give way to a higher social order.

This "law" has in the past been criticized on two
main grounds: It was alleged that MNarx's theoretical
derivation of a falling tendency of the rate of profif
from a rising tendency of the "organic composition of
capital® (the capital-labor ratio) fails to show why the
ruate of profit cannot permanently be maintained through a
rising tendency of the "rate of exploitation" (the relative
share of the national income going to capital) and why the
organic composition of capital should itself tend to
inerease. It was argued, moreover, that the predictions of
a falling rate of profit, and especially of & rising
organic composition of capital, as formulated by Marx, have
not been vorne out by empifical data from the U.S. economye

The present study tests Marx's "law" both on

theoretical and empirical groundse



The theoretical discussion involves stating or
restating the basic categories of Marx'!s system in a way
which establishes both their coherence with each other and
their identifiability to empirically knowable economic
magnitudes, This aﬁélysis involveg examination ofs: (a)
Marx's implicit and explicit treatment of certain contrc-
versial but vital questions, such as the predicted
historical tendency of the real wage and the definition and
treatment of "unproductive" labor; (b) Similarities and
diffsrences between Marxian and non-Marxian treatments of
the central topic; (c¢) The inter;felationships among the
various sections of the Marxian systemns |

Tt is argued in conclusion that the "aw of the
falling tendency of the rate of profit" has theoretical
validity both as a vital part of Marx's model of economic
development under capi®alism and as a loglcally correct
and necessery deduction from the basic premises of the
Marxian systems.

The empirical test of the "law" covered the U.S.
non-farm private business economy for the period 1900-1960.
All computations were made twice, on the basis of two
different systems of measurement: (a) Capital stock and
capital consumption expressed for each year in current
dollars through deflation of original cost; (b) Capital

stock and capital consumption expressed throughout in



terms of the basic quantitative unit of the Marxian system,
the hour of "socially necessary labor."

The data indicate that the Marxian rate of profit
for the U.S., whether calculated on a labor-unit or
current-dollar basis, has fallen drastically over the past
sixty years, and that the organic composition of capital
has simuitaneously increased, though not in as large a
way. A% the same time these data indicate another major
tendency which Marx did not predict and which contradicts
his anticipationss a substantial long-term decline in the
rate of exploitation, sufficiently pronounced to account
for two-thirds of the observed fall in the Marxian rate
of profit.

Nevertheless, despite the invalidation of certain
ma jor Marxian predictions, Marx is confirmed on the issues
he regardsd as decisive: the rising tendency of the
organic composition of capital and the falling tendency

of the rate of profit,
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GIOSSARY OF TERMS AND RELATTIONSHTPS

Value: The value of the product of a capitalistic

economy is a term uged by Marx in two senses; net value

and gross value.

ao) Net Value (¥): The net value of the annual

product is determined by the input of productive labor

required for its production, defined quantitatively as the
number of hours worked by production and production-
related workers. The flow of net value is identical to the

sum of the following two flows:

- Variable Capital (v): the wage-cost of

production and production-related labor input.

- Surplus-value (g): total non-labor fachtor net

incomeo

Y =v+s

bo) Gross Value (P): Tne gross value ST the

annual product is the sum of its net value plus an

additional flow:

- Constant Capital (c): the sum of overhead costs

(exclusive of property compensation) and capital con-
sumptione. (¥.B. Despite its appelation, this must always
be recognized as a flow.)

P=Y+c

Monetary flows can be converted into value flows
through the implicit value-content of the price unit given

by the ratio of the net velue (Y) to the money net income



of productive laborers and proprietors of other factors

of production.

Capital Stock (C): Capital is the value, net of

depreciation, of the stock of privately owned productive
resources used by capitalistic enterprises.

Productivity of Labors Like value, labor-

productivity has both a gross and a net sense:

a.) Gross Productivity: Gross labor-pfggﬁétivity

is given by total real output per unit of productive-
labor input.

b.) Net Productivity of Labor (17 ): The net

preductivity of labor is the ratio of the real income of
productive laborers and proprietors of othef facfors of
production to productive-labor input. The net prpducti'
of labor is equal to its gross productivity multiplied by
the ratio of net value to gross value.

Organic Composition of Capital (Q): The organic

composition of capital signifies capital per worker = 1l.6.,

the ratio between the capital stock and productive-labor

input. @Q = % The numerical value of this quantity depends

on the time period over which the flow Y is measured, and
can be thought of as the number of production-periods em-
bodied in the capital stocke. This ratio, which is expressed
in units of labor-value, ultimately, 2ccording to Marx, re-
flects the technologically determined ratio of real capital
(in "physical units) to labor input (which latter ratio is

termed by Marx the "technical composition of capital.")
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Rate of Surplus-Value (s'): The rate of surplus-

value is the ratio between the flows surplus-value and

variable capital. s!' = £ This ratio is determined by
v

the ratio of the net productivity of labor to the real wage,
§$1 ( =1+ % = 1+st). Civen the total number off hours of
productive laebor performed, the rate of surplus-value de-

termines the quantity of surplus-value ¢ s =Y -V =Y - ET
S

"'Y (n'
- 1 =Y (=)
1t =v 1+s!

The Rate of Profit (p'): The Marxian rate of

profit is the average net rate of return on investment in
capitalistic enterprises; the ratio of surplus-value to the

capital stocke p' — This rate is determined by the

8
C
relationship between the rate of surplus-value and the

-

organic composition of capital:

s!
§_~Yﬁ+s')m s!
c~— IQ — Q{l+s?)

Falling Tendency of the Rate of Profit: The incre-

mental rate of profit, %%, (equivalent to the marginal
efficiency of investment,) is the increase in aggregate
property income per additional unit of net investment. Marx
contends that all net investment tends to augment capital
per man. If the rate of surplus-value 1is fixed (leee, if
productivity and the real wage change in the same proportion)
the accumulation of capital must therefore produce a falling

rate of profit, since SR' — _ 8!

@ - Q (1+st¥)

[o]]




INTRODUCTICN

The orthodox economiste have been much
preoccupied with elegant elaborations

of minor problems, which dlstract the
attentlion of their puplls from the
unsongenial realities of the modern
world, and the development of abstract
argument has run far ahead of any
pogsihliilty of empirleal verlification.
Merx's intellectuzal tools arg far cruder,
but his sense of reality 1is far stronger,
and hls argument towers shove thelr in-
tricate conatructions in rough and gloony

grandeurs
Joan Robinson, An Esgay on Marxlan Economlces.

The "law of the falling tendeney of the raie
of profit" occupies a decisive position in the theoretiecal
gtructure developed; primarily in the three volumes of
Capital, by Karl Marxz,

For Marx the crueial character of this "law" is
& consequence of the central proposition of "historlcal
materialism® ~ that every 8ocio—economie system comes
into being in order %o further the development of the
productive foraes, and i8 replaced by a2 different and

higher system cni\‘ when 1t ceases to be able to fulfill

thls task,

Ne soclal order ever disappears before
all the productive forces, for which
there 1s room in 1t, have been developed,

lo Pg 20



and nev higher relations of producticn never
appear before the material conditions of
their existence havi matured in the womb

of the o0ld society.

Marx and Engels characterized their social program
as seientific socialism because it was based, not on a
moral criticism of capitalism, but on what they claimed
to be the actual laws governing capitalist development:

. . . large scale industry, as it develops
more fully, comes into conflict with the
barriers within which the capitalist mode

of production holds it confined. . . . Modern
soclalism is nothing but.the reflex in thought
of this actual conflict.

The falling tendency of the profit-rate, accord-
ing to Marx is the actual economic mechanism whereby a
capitalist economy ultimately blocks 1ts own growth and
thereby proves that it must glve way to a higher order:

The barrier of the capitalist mode of productlon
becomes apparent:

1. In the fact that the development of the
productive power of labor creates in the falling
rate of profit a law which turns into an
antagonism of this mode of production at a
certain point and requires for its defeat
perlodic crises.

o. In the fact that the expansion or con-
traction of production is determined . . . -~
by profit and by the proportion of this

profit to the employed capital, thus by a
definite rate of profit, rather than the
relation of production to social requirements,
i.e., to the requirements of sociaily deve loped
human beings. It is for this reason that the

1. Karl Marx, Critigue of Political Economy (New York,
1904), p. 12.

2. Friedrich Engels, Anti-Dubring (New York, 1939), p. 293.




capitalist mode of production meets with
barrviers at a certain expanded stage of
production which, from the other point of
view, would be altogether 1lnadequate. It
comes to a standstill at a point determined
by the production and realization of profit,
not by the satisfaction of social needs.

. » L] L] . L] ° . g L4 L4 . L] 9 ° . . . L] o . L)

The rate of profit is the motlive power of
capitalist production, and things are pro-
duced only so long as they can be produced
with a profit. Hence the concern of the
English economists over the decline of the
rate of profit. That the bare possibility

of such a thing should worry Ricardo, shows
his profound understanding of the conditions
of capitalist production. The reproach moved
against him, that he is unconcerned about
"human beings" and has an eye solely for the
deve lopment of the productive forces, whatever
the cost in human beings and capital-values -
it 1s precisely that which is the most lm-
portant thing about, him, Development of the
productive forces of soclal labor is the his-
torical task and justification of capital.

Tt 1s precisely in this way that it uncon-
sciously creates the material requirements of
a higher mode of production. What worries
Ricardo is the fact that the rate of prolit,
the stimulating principle of capitalist pro-
duction, the fundamental premise and driving
force of accumulation, should be endangered by
the development of production itself. And
here the quantitative proportion, means every-
thing. There is, indeed, something deeper be-
hind it, of which he is only vagu€ly aware.
Tt is here demonstrated in a purely economic
way, i.e., from the bourgeois point of view,
within the limitations of capitalist under-
standing, from the standpoint of capitalist
production itself, that 1t has a bvarrier,
that it is relative, that it is not an ab-
solute, but only a historical mode of produc-
tion corresponding to a definite and limited
epoch in the development of the material



conditions of production.l

The validity of the "law of the falling tendency
of the rate of profit" is thus a question of the highest
interest for modern economists. The problem with which
Marx was most concerned, the pattern of economic growth
under a capitalist form of social organization, has in
the past generation become the foremost concern of
Western economic theory and practice, and "The Lagging
U.S. Growth Rate™ is at this moment not only a subject
for discussion among academic economists? but even a
commonplace of political oratory.

Ts Marx's law of the falling rate of proflt rele-
vant to our current concerns? An answer to this gquestion
must proceed from both the theoretical and the practical
side. The second part of this study is devoted to a comn-
frontation of Marx's "law" with the data of 20th-Century
U.S. economic development. But before Marx's theory can
be tested by the facts of economic life it must pass a
prior test: 1t must be shown tc be a correct and neces-

sary derivation from the basic premises postulated by

1. Karl Marx, Capital (Chicago, C. Kerr and Company, 1907-
1909), III, 303-305. All subsequent citations of the
English translation of Capital will refer to the Kerr
edition. The translations have sometimes been revised in
minor respects in light of the original text and the recent
English translation of Volumes II and III (Moscow, 1957 and

1959).

2. A symposium with this title was held at the 1961 con-
vention of the American Economic Association.






