
DEPRECIATION AND ITS CONTRIBUTION TO INEQUALITY. 

 

(Note to the reader. Please read the earlier posting The Rate of Profit with Variable Capital Included.) 

 

One of the biggest, yet so far unacknowledged contributors to the growth of inequality has been the 

overstatement of depreciation by corporations and in some cases smaller enterprises. In this article 

we will be examining the evolution of depreciation from the 1950s to the present day to estimate its 

impact on the economy of the United States and its distortion of the rate of profit. 

The value of production as presented by Marx is c+v+s, where 
c stands for constant capital used up (wear and tear) and transferred to the new product 
v stands for variable capital (the money capital used to pay wages) 
s stands for surplus value (the profits, rent, interest and tax of the capitalist class). 
 
C+v+s is equal to Gross Domestic Product (GDP) whereas v+s is equal to Net Domestic Product (NDP). 

There is one difference between c on the one hand and v+s on the other. C is usually referred to as 

past labour, because the machinery, equipment and structures that compose it were produced in 

previous years - that is in the past. V+s on the other hand represent current production, which as we 

are now in 2015, represents all the labour that is to be newly added this year. Accordingly if we seek 

to estimate the value present in all the commodities sold in 2015 we not only have to include all the 

value produced this year, we also have to add in the value that has been produced in the past and 

which is transferred to this year. We therefore need to include the wear and tear of the machinery, 

equipment and structures inherited from the past - depreciation. (We ignore inventory adjustments 

at this time). 

That figure is represented by Gross Domestic Product which is equal to the total of all the prices of all 

the final sales that were concluded in 2015. Total prices of final sales is equal to c+v+s. It follows that 

increasing c in the form of depreciation will raise the level of final prices. Simply put, the higher 

depreciation the higher G.D.P., the greater the difference between G.D.P and N.D.P. 

At first depreciation seems a simple matter. The capitalists set aside a fund for depreciation which 

mirrors the wear and tear of their machines, structures etc. Theoretically at any time, the residual 

value of the machine plus the depreciation accrued so far, should equal the original value of the 

machine. This would be the case were it not for inflation. Due to money becoming increasingly 

worthless, what a machine cost in the past, may not be the same as its future replacement cost.  

The replacement cost will tend to be higher, not in labour time, but in monetary terms. So depreciation 

is forward looking, not backward looking. It is based on what is required to purchase a replacement 

machine in the future. This tends to increase the level of depreciation. Thus the residual value of the 

machine at current cost plus current rates of depreciation equals its future replacement cost. 

However this is not a real problem. It is simply inflation adjusted depreciation. The real problem is the 

treatment of depreciation in the income statement. Depreciation is treated as an ordinary cost 

deductible from profits. So the higher depreciation, the lower profits and the lower profits, the lower 

the basis for taxation. There is thus a propensity for corporations to increase depreciation at the 

expense of profits in order to reduce taxation. This is the nub of the problem. 



This is all quite bizarre. There is no objective reason to link depreciation to or with profits. When a 

machine is produced in a previous period, the profit made is taxed when it is sold. When that same 

machine is put into use and starts to wear out, the resulting depreciation is used to reduce tax. So on 

the one hand the state benefits when the machine is produced, on the other it is forced to hand back 

even more tax when the machine is put into use. 

Bizarre it may be but illogical it is not. To the capitalists, machines appear to produce profits. Therefore 

it follows that the loss of the machine means the loss of future profits or what is the same thing a 

claim to future profits. So what is wearing out is not merely the machine, but its presumed capacity 

to produce profits, which is why depreciation and profits are linked in the mind of the capitalist owners 

of the means of production.  

Let us reinforce this. Imagine if capitalism was based not on wage labour but slavery. In this case the 

worker would not be an employee but an asset. Let us call the slave John and his owner Mr Smiley. 

Mr Smiley would treat John just as he would a machine. He would go down to his local tax office and 

say “I bought John for £10,000 and I expect he will be able to work for ten years. I therefore intend to 

depreciate him at the rate of £1,000 (assuming no inflation in the price of slaves) each year”. The tax 

authorities would have to concede, as John is a depreciating asset. Mr Smiley is thus able to deduct 

John’s depreciation from the profits that John produces, thereby reducing tax. In other words the state 

is now subsidising the purchase of a future slave. And if you want to know why Mr Smiley is called 

Smiley, it is because he knows that when he buys his future replacement slave, despite the state 

subsidy, the next slave will not be shared with the state, he will be owned entirely by Mr Smiley. And 

so it came to pass that an accounting convention grew up that treats depreciation as a deductible 

expense. 

Capitalist accounting however is aware that there is an anomaly. Unlike any other expense, it appears 

on both sides of the ledger, as an expense and as an income. It is the only expense where a corporation 

both charges itself and pays itself back. When a corporation pays an expense, say rent to an outsider, 

it has less cash by the amount of the rent paid. But when a corporation takes the charge for 

depreciation it does not have less cash left. Why? Because depreciation increases the selling price as 

we have seen, so an equivalent amount of money comes in. 

This is a very significant observation. A simple understanding of profits states that profit is the 

difference between the money coming in (sales) and the money going out (purchases and payments). 

It represents surplus money. Anything that reduces this surplus reduces the profit. But as we have 

seen depreciation does not reduce this surplus, but increases it temporarily. Even when it is used to 

buy a replacement machine in the future it does not reduce the cash surplus by more than was 

previously added. 

This means that on balance and over time business cash flow is not reduced and yet profits are 

reduced. There is thus no link between depreciation and profits and therefore depreciation should 

not be used to reduce it. However it is not our task to advise the capitalist class on the principles of 

accounting, merely to note that depreciation linked to profits is open to abuse, which to capitalists is 

always an invitation to participate. And with that we now turn to the actual consequences for the 

economy of inflated depreciation. 

In our first graph we plot the growth of depreciation in the US economy. We note that it increases by 

half relative to Net Domestic Product and in the corporate sector it grows by over three quarters. For 

the economy it has increased on average by 6% of Net Domestic Product or $862 billion and in the 



case of corporations by $750 billion. To put this into perspective, the increase for the economy is 

bigger than either net interest or rents. In fact it is almost as big as both put together. (Table 1.12) 

 

BEA TABLE 1.7.5 for whole economy 
Y0000C1Q027SBEA and A445RC1Q027SBEA for domestic corporate 
 
However it is when we plot the growth of depreciation against corporate profits that its growth is 

really revealed. From being less than half of pre tax profits (adjusted for I.V.A. and C.C.A.) it grows 

three times to nearly 180% in the 1980s and thereafter it only falls below 100% in 2005 and 2006. The 

episodic narrowing and expansion between the two, due to recessions, is not due to depreciation 

fluctuating but rather to profits fluctuating. To even out these peaks and troughs we have included a 

polynomial trend.  It shows the rapid increase in depreciation followed by a gentle decline as pre tax 

profits have increased this century. Nonetheless it still needs to lose 80% to return to its 1950s level 

and that will take decades.   

 

BEA A463RC1Q027SBEA for domestic corporation profits. 
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Conversely, the peaks in the graph above are due to profits falling in recessionary conditions - 1980, 

2000 and 2008. This observation is of the utmost importance as it shows how depreciation preserves 

corporate cash flow during recessionary conditions compensating for the collapse of profits during 

these periods. 

If we graph depreciation against post-tax profits, the difference is more extreme. The graph below 

also underlies the above observation, that depreciation is vital to support corporate cash flow during 

recessions, as the graph shows how much more stable the growth of depreciation is compared to 

profits. This is the more important graph because depreciation and post-tax profits represents the 

gross cash flow for corporations out of which they can invest, pay dividends or simply buy back shares. 

It forms the basis for our analysis in the third posting where we compare it to investment. 

 

 

BEA A463RC1Q027SBEA for post-tax profits. 
 

How do we account for this growth in depreciation to become by far the largest component of 

corporate cash flow? First we will look at the technical conditions that may have influenced its 

explosive growth; the rise in the technical composition of capital, an increase in the tempo of 

innovation and the average life span of the means of production. 

The development of the productivity of labour raises the technical composition of capital. Each worker 

works with more machines, equipment and materials in a much bigger factory. Indeed today some 

factories seem devoid of workers. Hence in relation to the value of current production (value newly 

added) the value of the means of production grows disproportionately. This increase in the value of 

constant capital relative to variable capital is what Marx defined as the value composition of capital.  

If the value composition of capital rises so too should depreciation relative to profits. There is a greater 

value of constant capital to depreciate and comparatively fewer workers producing profits. This 

relation can best be described by the ratio of produced assets to Net Domestic Product (NDP) or the 
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ratio of the accumulated means of production compared to labour newly produced in a given year 

measured by value. This relationship specific to the national economy is described by the graph below.  

BEA 

BEA Tables 5.10 for capital and 1.7.5 for N.D.P 

We note that there has not been a significant rise in the ratio. The massive destruction of heavy 

industry in the 1980s (rust belt) which was replaced with more labour intensive service industries 

(McDonalds) has resulted in a current ratio which is not significantly higher than in the 1950s and 

1960s. However if depreciation has been overstated, as it may have been from the 1980s onwards, 

then of course the value composition of capital would be higher than the graph suggests. The ratio of 

capital to value added would be much higher and present a more accurate picture for the undoubted 

growth in the industrial composition of capital, where for example, a steel mill producing the same 

amount of steel in the USA now employs only a quarter of the workforce it once did.  

Next let us turn to the average age of fixed assets to see if it provides a solution to this riddle. 

 

BEA Table 310.ESI 

Alas it also does not explain why depreciation has jumped as a proportion of NDP or profits. The graph 

shows that average ages did fall in the 1980s, when the recession at the beginning of that decade led 
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to a huge destruction in heavy industry (rust belts) and its export to other countries.  However since 

then the average age of fixed assets which includes structures, equipment and intellectual property 

has increased in age. 

This is true as well for each of the aforementioned components that make up the aggregate total 

plotted in the graph below. Which brings us to the final technical consideration, the tempo of 

innovation or what is the same thing the emergence of new industrial sectors that have different rates 

of innovation to that of traditional industries. We refer of course to computers and software, but even 

here we do not find a diminution in the age of these components of capital. 

So while depreciation is accelerating, the average age of assets or capital is going up as well. Exactly 

the opposite result one would expect taking depreciation in isolation. Accordingly the rise in the rate 

of depreciation cannot be accounted for by changes in the age of capital. 

Looking at the matter from an accounting point of view it is clear that economic and physical life are 

two different things and are treated differently with the former acting as the basis for depreciation. 

However it is the physical life of means of production that should determine the economic life of 

means of production in the long run and not vice versa. Indeed, the low rate of investment from the 

1980s to the present day (only China props up the world rate of investment from this time) should 

suggest a moderating of the rate of depreciation rather than its acceleration. 

The absence of a technical explanation for this rapid increase leaves only one other explanation, which 

is that this increase is fictional. In other words depreciation has been artificially inflated. If this is the 

case, and it appears there is no alternative explanation, then it becomes a device for increasing 

corporate cash flow and reducing taxes. Firstly, as depreciation is a component of sale price, inflating 

depreciation results in additional price rises, it adds to price inflation. These price increases 

redistributes cash from consumers to producers. Consumers are poorer and the corporations are 

richer. 

Secondly it inflates Gross Domestic Product which is composed of Net Domestic Product (value added) 

plus depreciation. Accordingly the size of the US economy is overstated by the overstatement of 

depreciation. Conversely and paradoxically the North American capitalist class is less wealthy as their 

assets have been prematurely depreciated. 

The state is definitely poorer. Not only has corporate tax rates fallen but depreciation has reduced the 

corporate profits on which these taxes are levied. . (Corporate Tax as a percentage of Income Tax has 

fallen from 65% in the 1950s to 25% currently.) The corporations have more cash the state less. Hence 

depreciation has contributed to rising inequality. We could go further, it is one of the hidden causes 

of inequality and specifically the inability of the state to fund services and support for the poor. 

Finally, the overstatement of depreciation distorts the rate of profit. In so far as it depreciates constant 

capital it reduces the total capital over which profits are measured, thereby raising the rate of profit. 

In so far as it reduces profits it reduces the rate of profit. This inverse relationship does not cancel 

each other out as the reduction in capital is cumulative which overpowers the fall in profits producing 

a net increase in the rate of profit. 

It has been the combination of the growth in the size of the corporations and neo-liberalism that has 

resulted in over expressed depreciation, notwithstanding the vigilance of the tax authorities. Despite 

a strict tax code, the authorities are no match for the lawyers, accountants and resources of the giant 

corporations. All the more so given the pro-business sentiment, hands off the corporation ideology, 

engendered by neo-liberalism.  



There is another factor that has come to the aid of creative accounting. Intellectual Property 

depreciation. A three letter swearword. With the dawn of the information age, Intellectual Property 

has passed puberty. In the graph below we plot the growth of Intellectual Property depreciation. We 

note its explosive growth since the early 1980s. It has more than doubled to nearly 35% of all 

depreciation, to become the largest component of depreciation. 

 

BEA Table 2.4 (William Richard Jeffries) 

From this could we infer that Intellectual property is the largest component of fixed assets? We would 

be wrong. According to Table 5.10 it is currently only 10% of total fixed assets and yet it contributes 

thirty five percent of depreciation. Truly intellectual property fizzes, no sooner is it conjured up than 

it is depreciated away. 

We will not spend too much time examining Intellectual Property, but a few remarks are in order. This 

property is formed of four major categories, copyright, patent, design and trade mark. These 

descriptive designations are not the essence of the issue. What they all have in common is that they 

bestow on the holder the privilege of monopoly pricing. The owners of intellectual property earn an 

extra profit from the sale of their products because this property bars competition. This extra profit is 

then capitalised to form intellectual property capital (I.P.C). I.P.C. then joins the broader family of 

fictitious capital which includes shares and bonds (gilts), all of whom claim a share of future profits or 

interest and thus become tradable. 

However what is unique to I.P.C. is that it can be depreciated. We may call this depreciation 

supplementary depreciation, because it is added to the depreciation already levied on the machines, 

the equipment and structures where in and through which the specific product is being produced. The 

capitalist owner and employer is thus twice blessed. Super profits on the one hand, extra depreciation 

to reduce tax on the other. 
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In passing we may note that supplementary depreciation is subsumed into the amplified monopoly 

price and does not add to it, as this price expansion exceeds that which would be achieved simply 

through the addition of I.P.C. depreciation. 

In conclusion, depreciation is the biggest factor distorting the rate of profit and the value of capital. It 

expresses the limitations of the national accounts. These accounts are only as good as the statistics 

collected which in this case are severely distorted. More importantly, the rapid rise in depreciation 

which has benefited the corporations at the expense of society and the state, is one of the major 

drivers of inequality. The growth in depreciation matches the fall in wages as a share of national 

income. The only difference is the former is ignored while the latter is highlighted. 

In the next posting we will look at corporate cash flow, boosted as we now know by the explosive 

growth in depreciation. We will investigate whether the overpaid and generally incompetent directors 

of these corporations are as good at spending this deluge of money as they are at sucking it in.  

Brian Green. February 2015 


