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DEPRECIATION AS A SOURCE OF CURRENT
CAPITAL FINANCING OF ENTERPRISES

Abstract: Funding of assets is a central issue in the work of managers. Most researchers
consider depreciation only as a source of renewal of fixed assets, leaving out the fact that these
funds will remain in current capital and finance the current activities of the company, until the
moment of direct renewal of non-current assets. It considers to expedient to consider in more
detail the equity capital and its components as sources of current capital financing. The aim of
the article is to substantiate the depreciation fund as the source of current capital financing, as
opposed to the widespread view of financing due to the depreciation of highly non-current assets.
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INTRODUCTION

Current capital is an important part of the enterprise’s assets, it requires an
individual approach and a special concern for the management of the enterprise
[Glabiszewski et al., 2018]. Its consists from stokes, accounts receivable and
cash. This is due, firstly, to the fact that this capital includes assets vital in terms
of doing business - those whose value are set by the company (for example,
materials, finished products, goods) or those that are related with its results (for
example, cash, accounts receivable). The second reason for the importance of
current capital for an enterprise is the fact that the higher its level, that more
money is frozen in its components, which negatively affects the company’s
liquidity.

Questions related to the process of formation and appointment of financing
sources of the enterprise’s assets has been a long way of formation and
development and considered in the papers of many researches. The most
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significant contribution to the development of the theories of current capital
financing and depreciation and income role in it was made by such prominent
researches as Bednarski L., Holov S., Kafka S., Lovinska L., Orlova V., Pyrih L.,
Khoma (Sanchishak) S., Khomyn P., Chumachenko M. and other.

CONCEPTUAL FRAMEWORK AND LITERATURE REVIEW

The most controversial part of own capital is depreciation. It forms to based
on the non-current assets but in the process of economic activity it’ll be conceder
with other assets. In accordance with IAS 16 “Property, Plant and Equipment”:
“depreciation is the systematic allocation of the depreciable amount of an asset
over its useful life” (IAS 16). Some economists treat depreciation recovered from
sales as a “source of financing for simple reproduction of non-current assets”
[Holov, 2004; Chumachenko, 2004; Lovinska, 2006; Khomyn, Pyrig, 2007]. Non-
current assets don’t require permanent financing in the course of economic activity.
Whereas depreciation based on their value in the process of activity change its size
and form cash of the enterprise on its account. The treatment of depreciation not
connected with non-current assets isn’t inherent to economic literature.

The “golden” balance sheet rule says that the terms of liability payments
must correspond to the using terms of assets. According to this rule, long-term
assets of the enterprise should be financed by means of long-term sources. Thus,
the term of payment of a long-term loan borrowed to finance non-current assets
should not exceed the period of depreciation of this asset. Instead, current assets
should be financed only by short-term liabilities. Regarding this rule, a large
number of allegations can be formulated, in opposition to, for example, that this
wording does not consider the possibility of forming a new type of capital, nor
the financing of obligations that exceeded its original planned term. Accordance
with this rule, the company also does not receive guarantees of maintenance
of financial liquidity, and also, loss of solvency. However, this rule should be
a starting point for the company, which should be taken into account when
deciding on how to fund assets when planning a “reasonable” risk, that is, that
does not pose a threat to the enterprise. This rule ensures that the assets of the
enterprise, which are divided into current and non-current, correspond to the
long-term and short-term capital in the liability. However, this rule has a narrower
interpretation. In the literature can be observed a partial deviation from this rule.
The implementation of the rule in this form limits the possibility of increasing
the return on equity using cheaper external sources of funding.

L. Bednarski [Bednarski, 2001] and his colleagues often criticize this rule
in their writings. In their opinion, it has a general character and a detailed
dimension in much generalized figures, because the data obtained from the
balance sheet of an enterprise show the state of assets, capital and liabilities of
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the company on the day of its compilation. In fact, the balance sheet does not
cover the overall financial situation of the enterprise, including information on
the company’s previous needs for assets and the ability to attract new capital. It’s
not possible to reject this rule, however, when it use its appropriate to analyses
and other information also. The “golden” balance sheet rule describes the general
provisions for the classification of assets and liabilities over useful time of live,
but this approach is not suitable for allocating funding sources for a specific
period of activity. It is necessary to consider in more detail the composition of
liabilities of the enterprise with the allocation of those components that finance
current capital, that is, the current activities of the enterprise, especially equity
components that, in accordance with this rule, finance only non-current assets.

In the economic literature this rule is used to assign sources of asset financing
throughout the life cycle of an enterprise. Such allocation of sources of funding
is appropriate only for newly created enterprises. In the process of economic
activity enterprises form their own results and other types of property, therefore,
the designated sources of funding is impossible only by the same methodology.
For this reason it’s expedient to consider in more detail the components of the
company’s equity capital and to distinguish those who in the process of economic
activity will be financed those assets which will be an active component of its
activities and will still look for sources of funding.

It is important to study the process of forming and using depreciation in the
process of economic activity of the enterprise until the moment of its write-
off from the balance sheet and to prove that the depreciation fund should be
investigated not only in relation to non-current assets but also in the finding’s
process of financing sources for the current activity of the enterprise, that is, the
active part of the assets of the enterprise.

RESEARCH JUSTIFICATIONS

The main result of the enterprise’s activity is its profit. Despite the fact that,
from the accounting point of view, undivided profit is a long-term financing
source and, in accordance with the “golden” balance sheet rule, should be the
source of long-term assets’ financing, but the profit is the main source of current
capital financing. The resulting profit from the enterprise will be the source of
current capital financing, if the economic activity doesn’t require investments in
non-current assets.

In the process of production the enterprise carries a number of costs that are
grouped on the basis of similarity in the groups (items) of costing: raw materials;
technological energy; maintenance and operation costs of the equipment; salary
of production workers; overhead costs; other production costs; non-productive
costs. Costs of these items constitute the full (commercial) cost of production,
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that is, all costs incurred by the enterprise for the production of products.
Formation of the price of finished goods is carried out by adding the commercial
cost of products, the planned amount of profit from the sale of these products
and indirect taxes paid by the enterprise in accordance with the taxation system.

If'to ignore the investment and financial activity, the percentage of profitability
put in the price will form the amount of undivided profit for the reporting period.
This amount will finance current capital in the future. The value of assets that
were financed and spent in the past will be returned by including in the sales
price the cost of production. These costs are repaid by the company by cash,
reducing the amount of current capital, or increasing its current liabilities, which
will be settled by cash in the future. The funds received from the sale of products
will return the money spent on the production of this product.

Circulation of cash in the enterprise is continuous. A part of cash is removed
from circulation through the acquisition of other assets. When acquiring working
assets (stocks), these funds will be returned together with proceeds from sales in
a period not exceeding one year. The magnitude of their return will be arbitrary
in connection with the uneven timing and extent of implementation. However,
the cash spent on the purchase of non-current assets will be returned to the
enterprise in parts for several years, as the amount of accrued depreciation,
which is included in the cost of sales.

The most controversial article in the calculation is the cost of maintenance
and operation costs of the equipment, in particular its component, such as depre-
ciation of non-current assets.

We do not agree with opinion that the depreciation financed only non-current
assets, because being an integral part of the income, depreciation comes in cash
terms to the enterprise with the proceeds from the sale and is kept on the bank’s
account (Fig. 1).

Figure 1 - Display in the balance sheet the changes due to product sales

200 AT 200 27
Assets Owner's Equity
Property, plant and equipment: Common stocks 1000 1000
machinery and equipment 1000 1000 Undiaded profit W0 3/0
accumulated depreciation (2000 (230) Total owners' equity 1200 1350
Property and equipment, net 300 77O Total liabilitiez and owners' equity 1200 1350
Current assets:
Stocks 200 30
Cash 360 540
Total current assetz 400 580
Total assets 1200 1350

Source: developed by the author
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Thus, depreciation is a source of current capital financing. Subsequently,
these funds can be spent on the purchase of as current and as non-current assets,
or to be invested in order to generate additional profits in the future. Depreciation
reduces the carrying value of fixed assets, its redemption remains in cash on the
bank’s account of the enterprise (Fig. 2).

Figure 2 - Depreciation in balance sheet items

Aszets (wner's Equity

Property, plant and equipment; Undinded profit 1100
- Machmery and equipment 1000

- accumulated depreciation [200) « Depreciation 200

Property and equipment, net
Current assets:
Cach

Including depreciation

Source: developed by the author

So, as a depreciation is one of the components of producing cost, it means the
costs incurred by the enterprise in the process of manufacturing of products, it
can not be a source of renewal in the future, because it is a return of previously
incurred costs for the formation of non-current capital. Acquisition of non-current
assets is carried out by spending cash, i.e. current assets (cash) are transferred
to non-current assets (fixed assets). Depreciation deductions return these funds
from the composition of irreversible to the composition of current assets.

Depreciation may be a source of financing only if the enterprise received
a profit in the reporting period. In the event that the enterprise received a loss on
the basis of the reporting period, the amount of depreciation, which was entered
in the cost price, can not serve as a source of financing of any type of assets,
since the loss reduces the amount of equity capital. The amount of accrued
depreciation remains in the company as an account receivables and enters to
the enterprise in the form of cash, together with the proceeds from the sale. For
loss-making activity, all cash received from sales of products should be used to
pay off the account payables that arose in the process of manufacturing these
products. In this case, depreciation can not serve as a source of asset financing,
since a depreciation fund will not be created and will it require funding. And
in the absence of profit, financing will be provided at the expense of external
sources. If the amount of depreciation accrued in the reporting period more than
a loss, their difference will remain in the current assets.

Depreciation has another one feature. All expenses for production (materials,
labour, energy resources, etc.) were incurred in the current period and were
focused on the production of a specific batch of finished products. Instead, the
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acquisition of fixed assets is carried out once for several subsequent periods
(years) and over the course of time their value is transferred to costs (depreciated).
The proceeds from the sale can be divided into two parts: cash, which will be
used to cover current costs (raw materials, salary, other costs) and cash, which
will remain in the enterprise and will finance the further activity of the enterprise
(depreciation and profit) (Figure 3). For the loss-making activity, the funds to
be repaid most often equal or exceed the proceeds from sales, which is why the
company does not have the funds to finance the needs of the enterprise. The
funds returned as depreciation will be used to pay off the account payables and
will not remain in the enterprise to finance the assets. Technically, in order to pay
off all costs incurred by an enterprise, it is necessary to raise funds in the amount
of the loss reduced by the amount of depreciation. If the amount of depreciation
accrued in the reporting period exceeds the loss, their difference will remain in
current assets and will be a source of financing.

Figure 3 - Ingredients of prices

Procesds from sales

A
~ ™

Cost of production

__/\\.__
= - (—L\
| Coats incurred |, Deprecition Profit L
N A

A
e

Funds that have a direct purpose The funds remaining &t the enterprise

Source: developed by the author

Speaking about the financing of assets in the process of economic activity,
it should be noted that included in a certain group of liabilities or the capital of
the enterprise can serve as a source of financing both non-current and current
assets. For example, purchased in the reporting period on post-payment terms
(at own cash) fixed assets will be shown as non-current assets, while the actual
source of their financing (account payables) will be reflected in the short-term
liabilities of the enterprise. Also, as shown in Fig. 3, if the company is profitable,
the profits will be financed by working capital, since cash which is attributable to
depreciation and profit, will remain in the cash out of the bank’s accounts.

Relying on the general form of movement of means of production, according
to which the process of their restoration is carried out continuously in the form of
their cycle, passing certain stages and changing their form on each of them. The
founder of the theory of capital turnover was Karl Marx (Marx, 1984). According
to his theory, the initial form of circulation of working capital is monetary. The
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following form of which acquires circulating assets in the production process
is commodity. In the process of production, with the participation of means of
production and labour, the product gets more value. As a result, at the last stage
of the turnover, the goods are converted into cash. Marx showed this dependence
as follows (Fig. 4).

Figure 4 - K. Marx’s capitalist mode of production

MF
C-G-..F ...—G'—N(
LF
C — money; P — production;
(5 - good; (G- increased value added goods;
LF - |ghnuyr force; C* increazed value added cash

WP - means of production;

Source: (Marx, 1984)

Analyzing the process of current capital financing, the process of its
circulation, on a similar principle, can be represented as follows (Figure 5).

Figure 5 - The model of circulation of current capital in the process of economic

activity
(RAL
(RM [ (RM™ Yy
TE a TE
E | B E
CMG|5 |+I=R=AR (| oc |—sCART| 5 |=T
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CMG -cost of manufactured goods;
RM - raw matenals;

NPC - non-productive costs;
i I-income incheded in the price;

TE - technological energy; R - revenus;
E - maintenance and operation costs of the equipment; | AR — account receivables;
5 - salary of production workers; ¢ C - cash;

OC - overhead costs;
(QFC - other production costs;

Source: developed by the author

i " -indicates the corresponding item in the
: nextt peoduction cycle.

In the process of business activity, all incurred costs (CMG) will be repaid by

cash (C), received from repayment of account receivables (AR) for the realized
products of the enterprise (R). These funds will be offset by arrears below the
cost of the next batch of products: obligations for purchased raw materials,
payments for energy resources, payment of wages and taxes related to it, as well
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as other expenses related to production (OC, OPC, NPC). Instead, the amount
of depreciation deductions (E) included in cost (CMQG), returning to cash (C’)
will not have a specific purpose when converted and will remain in the bank’s
account. Similarly, the profit (I) will remain on the current account in the bank.

Figure 6 - Structure of proceeds from the sale of finished products

A TE 3 oc QPC NFPC E /

I I I I I | |
R=AR=C

Source: developed by the author

Thus (fig. 6), current capital will be financed not only at the expense of
short-term sources, but also due to part of equity, that is, accumulated net profit
and accumulated depreciation. As for depreciation, it should be considered its
accounting reflection. Accounting for accrued depreciation is carried out on
a passive account “Depreciation of non-current assets”, However, when forming
financial statements, in “Balance sheet” (Financial Statement), this account
is reflected in the first section of the asset - non-current assets. Based on the
economic treatment of non-current assets as such, the useful life of which is more
than 1 year, depreciation deductions will be formed at the enterprise for more
than one year. That is why it is expedient to attribute accumulated depreciation
to long-term sources of financing, namely to equity, since it is formed at the
expense of existing own sources of the enterprise.

As depreciation and retained earnings are part of equity, but they finance
current capital in the form of cash received from sales proceeds or account
receivables that will be settled by cash in the future, we propose the use of an
economic category such as long-term current founds.

Long-term current founds (LTCF) are a part of the company’s equity (retained
earnings and accumulated depreciation), which forms part of current capital and
are used to finance it.

In addition, current liabilities will also be the source of current capital
financing. That is why it is expedient to consider as the source of current capital
financing the sum of three items: short-term liabilities, retained earnings and
accumulated depreciation, which are long-term current founds.

MAIN RESULTS

1. Depreciation can not be considered as a source of financing of non-current
assets, because according to its economic essence, it is the returning of the value
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of already existing non-current assets. Non-current assets do not require funding
in the course of their useful use.

2. The depreciation fund is formed on the basis of non-current assets is a com-
ponent of the enterprise’s own capital. This fund, by including it in the cost of
sales, is returned in cash and it’s a significant source of financing of current
capital of the enterprise.

3. The funds received as sales proceeds are divided into two categories: those
that have a direct purpose and return the incurred earlier payments, and those that
remaining in the enterprise and will be used in the future by the enterprise. This
division makes it possible to distinguish two main components that will finance
the current activities of the company: depreciation and profit.

4. The process of forming the cost of sales of products and income of the
enterprise (proceeds from sales) has a cyclic nature. Thus, it can be represented
as a model of circulation, which characterizing the process of forming the
components of owner’s equity, which will be funded current capital of enterprise.

5. Current capital is funded by several owner’s equity articles (items), it is
proposed to introduce the economic category “Long-term current founds”, which
will characterize long-term sources of current capital financing.
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AMORTYZACJA JAKO ZRODLO FINANSOWANIA MAJATKU
OBROTOWEGO PRZEDSIEBIORSTW

Zarys tresci: Finansowanie aktywow jest kluczowym zagadnieniem w pracy menedzerow.
Wiele badaczy traktuje amortyzacje jedynie jako zrdédto odnowienia aktywow trwatych,
pomijajac fakt, ze $rodki te pozostang w obrotowym kapitale i finansujg biezaca dziatalnos¢
przedsi¢biorstw, do momentu bezposredniego odnowienia aktywow trwatych. Z tego
powodu jest wazne bardziej szczeg6lnie zbada¢ kapital wlasny i jego sktadniki jako
zrodta finansowania majatku obrotowego. Celem artykutu jest uzasadnienie funduszu
amortyzacji jako zrodla biezacego finansowania kapitatu, w przeciwienstwie do
powszechnego pogladu na finansowanie ze wzgledu na deprecjacje aktywow trwatych.

Stowa kluczowe: majatek obrotowy, kapitat wlasny, amortyzacja, zysk.



