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DEPRECIATION AS A SOURCE OF CURRENT CAPITAL FINANCING

Funding of assets is a central issue in the work of managers. In accordance with the
"golden” balance sheet rule, sources of financing are considered from owners' equity and
liabilities, which on terms of use correspond to assets. However, in practice, compliance with
this approach is rather laborious, and sometimes it’s irrational, as some long-term sources
finance short-term (current) assets, and short-term sources finance long-term (non-current)
assets. It is important to note that the process of the formation and actual using of certain
sources of financing, in particular, accumulated profit and depreciation, not always comply
with this rule. In present time, 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 consider to expedient to consider in more detail the equity capital and its
components as sources of current capital financing.

Key words: current capital, own capital, depreciation, income.

Fig. 6, Bibl. 7

['puHiok | M.
AMOPTN3ALIA AK O>XXEPENQO ®IHAHCYBAHHA OBOPOTHOIO KAITAJTY

@diHaHCYBaHHS aKTHUBIB € IIEHTPAJIbHUM IUTAHHAM Y poOOTI MeHekepiB. BiamosinHo
JI0 «30JI0TOT0» MpaBuiIa OanaHcy, JKepena (piHaAHCYBaHHS BKJIIOYAIOTh BIACHUM KamiTaa Ta
3000B's13aHb  (IOTOYHHUX Ta JIOBTOTEPMIHOBUX), $KI 3a TEpMIHaMU BHUKOPHCTAHHSA
BIJNOBIJalOTh akTHBaM. llpoTe, Ha MpakTHli, JOTPUMAaHHS TaKOro MiAXOLY € JIOCUTh
TPYAOMICTKMM, a 1HOAl IppaliOHAJIbHUM, OCKUIBKM J€sKi JOBFOTEPMIHOBI JDKepelna
(G1HAHCYIOTh KOPOTKOTEPMIHOBI  (ITOTOYHI) AaKTUBHU, a KOPOTKOTEPMIHOBI JiKepesa
¢biHaHCYIOTh JOBIOTEPMIHOBI aKTHBU. BaknmBo Bif3HAYMTH, 110 Hpouec (OpMyBaHHS Ta
(aKTUYHOrO BHUKOPUCTaHHS TIEBHUX JKepenl (iHAHCYBaHHS, 30KpeMa, HaKOMWYEHUM
npuOyTOK 1 aMOpTHU3aIlisl, HE 3aBK/IM BIAMOBIIA0Th JaHOMY MpaBuily. B nanuit yac OUIbIIICT
HAYKOBIIIB PO3IIISIIal0Th AMOPTU3ALIIIO JIUILE SIK JKEPETIO BIIHOBJIEHHSI OCHOBHUX 3ac001B, HE
BPaxOBYIOUH TOTO, 1110 11l KOUITH 3aJMIIAThCs y MOTOYHOMY KamiTalli Ta (piHaHCYIOTh IOTOYHY
JISUIBHICTh KOMIIAaHIi, 1O MOMEHTY MpSIMOrO TIOHOBJIEHHSI JIOBTOTEPMIHOBHUX aKTHUBIB.
JloninbHO OB JETadbHO PO3IIISHYTH BIACHUHM KamiTal Ta MOro KOMIIOHEHTH SIK JDKepesa
(biHaHCYBaHHS MOTOYHOTO KamiTamy.

Knrwouoei cnoea: 060poTHUI KamiTall, BIaCHUN KamiTall, aMOpTH3allist, TPUOYTOK.
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AMOPTN3AUNA KAK MICTOHHNK dDNHAHCPOBAHA OBE0POTHOIO
KAIMNTAJIA

OuHaHCHPOBAHUS aKTUBOB SBIIAETCS IEHTPAILHBIM BOIPOCOM B pab0Te MEHEKEPOB.
B cooTBeTcTBUM € «30I0THIM» MPABWIOM OajlaHCa, UCTOYHUKHA (PMHAHCUPOBAHUS BKITIOYAIOT
COOCTBEHHBINM KamuTal U 00s3aTeNbCTB (TEKYIIUX M JIOJTOCPOYHBIX), KOTOPHIE IO CPOKam
WCIIOJIb30BAaHUS COOTBETCTBYIOT akTuBaMm. OjHaKo, Ha TMpaKTHKE, COOJIOJCHHE TaKOTO
MoAXoAa SBISETCA JIOCTATOYHO TPYAOEMKHUM, a HMHOTJA HUPPALMOHAIBHBIM, MOCKOJIBbKY
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HEKOTOPBIC J0JITOCPOYHBIC UCTOYHUKH (PUHAHCHPYIOT KPAaTKOCPOUHBIC (TEKYIINUE) aKTHBbI, a
KpPaTKOCPOYHbIE MCTOYHHKH (PMHAHCUPYIOT JIOJTOCPOYHBbIC aKTHBBI. Ba)kHO OTMETHUTH, 4YTO
nporiecc (GopMupoBaHHS U (DAKTUYCCKOTO HCIIOJIB30BAHHS ONPEICICHHBIX HCTOYHUKOB
(¢UHAHCUpOBaHMS, B YAaCTHOCTH, HAKOIUICHHAs TPUOBUIL W aMOpTH3alus, HE Bcerma
COOTBETCTBYIOT JaHHOMY MpaBWiy. B Hacrosimee BpeMs OOJBIIMHCTBO  YYCHBIX
paccMaTpUBAIOT aMOPTU3ALUIO TOJBKO KaK MCTOYHMK OOHOBJICHHS OCHOBHBIX CPEJICTB, HE
CYMTasl TOTO, YTO 3TU CPEACTBA OCTAHYTCS B TEKYIIEM KamuTajie v (PMHAHCUPYIOT TEKYIYIO
NEeSITeIbHOCTh KOMIIAHWH, IO MOMEHTa MpPSIMOTO OOHOBIJICHHUS JIOJTOCPOYHBIX AaKTHUBOB.
[lenecooOpa3no Oosiee MOAPOOHO PACCMOTPETh COOCTBEHHBIH KAlUTAT M €r0 KOMITOHEHTHI
KaK UCTOYHHMKA (PMHAHCHPOBAHUS TEKYILEro KanuTasia.

Kniouesvie cnosa: OOOpOTHBIN KamuTaja, COOCTBEHHBIM KaluTall, aMOpPTHU3AIIHS,
PUOBLIE.

1 Introduction. Current capital is an important part of the enterprise’s assets, it
require an individual approach and a special concern for the management of the enterprise. 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 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 Golov S., Kafka S., Lenskaia S., Lovinska L., Orlova V., Pyrih 1.,
Khoma (Sanchishak) S., Khomyn P., Chumachenko M. and other.

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.

2 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 1AS 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
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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 observe a partial deviation from this rule. The
implementation of the rule in this form limits the possibility of increasing the return on equity
through the use of 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 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 using it’s appropriate to analyze 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.

3 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, 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
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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 depreciation 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).

20” | 207 20” | 20”
Assets Owner's Equity
Prope_rty, pla.nt and Common stocks 1000|1000
equipment:
machinery and equipment 1000 1000 Undivided profit 200| 350
accumulated depreciation (200)| (230) Total owners' equity 1200| 1350
Property and equipment, net 800] 770 Total I'at,"“t'efs and 1200| 1350
owners' equity
Current assets:
Stocks 20 30
Cash 380 540
Total current assets 400, 580
Total assets 1200, 1350

Figure 1 - Display in the balance sheet the changes due to product sales
Source: developed by the author

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).
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Assets Owner's Equity
Property, plant and equipment: Undivided profit 1100
- Machinery and equipment 1000
- accumulated depreciation (200)( «—| Depreciation 200
Property and equipment, net 800
Current assets:
Cash 5000
Including depreciation 200

Figure 2 - Depreciation in balance sheet items
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 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.
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Proceeds from sales

A
~ N
Cost of production
A N
a2 N

Costs incurred Depreciation Profit

N A /
Y I
Funds that have a direct purpose The funds remaining at the enterprise

Figure 3 - Ingredients of prices
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. According to his theory, the initial form of circulation of working
capital is monetary. The 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).

_ MP
C-G-..P..-G-C

N
LF

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

C —money; G —good; P — production; G’ - increased value added goods;
C’- increased value added cash  LF — labour; force; MP — means of production;
Source:[6]

Analyzing the process of current capital financing, the process of its circulation, on a
similar principle, can be represented as follows (Figure 5).
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RM
RM RM'
TE
TE TE'
E
E S E'
CMG| S +1=R=AR -C oc —>CMG'| S +1'
OC ocC'
OPC
OPC OPC'
NPC
NPC | NPC'
CMG -cost of manufactured goods; NPC - non-productive costs;
RM - raw materials; I - income included in the price;
TE - technological energy; R - revenue;
E - maintenance and operation costs of the AR —account receivables;
equipment; C — cash;
S - salary of production workers; ... -indicates the corresponding item in the
OC - overhead costs; next production cycle.
OPC - other production costs;

Figure 5 - The model of circulation of current capital in the process of economic activity
Source: developed by the author
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 as other expenses related to production (OC, OPC,
NPC). Instead, the amount of depreciation deductions (E) included in cost (CMG), 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.
A
4 N\

RM TE S OC OPC NPC E |

R=AR - C

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