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Abstract

The article discusses from a financial management aspect the use of book depreciated fixed assets in the
manufacturing process, which is a situation typical for companies operating in iron smelting and steel and cast-
iron foundries. In most cases, the manufacturing plant of these businesses was acquired more than 30 years
ago, and in many cases more than 60 years ago. The article explains real depreciations and defines the
financial indicators which can be used to identify the level of threat to a company’s financial health due to the
large differences between book depreciations and the real depreciations of a fixed asset.
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1. INTRODUCTION

If products are manufactured using book depreciated manufacturing plants, the accounting costs do not
contain the depreciations of this fixed asset. If the thus undervalued costs in the accounts constitute the basis
for calculating the price calculations, these calculations also contain undervalued costs in the area of
depreciations, which are the only resources for self-financing the renewal of ageing manufacturing plants. An
undervalued level of costs in price calculations leads to succumbing to the pressure for a lower sales price,
which ensures a profit due to undervalued costs, however, this profit is not at the level that renewal of the given
manufacturing plant using its own resources would ensure.

Should there be a need to renew this plant with the use of bank loans, this fact may very probably lead to an
inability to repay these loans, especially in cases where the restored manufacturing plant does not offer
innovated products for which the customers are willing to pay a higher price. It is possible to simulate this
situation and avoid future financial distress in these cases by replacing book depreciations with real
depreciations based on the true real acquisition price of the fixed asset and real period of its use.

2. METHODOLOGY

The information base for financial decision-making is management accounting, which distinguishes between
the financial, value and economic concept of costs.

2.1. Financial (pagatorial) concept of costs

The financial concept of costs is applied in financial accounting. It is based on the application of a monetary
form of circulation of resources according to the assumption that market-verified expenditure is the expression
of costs, and that market-verified monetary compensation for the products sold is the ultimate point of the
expended outputs [1]. One component of the financial concept of costs are book depreciations based on the
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true price for acquisition of a fixed asset and the depreciation period determined by the company at the start
of use of this asset.

These fundamentals of the financial concept of costs are problematic from the management accounting aspect:

. In financial accounting, only those costs based on the true expenditure of money in the given accounting
period (such as wages) or in the preceding periods (such as depreciations) can be shown in financial
accounting.

. Valuation of costs in financial accounting (with the exception of gifts) is performed in true (historical)

acquisition prices.

As a result of these principles, book depreciations with a level not corresponding to the current real time of
acquisition and real depreciation period are recorded in financial accounting. Very often in practice, fixed
assets are used in manufacturing which have either been fully depreciated (depreciations are zero) or which
were acquired in the past for prices which do not correspond to the current prices (they were mostly far lower),
and as a result, the depreciations in the accounts are undervalued. This problem from the financial
management aspect is resolved in management accounting through the use of real depreciations, which are
a value expression of the costs.

The principles of the financial concept of costs mean that if a loan is invested in the acquisition or renewal of
a fixed asset, the “price” of this loan is expressed in interest, which has the nature of tax deductible costs (they
reduce the income tax base). However, if equity is invested, the dividends can be viewed as its “price”, but
these do not constitute a cost in financial accounting. Outside capital appears “more expensive” than equity
from the aspect of the financial concept of costs, but the generally acknowledged truth is that in reality, the
opposite applies. In management accounting, this discrepancy is resolved using calculation interest.

2.2. Value concept of costs

The value concept of costs was developed mainly in relation to the development of cost accountancy, whose
aim is to offer information for the regular running of companies. It is based on the costs which exist in reality
at the time when the given performances occurred, for example, when products were being manufactured.
The point of the value concept of costs is to express their real level, i.e., not the level at the time of their
acquisition but at the present [2].

The value concept of costs applies primarily to costs which do not correspond with monetary expenditure at
the given time, these being real depreciations or calculation interest.

Real depreciations express the current real (usual) price for acquiring a fixed asset and its depreciation period
based on the assumed (real) time of its use [3]. Real depreciations should be used in cases where the
accounting depreciations in the financial accounting do not correspond with the current usual acquisition price
of the fixed asset and real period of its use [4]. This occurs when a book depreciated fixed asset (it has zero
depreciation value) is used, or where it is not yet book depreciated, but the value of its depreciations is
unrealistic since it does not correspond to the current usual price of its acquisition and real period of its use. A
zero value of depreciations occurs in cases where the fixed asset was acquired at a time earlier than the period
of its depreciation. The unrealistic value of the depreciation primarily results from the fixed asset being acquired
at a price lower than its current usual price (for example, with the use of grants). The unrealistic value of the
depreciation may also result from an only partial technical betterment (renovation) of an already depreciated
fixed asset which is still in use.

Calculation interest expresses the costs for the interest-free use of equity. For example, it expresses the value
which the owner requires in the form of paid-out dividends and which corresponds to the value which hey
would gain by other, alternative use of this capital with a comparable level of risk.
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2.3. Economic concept of costs

The economic concept of costs is based on a requirement to define the level of the current real costs, which
include so-called opportunity costs from lost revenues sacrificed as a result of the fact that a variant of the
strategic decision was taken [5]. For example, that financial resources were used to acquire a manufacturing
hall even though it was possible to lease it, or use this money in some other way, such as buying bonds or
building another building and leasing it.

Under the economic concept, the costs are also called additional costs, and one typical example is calculation
rent (rent of own production hall) or calculation interest (use of own money to buy bonds and not for the
construction of a production hall).

Calculation rent is used primarily for own property in the form of buildings, such as a production hall which the
company uses for production. The calculation rent here expresses the value which a company would gain if it
leased these production halls instead of using them for its own activity. By increasing the costs through
inclusion of calculation rent in the price calculation, one ensures that the calculated profit is linked causally
only with the production of the given product, and not with ownership of the production hall.

But many foreign companies give concrete form to the simulation of lost profit from renting a production hall
by founding two companies when building a new manufacturing company in the Czech Republic. The first
company owns the production hall, which it leases to its “sister” company, which manufactures its products
there, for the usual rent. In a second, similar variant, the production company performs manufacturing on
leased premises, for example, in industrial zones.

3. RESULTS

During the financial management of a company, there is a problem from the aspect of management accounting
when the pricing calculation (calculation for price negotiations) is based on book depreciations of a fixed asset
in financial accounting which have significantly lower values than the real depreciations, whose values
correspond to the current real prices for acquisition of the given fixed asset and truly anticipated period of use.

A price calculation using such undervalued costs does not generate sufficient pressure on the level of the sales
price and therefore pressure for the generation of sufficient own resources to finance the renewal of a fixed
asset. As a result, for the renewal of this asset, it is necessary to use bank loans, which must be repaid, and
the interest on them must also be paid. But if this renewal does not lead to the generation of higher value for
customers for which they are willing to pay a higher price, or if this renewal does not ensure a significant
reduction in manufacturing costs per unit of production, there will be a significant reduction not only in profit
but primarily in cash flow and thus a deterioration in the financial situation of the given company.

Financial accounting, in which book depreciations are significantly lower than real depreciations, is not a good
information base for short-term and strategic financial (investment) decision-making.

To correct the difference between the book and real depreciations, calculation depreciations, which are the
difference between real and book depreciations, are recommended:

Book depreciations + calculation depreciations = real depreciations.

A qualified estimate to determine the correct level of real and subsequently calculation depreciations for a
depreciated or undervalued asset can be made without great problems. This is based on an estimate of the
usual acquisition price of the given asset (e.g., from the offer prices) and from an estimate of its period of use.
It is possible to derive (simulate) the current and future situation of a company from the actual ascertaining of
the annual level of these calculation depreciations, without subsequent calculation, by using the following
indicators.

RealROE indicator (Real Return on Equity)
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The RealROE indicator (Equation 1) should be used in companies whose costs recorded in the financial
accounting do not correspond with the real (current, usual) acquisition prices. These are primarily zero book
depreciations of a fixed asset still used and which has been book depreciated or the undervalued level of book
depreciations is based on the prices minus the effect of a grant or on historically low acquisition prices.

In these cases, the real return on equity indicator shows the return on equity which the owners of a company
would have if the costs contained real depreciations that would ensure self-financing of renewal of the fixed
asset without the need for outside resources (bank loans). This indicator also shows what the level of return
will be when the fixed asset really is renewed, when the value of the new book depreciations will equal the
designated real depreciations.

RealROE = (EAT—Calculation depreciations) (1)

Equity
where:
RealROE — Real return on equity after calculation depreciation
EAT — Earnings after tax
Calculation Depreciation — difference between real and book depreciations
If the value of the RealROE indicator reaches a return on equity level of approximately 0.08 more, the company

generates enough of its own resources to renew the ageing fixed assets and for payouts of the usual level of
dividends.

If the value of the RealROE indicator reaches a return on equity level of approximately 0.00 to 0.08, the
company does not generate enough of its own resources to renew the ageing fixed assets or for payouts of
the usual level of dividends.

If the value of the RealROE indicator reaches a negative level of return on equity, the company does not
generate enough of its own resources to finance the renewal of an ageing fixed asset, and as the negative
value of this return increases, so too increases the problem with renewal of this asset using bank loans.

RealEVA indicator (Real Economic Value Added)

The RealEVA indicator (Equation 2) represents the net profit of the company minus the influence of real costs
(primarily calculation depreciations) and minus the required return on equity (calculation interest — economic
concept of costs), according to the formula [6]:

RealEVA = EAT —CD — 1, X E @)

where:
RealEVA - Real Economic Value Added
EAT - Earnings after tax
CD - Calculation depreciation — difference between real and book depreciations
re - Required return on equity
E - Equity

If the RealEVA indicator value is positive, the company generates real economic added value while ensuring
its own resources for the renewal of ageing fixed assets and the required level of dividends.

If the RealEVA indicator has a zero value, no real economic added value is generated, but the company
provides its own resources for the renewal of ageing fixed assets and the required level of the dividend.
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As the negative value of the company’s RealEVA indicator increases, so increases the problem with ensuring
funds for the renewal of ageing fixed asset and payout of dividends.

4, RECOMMENDATION

The results of financial accounting do not constitute a good information base for financial (investment) decision-
making in companies already using book-depreciated fixed assets or with a depreciation level differing greatly
from the current real value of its acquisition and real period of assumed use. In this case in financial accounting,
there is an underestimation of the costs which should express the wear of the fixed asset (depreciations) and
which are the source of self-financing for its renewal [7].

This fact can be remedied using real depreciations, but for legislative reasons they must not be used in financial
accounting. It is necessary to work with them only in the context of management accounting (for example in
pricing calculations).

Real depreciations can be designated on the basis of expertly estimated current real (usual) acquisition prices
for the given fixed asset and estimated real period of use. For the purposes of financial management (for the
needs of pricing calculations) the calculation depreciations, which are the difference between the value of the
real depreciations and the book depreciations, are added to the already ascertained book depreciations.

When carrying out pricing calculations, the calculation depreciations are added to the original book
depreciations, which are then spread out over individual products using the selected allocation key. One part
of the calculated profit in these calculations will be real depreciations, and if their value is covered by the sales
price, the basic condition for renewal of a fixed asset through self-financing will be met.

The ascertained total value of the calculation depreciations is also important for the calculation of the real
values of return on equity (RealROE) and economic value added (RealEVA). The results of these indicators
are important for short-term and strategic financial (investment) decision-making.

5. CONCLUSION

The financial conditions not just in metallurgical and foundry production are currently being adversely affected
by two main factors. These are the increase in personnel costs and the hesitant yet strengthening Czech crown
exchange rate. These two factors result in the funds for the renewal of outdated fixed assets being “hoovered

”

up”.

Another great problem may be the fact that undervalued book depreciations in financial accounting do not
ensure funds in the long term for the renewal of fixed assets through self-financing. This fact also leads to an
undervaluation of total costs in price calculations, which can then lead to an undervalued level of sales prices
which do not generate sufficient profit for the renewal of a fixed asset from own resources. Moreover, this
situation leads to a worse financial situation for obtaining bank loans for asset renewal and subsequent
repayment from net profit.

The defining of real depreciations and the calculation depreciations based on them assists companies
calculating the real return on equity, and the real economic added value from their values can be evaluated
against the financial risk of restoring an ageing fixed asset.

It can also reflect the values of real depreciations in the price calculations and discover the extent to which the
as yet simulated real depreciations can be covered by the current sales prices. If the prices are too low to
cover the simulated depreciations, in the case of the renewal of this asset with the use of bank loans, it will be
a problem for these sales prices to generate sufficient funds to repay the loan. Moreover, a loan repayment
period tends to be lower than the real price of depreciation from the loan of an acquired fixed asset. This means
that the value of the loan repayments will be higher than the simulated value of real depreciations.
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