THE CASH CONVERSION CYCLE

Working capital management, at its heart, is about conserving cash (to take advan​tage of short-term investment opportunities) while ensuring that the levels of accounts receivable and inventory that are necessary for day-to-day operations are available. Working capital managers are in the business of controlling the cash conversion cycle.

Figure 16–1 illustrates the cash conversion cycle. Every transaction ultimately depends on cash. Suppliers and employees want cash. Investors demand cash. Providers use their cash holdings to purchase inventory and supplies and to pay
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Figure 16-1 The cash conversion cycle.
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staff. At any moment in time, a health care provider poised to deliver service rep-resents a substantial commitment of cash to other short-term assets.

Providing health care services generates very little immediate cash. Most serv​ices are paid by third parties, who are notoriously slow in making cash payments. Other services are paid after a billing cycle ("I left my checkbook at home, can you send me a bill?") or-by credit card (with cash coming only after periodic billing). The result is the accumulation of accounts receivable, or patient accounts.

Chapter 17 discusses patient accounts management in greater detail. For now, suffice it to say that patient accounts, although a lazy, non—interest-bearing, poten​tially wasting asset, are a necessary accompaniment to delivering health care. As the accounts are collected or sold, they are converted into cash and the cash con-version is complete.

There is a side flow (an appendix of sorts) to the cash conversion cycle. At any moment in time, an organization may have more cash than it needs to hold for operating purposes. The tool used to determine the presence of excess cash is the cash budget, discussed in the next chapter. Excess cash can be invested in cash equivalents and other marketable securities. Similarly, in times of inadequate cash, the organization can liquidate its reserves of cash equivalents or can tap a line of credit. Movement of cash into and out of cash equivalents and marketable securi​ties is a potential source of significant gain and is an essential day-to-day function for the treasurer.

The cash conversion cycle can be measured in days. In some respects, it is like a garden hose. In equilibrium, the amount of water flowing out of a gar-den hose every second is equal to the amount of water flowing into the hose every second. The longer the hose, however, the greater is the amount of wa​ter tied up in it at any given time. Similarly, in a steady state, the amount of cash entering the cash conversion cycle every day will be equal to the amount of cash recovered from patient accounts every day. The longer the cash conver​sion cycle (in days), however, the greater is the volume of resources tied up in the cycle. Assets tied up in the cash conversion cycle earn little or no return and therefore incur substantial opportunity costs. Remember that opportunity costs are the returns forgone by having assets tied up in the cash conversion cycle rather than being used in operations or invested in marketable securities.

The length of the cash conversion cycle, measured in days, is the sum of two ratios. The first is the average inventory holding period, the average time that items are held in inventory. That ratio is ending inventory (or average inventory) divided by revenues per day. The second component is the collection period, the average time required to collect patient accounts. That ratio is equal to ending accounts receivable (or average accounts receivable) divided by revenues per day. Putting the two together, the cash conversion cycle is ending inventory plus end​ing accounts receivable all divided by revenues per day.
