How to Calculate
Cash Flow

Understanding the basic definition of cash
flow and the best calculations to measure your
pharmacy’s “Cash Conversion Cycle”.
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Cash flow is the ability of a business to convert sales
to cash. All collected sales are eventually turned into
cash, but there are numerous elements that affect the
time it takes to convert sales to actual cash in the bank.

You can easily distinguish the fundamental elements
that affect cash flow day-to-day and month-to-month for
businesses like your pharmacy by measuring your Cash
Conversion Cycle. Basically, the Cash Conversion Cycle
measures the time it takes to convert sales to cash.

The formula to determine your Cash Conversion Cycle
measures the number of days between when cash is dis-
bursed to pay a supplier for the purchase of a product to
the time cash is collected from the sale of that product.
This formula takes the three main working elements of a
pharmacy balance sheet: accounts receivable, inventory,
and accounts payable, combines them with their income
statement counterparts and then applies some simple
math. To derive the components of the CCC, you’ll need
your financial statements.

Calculating the Cash Conversion Cycle (CCC):

CCC = Inventory Conversion Period + Accounts Receivable Conversion Period - Accounts Payable Conversion Period

This equation is a measurement of the number of days
between when cash is disbursed to pay a supplier for the
purchase of a product to the time cash is collected from
the sale of that product.

An example

If the component numbers were...

Inventory Conversion Period (ICP) = 30 days
Accounts Receivable Conversion Period (RCP) = 25 days
Accounts Payable Conversion Period (PCP) = 22 days

...then the CCC would be 33 days. In other words, it would
take on average of 33 days from the time the cash left your
bank to pay for a product to the time the cash hit your bank
from the sale of that product.



How to Derive the Components of the CCC

>> Calculating the inventory conversion period

The Inventory Conversion Period (ICP) is the average number of days a
product sits on your pharmacy shelf.

ICP = Average Rx Inventory (§) <+ Annualized Rx COGS (§) X 365 days

For example, if your Average Rx Inventory is $150,000
and your Annualized Rx Cost of Goods Sold is
$1,700,000, then your ICP is 32.2. This means an
average product sits on your pharmacy shelf for an
average of 32.2 days.

Be sure to use an average number for inventory as

actual inventory on any given day fluctuates and will
distort an accurate measurement. Also, use a reasonable
annualization of your cost of goods sold. For the most
accurate results, use data from at least the past six
months to obtain your averages or annualizations.

>> Calculating the receivables conversion period

The Receivables Conversion Period (RCP) is the average
number of days it takes to collect on your accounts
receivable. To account for cash sales and co-pays,

you break down the portion of cash and co-pay as a
percentage of total sales and back out that portion from
total sales by applying that percentage to the calculation.

RCP = Average Rx Accounts Receivable (§) = (Annualized Total Rx Sales ($§) X % sold on account to third parties) X 365 days

For example, if your average Accounts Receivable is
$120,000, Total Annualized Sales is $2,200,000, and the
portion collected as cash sales and co-pays is 25%, then
your RCP is 26.5 days. This means an average dollar sold
on account to third parties takes 26.5 days to collect
(the percent sold on account to third parties is 1 - %

of sales collected as cash and co-pays).



>> Calculating the payables conversion period

The Payables Conversion Period (PCP) is the average
number of days from the time you order a product until
the time you pay your suppliers for the product.

PCP = Average Rx Accounts Payable (§) + Annualized Rx Purchases (§) X 365 days

For example, if your Average Rx Accounts Payable is
$80,000 and your Total Annualized Rx Purchases are
$1,800,000, then your PCP would be 16.2 days. In other
words, from the time you order a product until the time
you pay for the product, the average is 16.2 days.

>> Bringing it all together

To tie all of these elements together, apply the three examples
calculated above and then apply the CCC formula to them.

ICP =322
RCP = 26.5
PCP =16.2
CCC = 32.2days + 26.5days - 16.2days = 42.50days

This means that, on average, it takes 42.5 days for the
sample pharmacy to convert a sale to cash by measuring
the amount of time from when the pharmacy pays its
supplier to the time the pharmacy collects its receivable.
This is also known as the “cash-to-cash cycle time,”
meaning it is the time it takes to go from cash in the
bank back to cash in the bank in a normal buy-sell
operating cycle.



