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ABSTRACT: Two cases from public health care levels were compared
on practises used to manage working capital with two cases from the
same levels of health care in private health sector. The objective was
to establish whether the practises in public health sector comply with
the efficient management of working capital principles and whether it
was practically feasible to apply the methods in health care provision.
Primary and secondary data was collected. Staffs at an operational
and administrative level were interviewed at both the primary and the
Secondary health care. It was found that principles of working capital
practiced in private sector are mostly consistent with working capital
theories and could actually be implemented effectively in public health
sector without risking patient health. Inefficiencies were identified in
the public sector at both an operational and administrative level
especially at a secondary health care level. Finally the study makes
recommendations on how to address such inefficiencies.
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CHAPTER ONE INTRODUCTION

1.1 Introduction.

Cost analysis is an important tool for the formulation of health sector policy. It is
of particular importance in third world countries where health is competing with
other developmental priorities for scarce resources. We are living in times of
rapid changes. These rapid changes have put challenges on health funding at
national level. These challenges include; demographic changes, patient
empowerment, movement from acute disease to chronic disease, new pandemic
e.g. HIV; technological changes, increasing complexity of health care, massive
variations in the quality of health care delivery and outcomes and an ever
increasing cost of health care provision. Spending on health care is skyrocketing
making it the fastest growing sector of the global economy (business week
August 26 2002). It has been estimated that by 2011 health care spending will
amount to about 3 trillions of Dollars (Business week August 26,2002).

1.2. Background of the study

The high rate of HIV/AIDS cases is putting more strain on the already
constrained health budget. Public health care financing is too heavily dependent
on general taxation. This dependence makes funding the health sector
vulnerable to macro-economic policy and international financial market
volatility. South African macro-economic policy, its diverse economy and effective
tax collection methods, has so far enabled it to survive the recession following
September 11, 2000. However, South Africa is sitting on an AIDS time bomb,
which is slowly eroding the economic benefits the country has. Not only does
HIV/AIDS decrease the tax income for the government from the labor force, it

increases government expenditure on health care and social development and

welfare.

According to the case study conducted by the University of Natal’s health
economics and HIV/AIDS research division for a UNICEF global study, in



developing countries, 2.5% of the population was orphaned before the HIV/AIDS
pandemic. In South Africa, this figure is expected to rise at almost 17% by 2010
(6 November 2002, Sunday Independent Newspaper). State resources to deal
with this increasing number of orphans are already inadequate and would be
stretched even further. Sources of public health sector funding come mainly
from general taxation, then local authority revenue, households, provincial
government-own revenue and donors. The major concern raised by national
health account is that the general taxation as the major source of funding is
not sustainable. The national health account had suggested that government
find ways of boosting public health sector funding before it becomes constrained
further to a point of being unable to provide the very basic patient needs. KZN
receives a lion’s share of the health budget, almost the same amount as Gauteng
due to the inability to generate enough revenue to contribute to health
expenditure and also due to the high incidence of HIV/AIDS infection. These are
made worse by the unemployment rate and increased level of poverty compared
to other provinces. Public health sector is already showing signs of operational

difficulties due to shortage of stock. Some public hospitals are running huge

deficits.

Local authorities, which are the second major contributors to revenues, are also
not sustainable as they depend on rates, which are defaulted regularly,
especially when the economic conditions are bad. There have been concerns by
municipalities at the rate of defaults, which has resulted in the decision to take
very drastic steps to recoup the money owned for rates (i.e. attaching property
for rates owned). This causes more complications but is said to be the only

solution available to municipalities to encourage rate payment in order to run its

service.

The national health account has made recommendations that these sources be

supplemented with more sustainable sources of revenue (see sources of public

Health Sector Financing below



Diagran 1.1 he Flow of Funds in the Public Health Sector. 199899, R million 19990 prices

Mational

;{\'\

A ATy

popz

¢ - 627
M /1.2

674 Local
Government

R e

awn
Revanua
[YI7N

Figure 1.1 (adapted from NHA)

Prov Depts
of Health

5

L2 202

3l

own

b L i ” g
National ) vainc‘lal A" Revenue
Treasury b3 Treasuries l
House- —
-  helds " 2408277 “u }“'}E‘_‘l
; 5 x,\—/\\_ﬁ) " 4. Hoo

ther

Provincial
gonorreios ~;§£§gn'

Cading:

Dets - Sources

Ta o Tons - Financtal htemmediarias
i — Providders

Liws - End usas

Motes:

Cthar Nativnal — Othar Dapartmants,
Funds and Publc Entarprisas

Cthar — Res=arch and Training
nstitutions, ENMS and Medical Schemss
Funding flow from Other National 1o
Hausehoids B the Road Actident Fund

i

Health care expenditure accounted for a big proportion of national budget. The
national health budget for 2002-2003 amounted to R7, 18 billion, and private

and public health sector together spends R70 billion a year and this affects every

South African. There were two areas of expansion in the expenditure, which are:

e Substantial increase in spending on HIV and AIDS programmes

e Grant of tertiary health care services o redistribution of funds from

urban centers to rural provinces.

The National Health Accounts (NHA) project produced one of the first analysis of

health care expenditure collected from primary data over a number of




consecutive years in South Africa (1996/1997 — 1998/1999). The data revealed

two eras of public health sector financing

1. From 1992/3 to 1997/8 - this period was characterized by substantial

growth in funding (both in real and per capita terms) reallocation of

resources to primary health care and redistribution of health sector funds

across provinces.

2. In contrast, the second era from 1997/8 onwards is characterized by

falling per capita public health sector funding,

a reversal of the

redistribution across provinces and limited growth in public health sector
expenditure (National Health Accounts for South Africa.1998/1999) see

. table 1.1 tol

Tablel.1 Sources of Full Public Health Sector Financing, 1996/1997-1998/1999

(Million Real 1999/00 prices)

1996/97 1997/98 1998/99
General Taxation 29,244 30,972 30,908
Local Authority Revenue 845 963 996
Households 499 418 340
Provincial (Government Own Revenue) 334 S78 384
Donors 18 33 68
TOTAL 30,940 32,964 32,696




Figure 1.2 Sources of full Public health sector financing 1996/97-1998 /99

(Million, Real 1999/00 prices)
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Table 1.2 Per Capita Full Public Health Sector Financing by Sources

Including Medical Scheme Members, 1996/97-1998/99

1996/97 1997/98 1998/99
General Taxation 717 743 725
Local Authority Revenue 21 23 23
Households 12 10 8
Provincial (Government Own Revenue) 8 14 9
onors 0 1 2
TOTAL 758 791 767

Adapted from NHA for South Africa 1998/99



Table 1.3 Per Capita Full Public Health Sector Financing by Sources

Excluding Medical Scheme Members, 1996/97-1998/99

1996/97 1997/98 1998/99

| General Taxation 881 912 891
Local Authority Revenue 25 28 29
Households 15 12 10
Provincial (Government Own Revenue) 10 17 11
Donors 1 1 2
TOTAL 932 970 943

Adapted from NHA for South Africa 1998/99

Figurel.3 Per capita Full public health sector financing by sources excluding
medical scheme members,1996/97-1998/1999(Rmillion,Real 1999/00 prices)
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The transition between the two periods would appear to relate to the
introduction of both GEAR and fiscal federalism, the current macro-economic
environment translates into a highly constrained financing environment for
health now and in the foreseeable future, the NHA observed. Further, the
current resource allocation formula for provinces and subsequent provincial
budget processes has done little to encourage redistribution to where funds are
most needed (which was addressed in the 4 June 2002 health budget above).
NHA recommended are based on the above findings and need attention by the

government.

There have been frequent reports of stock theft and stock shortages from
government financed health sector, long debtor days and obsolete stock, which
suggest poor management of working capital. It is against this background that
this study is pursued. If large volumes of stock become obsolete while there is
large shrinkage and shortage at the same time, it suggests that stockholding,
overstock of non-essential stock and corruption in ordering and receiving and
dispensing departments are the major sources of problems. Investment in
working capital is the lifeblood of the business where the daily action takes
place. It appears that the public health care sector adopts a conservative
approach in working capital policy where considerably more long-term capital is
invested in current assets, thus offering its clients (patients) greater choice
through having more inventory and more favorable credit terms, by allowing a
longer settlement period. More cash is also kept on hand for daily operating
disbursements. This policy has higher risks for obsolete stock, bad debts and
incurring penalties from creditors who may be kept waiting beyond acceptable
time for payments. The potential for higher benefits is therefore shaded by the
higher risks (Flynn.D.1997). This policy will therefore require very efficient

management of working capital.

To measure the efficient management of working capital, the following questions
will be asked
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e What forms of payment does health care provider accept (medical
aid or cash)?

e What criteria are used for the free service and fee for service in
government funded health care centers and institutions?

e How is stock ordered?

e When is it ordered?

e How soon is it delivered and is it checked to ensure that quantity
received is equal to quantity ordered?

e How are debtor days in public hospitals, and what are methods
used to chase overdue accounts (chasing debtors and whether
debtors are checked for credit worthiness)?

e Stockholding — number of days in which stock take to move to the
next stage (until it reaches end user or is used by the patient)?

e How long does it take to settle debt with creditors?

e Whether auditing is done and how often?

These aim at establishing whether the practices used for managing working

capital are consistent with theories for efficient management of working capital.

One of the recommendations of the National Health Accounts of South Africa
stated above is that government may need to review cost control in the public
health sector. Its observation is that public health sector hospitals are
demonstrating rapidly rising costs per patient day equivalent shown by both an
increase in funding and a drop in the number of beds. Further salaries are
absorbed in large and increasing proportion of expenditure in the public health
sector. This may not be financially sustainable. While working capital as a
variable cost has to vary with the levels of production in business (inpatient days
or outpatient visits in public health sector or the number of patients seen), it
does not seem to be the case in the public health care system. It has become a
fixed cost. This together with many fixed costs such as salaries, admin costs,

contracts, etc in public health sector makes it difficult to reach breakeven point.
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It is against this backdrop that management of working capital has to be
considered seriously in public health sector to avoid budget deficit and
inefficient patient care, because it seems that working capital is eventually not
utilized by the persons it is intended for. If managed well, working capital can
become a substantial complementary source of funding to boost public health
sector resources. In a transformation environment like health care, there should
be a close relationship between the inputs to the transformation process (i.e.
facilities and staff) and outputs from the process (i.e. efficient care/service). If
these two don’t match, then the cash flow is negative because the source has to
be repeated at an extra cost. To succeed in this whole process, one needs stable
and efficient human resources. This can be accomplished by having strategic
business units, where each unit manages its budget and operates within agreed

budget constraints. This will be discussed further in the recommendations.

1.3 Motivation for the project.

The increasing expenditure in health care especially in KZN and the decreasing
standards in health care due to operational inefficiencies in some public health
centers is the motivation behind the choice of the project. The above national
health account report show that the second era of 1997/1998 was characterized
by falling per capita public health sector funding while at the same time there
was shortage of medical supplies, long debtor days, obsolete stock and stock
shrinkage in public sector. This suggests inefficient management of working

capital and motivated the choice of the project to identify problem areas.

Public sector does not have a positive return on capital like private sector
because of differing financial objectives. The objective in non-profit organizations
Is to break-even, to achieve this it needs to implement policies which will ensure
cost reduction. However more than private sector there is a greater need for
public sector to reduce cost since it can not increase revenue by increasing user
fees due to moral implications to the majority of the populations. The projected

demand for public service due to changes in health care financing also and the
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need to increase revenue to improve health care in general motivated the choice
for the project. There is also a growing bargaining power by health employees for
increase in salaries, which puts even more pressure on the government budget
given the increasing number of competitors overseas who have exchange rate
advantages. There is a greater need than ever before to balance cash outflows
with inflows in government health services to make them sustainable .All the

above factors motivated the choice of this project.

1.4 Value of the Research

The study will help with the formulation of policy from the corporate strategic
level and implementation to lower levels. Through the implementation of cost
control systems, will increase revenue through cost reduction and therefore
increase financial resources to meet the public health financing needs. The
improvement of facilities and resources will attract more revenue from private
sector and relieve the department of the financial strain of increasing health
expenditure. In summary, increasing efficiency will reduce inpatient days,
reduce debtor days, increase cash inflow, reduce government credit, reduce
health risks and hazards, ensure that financial resource are channeled where
they are needed most and improve the overall national economy. Feedback
systems will help identify cost drivers and variances and focus resources on

such drivers.

1.5 Problem statement

1. What causes shortage of stock in government institutions?

2. To what extent are systems put in place effective in the management of
debtors, cash and creditors in public sector?

3. Why is stock shrinkage a common occurrence in public health sector?

4. Why is debtor days longer than accepted in public sector? What causes bad
debts?
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CHAPTER TWO

WORKING CAPITAL THEORIES (principles of efficient management

of working capital)

2.1 Introduction.

The efficient management of working capital is important from the point
of view of both liquidity and profitability in business. Investment in
current -working capital is the lifeblood of the business where daily
action takes place, (Flynn, 1997). Working capital can be used as a
sustainable source of income in public health sector. Cost recovery and
working capital cycle can be very useful in generating revenue for public
sector. Although components of working capital differ in private sector
compared to public sector, the final objective for both is revenue
generation. There is limited literature in the management of working
capital in public sector because the topic has received little attention
before. In the last decade quality assurance studies (e.g. by JCIA) have
been extended to services organizations but little attention have been

given to quantitative factors as contributing to quality.

The most significant working capital items are
1. Inventory / stock (raw materials, work in progress, finished goods
& consumable stores)

2. Accounts receivable (debtors)

3. Cash resources (bank balance, cash, petty cash on hand)

The CIMA official terminology defines working capital as the capital
available for conducting day-to-day operations of an organization. In
accounting terms, this is a static balance sheet concept referring to the

€xcess — at a particular point in time - of permanent capital plus long-
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term liabilities over the fixed assets of the business. As such, it depends
on accounting rules, such as what is capital and what is revenue, what
constitutes a retained profit, the cut-off between long-term (twelve
months from balance sheet date for published accounts) and when
revenue should be recognized (strategic financial management: stage 4,
chapter 14). If working capital, thus defined, exceeds net current
operating assets (stock plus debtors less creditors), the company has a
cash surplus (usually represented by bank deposits and investments),
and otherwise it has a deficit (usually represented by a bank loan and/or
overdraft). On this basis therefore, the control of working capital can be

subdivided into areas dealing with stock, debtors, creditors and cash.

Management of working capital involves both an investment and
financing decision, which is influenced by the risk and return of that
particular decision. Working capital can make a significant reliable
source of funding if managed well. Working capital financing decisions
involve the determination of the mix of long-term versus short-term debt.
When the yield curve is upward sloping, short-term debt costs less then
long-term debt. With an aggressive financing policy the firm finances
part of its permanent asset base with short-term debt. This policy
generally provides the highest expected return (because short-term debt
costs are typically less than long-term debt costs) but it is very risky.
Under a conservative financing policy the firm would have permanent
financing (long-term debt plus equity) which exceeds its permanent base

of assets. This is the least risky policy but also results in lowest expected
returns.

The aggressive financing policy is commonly found in private health
sector while the government prefers the conservative financing policy.
The former policy requires that working capital be managed efficiently by
way of a strict credit control policy, monitoring debtors, and holding
minimal cash. This practice is not used in the public health sector. A

conservative financing policy would be an ideal policy from national
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level, as it ensures that financial resources are available whenever
needed to meet patient’s healthcare needs. However, at unit level,
investing in consignment stock for emergency would be an ideal policy or
rather a moderate policy that falls somewhere between the two extremes.
The moderate policy matches the short-term financing to the fluctuating
current assets and the long-term finance to the permanent part of the

current assets plus the fixed assets (Parkinson, 1994).

In 1997, the American Defense Authorization Act required the DOD to
conduct a comprehensive study of Defense Business Operations Funds
(DBOF) and presented its findings and a proposed improvement plan to
the congress for approval. DBOF combined the nine existing revolving
individual funds into a single revolving fund. With the establishment of
DBOF, all business activities under the fund were issued annual
operating budgets with official management cost goals and capital

budgeting limitations that had not previously been in all cases.

Azama (1997), discovered that where government business units are
managed like commercial business, there were several improvements in
business practices, cost visibility and breakeven. Working capital funds
are defined as revolving funds that exist to finance the operations of
government business units that are managed like commercial business
units. The business units in a working capital fund sell goods or services
to “customers” with the intention of recovering the total cost incurred in
providing those goods and services. The business unit uses income from
the sales to buy or replace inventory and otherwise finance the
production of goods and services. A working capital fund business unit,
unlike a commercial business is not profit-oriented and therefore only
tries to breakeven on the sale of goods and services. The basic tenet of
the revolving fund structure is to create a customer-provider relationship
between the military operating units and support organizations. The

relationship was designed to make managers of support organizations
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funded through the revolving fund and decision-makers at al levels more

concerned with costs of goods and services.

The working capital funds were created and designed to accomplish a

number of goals and objectives. The goals included

Providing a more effective means for controlling the costs of goods
and services provided by working capital funds and a more
effective and flexible means for financing and accounting for these
costs.

Providing managers of working capital funds the financial
authority and flexibility required to procure and utilize manpower,
materials and other resources effectively.

Highlighting the cost consequences of various alternatives.

Specific objectives included

Providing managers of working capital funds with modern
management tools comparable to those used in similar commercial
enterprises.

Improving cost estimates and cost controls.

Encouraging providers of goods and services to better manage
labor, inventories, workload, budgeting and cost control.

Placing customers in position to evaluate prices and the quality of
goods and services.

Establishing standard prices/rates to allow customers to plan and

budget more confidently.
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2.2 Working Capital

The need for good treasury management and working capital
management has been with us ever since business began. They both
focus on liquid resources (cash flow) this means the cash that flows into
the business and out of the business. Both also take into account risk.
As firms grow it usually becomes necessary to appoint specialist staff
skilled in the treasury while maintaining a team dedicated to ensure the

high quality of working capital decisions (Arnold, 1998).
2.2.1 Cost recovery principle

Working capital funds were established to do a better job of identifying
all costs associated with producing a specific output. It was recognized
that the selling prices charged to customers by the revolving funds
should include all the costs involved in providing those goods and
services. By giving business unit managers the authority and flexibility
to make trade-offs decisions, more can be done to control costs, promote

efficiency and allow sound economic decisions.

2.2.2 Working Capital Cycle

Cash flows in a cycle, that is from the providers of funds to the to the
business operations, thus adding value for the providers of those funds,

that is going back with more value than it was when it left the hands of
funders.
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Figure 2.1
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Adaptt;d from http: www.planware.org/workcap.htm

The shorter the cycle the more value it creates for its funders. As the
adage goes ‘time is money’. Money that is tied up somewhere in the cycle
for longer than required is an opportunity cost of earning interest form it
or avoiding the cost of capital to top up the gap. Although it seems as if
there is no cost of capital in public health care funding, the funds tied
up somewhere in the cycle destroys value in that the money could be
used to provide other supplies that could be very important in managing
patient conditions. A slow cycle creates shortage of stock and deprives
other patients the opportunity of having efficient health care. Speedy

recovery saves the hospital cost on prolonged inpatient admissions.

Money tied up in any stage in the working capital chain is an
opportunity cost. In addition, there are costs associated with storage
and/or administration. The combined costs can be considerable and it is
the art of good working capital management to so arrange the affairs of
the business as to obtain a balance between costs and benefits through
raising or lowering stock levels, cash, debtors and creditors to their

optimum levels (Arnold, 1998).

The operating cycle is the length of time between the company’s outlay

on raw materials, wages, and other expenditures, and the inflows of cash
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from the sale of goods and services. In a manufacturing environment,
this is the average time that raw materials remain in stock, less the
period of credit taken from suppliers plus the time taken to produce the
goods plus the time the goods remain in finished inventory plus the time
taken by customers to pay for the goods. This is an important concept
for the management of working capital or cash because the longer the
operating cycle, the more financial resources it needs. Management
needs to watch that this cycle does not become too long (Parson, 1994).
Working capital cycle is calculated as: -
Day inventory
+ - Debtor’s collection period

- Creditor settlement
The shorter the cycle the better (Flynn, 1997)

Days inventory = Inventory X 365/
Cost of sales.

Debtor’s collection period =  Debtors X 365/
Credit Sales

Credit Settlement period = Creditors X 365/
Credit Purchases

Each of the above working capital components require management and
control in order to shorten the cash conversion cycle. This is as true in a
manufacturing environment as it is in a service delivery business,
however in government health care services where there are no debtors

like primary health care the debtor component falls off.

2.2.3 Working capital ratios

Working capital ratios serve as the tool to measure the efficiency with
which working capital has been utilized. The following ratios can
therefore be used as a guide for action whenever there are problems with
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working capital management or as standards of efficient management in
institutions(see table below).
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Table 2.1 Efficient management of working capital through ratios

Ratio

Formulae

Result

Interpretation

Stock
Turnover

(In days)

Average Stock *

365/Cost of
goods Sold

= x days

On average, you turn over the value
of your entire stock every x days. You
may need to break this down into
product groups for effective stock
management. Obsolete stock, slow
moving lines will extend overall stock
turnover days. Faster production,
fewer product lines, just in time

ordering will reduce average days

Receivables

Ratio

(in days)

Debtors *
365 /Sales

= x days

[t takes you on average x days to
collect monies due to you. If official
credit terms are 45 days and it takes
you 65 days... why? One or more
large or slow debts can drag out the
average days. Effective debtor

management will minimize the days

Payables
Ratio (in

days)

Creditors *
365/Cost of
Sales (or
Purchases)

= x days

On average, you pay your suppliers
every x days. If you negotiate better
credit terms this will increase. If you
pay earlier, say to get a discount this
will decline. If you simply defer
paying your suppliers (Without
agreement), this will also increase —
but your reputation, the quality of
service and any flexibility provided by

your suppliers may suffer

Current

Ratio

Total Current
Assets / Total

= x times

Current assets are assets that you
can readily turn into cash or will do

so within 12 months in the course of
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Current

Liabilities

business. Current Liabilities are
amounts you are due to pay within
the coming 12 months. For example,
1.5 times means that you should be
able to lay your hands on $1.50 for
every $1.00 you owe. Less than 1
times e.g. 0.75 means that you could
have liquidity problems and be under
pressure to generate sufficient cash

to meet oncoming demands

Quick - (Total Current Similar to the Current Ratio but
Ratio Assets - = x times | takes account of the fact that it may
Inventory)/Total take time to convert inventory into
Current cash.
Liabilities
Working (Inventory + As % A high percentage means working
Capital Receivables — Sales capital needs are high relative to your
Ratio Payables)/Sales sales.

Adapted fromhttp:www.planware.org/workcap.htm

Other working capital measures include the following: -

Bad debts expressed as a percentage of sales

Cost of bank loans, lines of credit, invoice discounting, etc

Debtor concentration — degree of dependency on a limited

number of customers.

Once ratios have been established, it is important to track them over

time and to compare over time and to compare them with ratios for the

comparable business or industry sectors.
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2.3 Management of Working Capital Components

Each working capital component requires management and control in
order to remain within the constraints of the policy selected. Apart from
the underlying principle that current assets should be kept as low as
possible without dampening the expected return, and that creditors
should be extended as long as possible without incurring financial
penalties, there are a number of useful techniques for managing these

components (Flynn, 1997).

2.3.1 Inventory

Managing inventory is a juggling act. Excessive stock can place a heavy
burden on the cash resources of a business. Insufficient stock on the
other hand can result in lost sales, delays for customers etc. The key is
to know how quickly your overall stock is moving or, put another way,
how long each item of stock sits on the shelves before being sold.
Obviously average stock holding period will be influenced by the nature
of business. The nature of consumption of the product or the service will
determine the speed with which stock is turned over. In service health
organization where there is high patient turnover stock is expected to
move fast, however not every stock will move fast. The demand for some
products just like in other types of business is seasonal. Inventory

decisions should therefore take into account seasonality of certain

conditions.

Nowadays, many large manufactures operate on a just-In-time (JIT)
basis whereby all the components to be assembled on a particular day,
arrive just in time i.e. arrive at the factory early that morning, no earlier
no later. This helps to minimize cost as JIT stock takes up little space,
minimizes stock holding and virtually minimizes the risk of obsolete and
damaged stock. Because JIT manufactures hold stock for a short time,
they are able to conserve substantial cash. The JIT principle can be

practically feasible in public health sector. Concepts will only be changed
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to suite the type of service and operations. The JIT principle could apply
for both stock (drugs and medical supplies) and patient processing.
Patients in public sector have to be admitted for days even for minor
surgeries. To avoid inpatient days cost the patient could be on a waiting
list and only be admitted on the morning of the operation for minor
operations and be discharged after a few hours after the patient has
stabilized. Admission should be reserved for those major cases, which
need pre-operative care and stabilization before operation. Outpatient
theatres should be equipped to handle the minor operations and relieve
the central theatres of the load. This does not only save cost; it ensures
.thaf human resources are utilized efficiently. JIT is applicable not only to
patients undergoing surgery but also to those who have to have
procedures done. Discretion would of course have to be made for those
patients who travel long distance to have services provided at public

hospitals.

Inventory involves the commitment of a large amount of a company’s
resources. Its efficient management is of great concern to the financial
manager. In a manufacturing business, stock/inventory includes raw
materials brought in parts, finished goods awaiting sales and also in
work in progress. Stock should never be viewed as an idle asset, rather
as an essential part of a firm’s investment and operation, and therefore

its movement closely monitored.

No business likes to turn away a customer because it does not the
product in stock. Not only does this mean that the profit margin on the
item is lost, it also causes customer discontent and loss of market share
(Flynn, 1997). The optimum holding of stocks will maximize the benefits
les costs involved. Holding higher levels of finished goods stock will
enable the company to be flexible in supplying customers, however,
these benefits would have to be balanced against the storage costs
incurred, the capital costs of financing the stock the cost of stock

becoming obsolete. This is as important in profit making business as it is
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in non-profit making public health sector. Another disadvantage of high
levels of stock is that it becomes difficult to control, and stock shrinkage
becomes a common problem. Just as in profit making organizations,
efficient delivery of health care should however not be compromised by
stock-outs. Optimum holding of stock will ensure customer satisfaction
and retention in this highly competitive South African health sector and

maximize benefits less costs incurred by the government.

Stock-outs of particular items have various causes. The item may be in
an infrequent seller and very low stock are retained, there may have
.beeh an unusual sudden demand for that item, there may be a lag time
from the time of order or it may simple be poor planning. In health
public sector stock is divided into medical supplies and medicines and is

the major source of expenditure (see table below).
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Table 2.2: Provincial Expenditure on Capital, Medicine and Medical

Supplies
Capital & Change in | Medicine % Change in | Overspending
Expenditure | Capital Medical Medical on Personnel
Exp!. Supplies Exp.

Eastern Cape | 90,682 -38.4% 288,387 17.7% 6,97%
Free State 44,200 -55.1% 210,801 -36/4% 13.62%
Gauteng 471,277 6.7% 733,356 -2.9% 5.57%
Kwazulu-Natal | 93,469 105.8% 558,330 -17.5% 0.90%
Mpumalanga | Na Na 105,591 -46.0% Na
Northern Cape | 739 -43.9% 40,518 -12.4% 9.85%
Northern 208,288 -24.2% 209,867 -17.1% 22.79%
Province
North West 115,520 5.0% 164,752 -24.7% 8.98%
Western Cape | 11,588 -44. 7% 371,435 -7.8% 1.86%
Total Average | 1,035,764 5.8% 2,683,038 -12.8% 6.35%

T

Adapted from Intergovernmental Fiscal Review (1999) http//

Personnel for 1998/1999inR’000(1996Rands)?

www.idasa.org.za

! Percent change in Capital and Medical Expenditure is for between years 1996/97 to 1999/00.
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There are a number of simple planning methods for inventory
management, e.g., ABC method, the use of twin bins and the application

of the economic order quantity approach (Flynn, 1997).

2.3.1.1 ABC Inventory management

This is probably the most unsophisticated approach to inventory
management, but is a start. The inventory lines are graded on the basis
of quantity of items kept in the inventory and the value invested in each
stock item. Items graded A have a high inventory value, but not
necessarily a high number of units kept on hand. Such items must be
éarefully monitored and tightly controlled. Re-orders are placed well
within the lead-time to ensure that there is never a stock-out on such
items. Items rated B, because they have lower unit values require less
control and unit inventory numbers are always kept on hand. Items
rated C are ordered only when requested from customers or service
providers. This method is very rudimentary, but at least forces
consideration of the relative importance of each line item (Flynn, 1997).

The following steps are taken to grade the inventory lines: -

¢ Determine the average investment in each item

e For each item, its average investment is expressed as a percentage
of the total inventory investment

¢ For each item, its average number of units is expressed as a
percentage of the total number of units in the inventory

¢ Each item is then classified into groups indicating the need for
tight control (A items), average control (B items), and loose control
(C items), the most important criterion being relative size of

investment in the inventory (Flynn, 1997).

The A items deserve tight control because they constitute a substantial

percentage of the total inventory investment but a small percentage of
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the total units, whereas the C items (loose control) relationship is just

the opposite, and the B items (average control) fall in between.
2.3.1.2 Twin Bin inventory management

This method requires two storage areas for each item of stock. One is for
the stock the other for stock necessary during the lead-time from order
to delivery. The moment the bulk stock bin is empty; there is a card at
the bottom of the tin, which is handed on to the order clerk to effect the
re-order. The second bin then becomes the source of stock until the
order is received at which time the safety stock bin is replenished and
the bulk stock bin refilled (Flynn, 1997).

2.3.1.3 Economic Order Quantity

This formula is useful for establishing the optimal frequency and
quantity, which should be ordered for each line item. The formula is
derived from the idea that the more frequently orders are placed, the
higher the annual cost of ordering will be. However, the less frequently
orders are placed, the higher will be the quantity ordered and thus
holding costs. The ideal balance between ordering and holding costs is
derived from the Economic Order Quantity equation (Flynn, 1997).
Usually the criteria used for inventory relates to past sales levels. In a
rapidly expanding business, this could result in an unacceptable low
inventory levels in relation to forecast sales. This is also relevant in non-
profit making organizations where demand for stock can exceed supply
like in public sector especially the referral hospitals. An epidemic,
national disaster or accidents can cause the above situation. This calls
for safety or consignment stock in contingency planning. Therefore more
than one inventory method can be used at a given time. If the business
is seasonal in purchases, production or sales stock levels may need to be
higher at some period ends than others to suit the needs of the business.
Additionally depending on the nature of the inventories involved,

attention may need to be paid to economic order quantities in order to
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balance stockholding costs against the effects and costs of stock-outs.
Orders at the level of EOQ may break the specific criteria but will be the

optimum order level for the business. The EOQ equation is as follows: -

EOQ = 2FS
CP

Where

F = Fixed cost of each order

S = Annual unit sales (demand of units or of line item)
C =‘Carrying costs as a % of average inventory

P = Cost price per unit (Flynn, 1997)

S = Forecasted demand of units in the next financial year. The order

frequency can also be derived from the above fermula: -

Order frequency: Sor D
EOQ

Where S is the expected demand of units of line items in the financial

year
2.3.1.4 Criticism of the model

The EOQ is based on the assumption of stability of demand, the
existence of a fixed and identifiable ordering cost, and the cost of holding
stock which can be expressed by a linear function, shortage costs which
is identifiable and so on. Unfortunately steady demand is untrue for a
wide range of operation’s inventory problems. An EOQ approach
therefore has a difficulty in coping with such wild fluctuations in

demand. Safety stock in a form of consignment stock should be added in

the equation.
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The assumption of the cost of stock has also been found to be
unrealistic. The real cost of stock in terms of its effect within an
operation is far higher than is assumed. For example, placing an order
with a supplier as part of a regular and multi-item order might be
relatively inexpensive, whereas asking for a special one-off delivery of one
item could prove far more costly. Similarly with stock-holding costs,
although many companies make a standard percentage charge on the
purchase price of stock items, things might not be appropriate over a
wide range of stockholding levels. The marginal costs of increasing stock-
holding levels might be merely the cost of the working capital involve. On
therother hand, it might necessitate the construction or lease of a whole
new stockholding facility such as a warehouse. Operations managers
using the EOQ type approach must check that the decisions implied by
the use of the formulae do apply (Pycraft, Singh and Phihlela, 1997).

The most fundamental criticism of the EOQ approach comes from the
Japanese inspired JIT philosophies. The EOQ model is criticized as a
prescriptive device, which takes many costs associated with ordering as
fixed rather than encouraging an approach, which tries to reduce or

improve costs (Pycraft, et al, 1997)
2.3.1.5 Inventory Information Systems

Most inventories of any significant size are managed by computerized
systems, which have a number of functions, most irnpbrtantly the
updating of stock records, the generation of orders, the generation of

inventory status reports and forecasting demand.

¢ Updating stock orders

Every time a transaction takes place (such as the sale of an item or the
movement of an item from a warehouse to a truck or the delivery of an
item into a warehouse), the position, status and possibly value of the

stock will have changed. This information needs recording so that
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operations managers can determine their current inventory status at any

time.

¢ Generating orders

The two major decisions we have described previously, namely, how
much to order and when to order can both be made by a computerized
stock control system. The first decision, setting the value of how much to
order (Q) is likely to be taken only at relatively infrequent intervals. The
system will hold all the information which goes into the economic order
quantity but might periodically check to see if demand or order lead
times or any of the other parameters have significantly changed and
recalculate Q accordingly. The decision on when to order on the other
hand is a far more routine affair, which computer systems make
according to whatever decision rules operations managers have chosen
to adopt that is either continuous review or periodic review.
Furthermore, the system can automatically generate whatever
documentation is required or even transmit the re-ordering information

electronically through an EDI system (Pycraft et al, 1997).
¢ Generating inventory reports

Inventory control systems can generate regular reports of stock value for
the different items stored, which can help management, monitor their
inventory control performance. Similarly, customer service performance,
such as stock-outs or the number of incomplete orders, can be regularly
monitored. Some reports may be on an exception basis, that is, the
report is only generated if some performance measure deviates from

acceptable limits (Pycraft et al., 1997).



e Forecasting

All inventory decisions are based on forecast future demand. The
inventory control system can compare actual demand against forecast
demand and adjust the forecast in the light of actual levels of demand
(Pycraft et al, 1997).

2.3.2 Debtors

Debtors derive from past sales levels or demand of goods and services,
making the criteria for debtors more logical than that for inventories.
However the level of debtors could be affected by significant debts still on
the ledger, which are more than two and a half months (75 days) old.
The acceptable level of debtors should be viewed within the context of
the credit terms policy of the business. The structure of the discounts
paid for early payments balanced against the cost of paying debtors
could mean that it pays the business to allow debts to become old,
provided of course that they are eventually paid. It is common practice
by companies to offer customers inducements in the form of cash
discounts to reduce debtor days. Debtor level overall may be significantly
influenced by the timing of large receipts in some businesses. Apart from

the criteria outlined, it is also important that individual debtor balances

are kept within customer credit limits.

To have good credit management it is important to: assess the credit risk
of your customers, chase overdue accounts and assess the effectiveness

of credit control (Ridley, 1993).



2.3.2.1 Assessing credit risk of your customers/client base

Assessing credit risk of the above would involve giving consideration to

you credit control procedures. The key elements of what you need to take

into account in setting one credit policy control are:

The terms of trade; notably the period of credit to be granted, and
any discounts to be allowed for early settlement. This will largely
be determined by practice within the industry but there is usually
some scope for differentiation from competitors and between
customers (the riskier prospects being put on a shorter period and
higher discounts arrangements). It is important to record all the

terms agreed.

On a customer- by- customer bases it necessary to assess the
creditworthiness and to establish limits in terms of amount and
time. Payment will influence by the economic conditions at a given
time and those should be taken into consideration when making
terms of trade. Assessing creditworthiness is important
particularly for new customers in addition consider proceedings to
review existing customers from time to time, especially if they
request that their credit limit should be raised. Information about
a customer’s credit standing can be obtained from many sources
e.g. bank references (income and liabilities), trade references
(suppliers already giving credit to the customer can give useful
information), published information (for companies) i.e. the
companies annual accounts and reports will give some idea of the
general financial position of the company and its liquidity, credit
agencies are willing to give customers creditworthiness at a small
charge, company’s own sales records for existing customer will

show how good a record the client has.



2.3.2.2 Chasing overdue accounts

Monitor your debtor balances and aging schedules, and don’t let any

Late payments erode profit and can lead to bad debts. Slow
payment has a crippling effect on the business. If debtors
are not managed well, debtors will begin to manage the
creditor as control will be lost due to reduced cash flow and
an increased incidence of bad debt will then be experienced.
The following measures will help manage debtors.

Have the right mental attitude to the control of credit and
make sure that it gets the priority it deserves.

Establish clear credit practises as a matter of company
policy.

Make sure that those practices are clearly understood by
staff, suppliers and customers.

Be professional when accepting new accounts especially new
ones.

Keep very close to your larger customers.

Invoice promptly and clearly.

Consider charging penalties on overdue accounts

Consider accepting credit/debit cards as payment option.

debt get too old or too large.
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Recognize that the longer someone owes you the greater the chance you

will never get paid. If the average age of debtors is getting longer or is

already very long, you may need to look for the following possible defects:

-Weak credit judgement.

-Poor collection procedures.

-Lax enforcement of credit terms.

-Slow issue of invoices.

-Customer dissatisfaction (http// www.planware.org.workcap.htm)



e Any good system will call for response immediately a debtor has failed
to pay on time. This does not mean immediately jumping to action
but rather follow a sequence of actions e.g. 30 days after invoice date
is normal terms, 40t day: gentle reminder letter is sent, SOth day: a
telephone call to customer, 60" day: a strong worded written
reminder, 70-80t day: more telephone calls plus letter threatening
legal action. On the 90t day legal action commenced for recovery of
debt (Arnold, 1998).

2.3.3 Cash

The management of cash resources holds a central position in the area
of short termm financing decisions. Results of investment decisions are
estimated in cash terms and the value of a company to a shareholder lies
in the ability to add to his command over resources over time, which
means to add to shareholder’s command over cash (strategic financial
management). Cash management is part of the wider task of treasury
management, which covers not only the management of the company’s
cash in the normal course of business-making but also to ensure that
the company always has enough cash on hand to meet its bills and
expenses and investing any surplus cash. Often the control limit over
cash fails to take into account the cash needs anticipated for the near
future, which may vary greatly from time to time. For ekample, cash
could be required in one period for a major fixed asset purchase.
Attention should also be given to the cost implications of withdrawals
from interest bearing accounts (e.g. interest penalties for every and early
withdrawals) as compared with any cost associated with allowing cash to
fall lower including likely overdraft interest on negative cash holding if
appropriate (Arnold, 1998).



2.3.3.1 Sources of cash

Source of additional working capital cash include the following:
e Existing cash reserves.

e Profits (when it is secured as cash).

¢ Payables (credit from suppliers).

e New equity or loans from shareholders.

e Bank overdrafts or lines of credit.

e Long-term loans

2.3.4 Creditors

Perhaps the simplest and the most important source of short-
term finance for many firms is trade credit. This means that when
goods or services are delivered to a firm for use in its production
they are not paid for immediately. These goods and services can
then be used to produce income before the invoice can be paid
(Arnold, A., 1998). Payables are therefore a source of cash inflow
as they are a source of cash outflow for the business. They are a
vital part of effective cash management and should be managed
carefully to enhance the cash position of the business.
Purchasing initiates a cash outflow and an over-zealous

purchasing function can create liquidity problems. Consider the

following:

¢ Who authorises purchasing in your company? Is it tightly

managed or spread among a number of (junior) people?

e Are purchase quantities geared to demand forecasts?

¢ Do you use order quantities, which take account of stock

holding and purchasing costs?

36
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e Do you know the cost to the company of carrying stock?

e Do you have alternative sources of supply? If not get
quotes from major suppliers and shop around for the best
discounts, credit terms and reduce dependence on a single

supplier.
e How many of your suppliers have a returns policy?

e Are you in a position to pass on cost increases quickly

through price increases to your customers?

o If the supplier of goods or services lets you down can you

charge back the cost of the delay?

e Can you arrange (with confidence) to have delivery of

supplies staggered on or on a just-in-time basis?

There is an old adage in business that if you can buy well, you

can sell well (http/ /www.planware.org/workcap.htm).

The reasonableness of credit policy on creditors depends upon the credit
policies of suppliers. Some suppliers may be strict in imposing terms
than others. Some may offer attractive settlement discounts for paying
business early, in such a case it will be beneficial to the buéin‘ess to pay
early than seek to delay payment in order to meet the group’s criteria.
Delaying payment in order to meet the criteria may also damage
relations with suppliers to the detriment of the business. The common
business practice is that suppliers are paid 30 days after the invoice
date. The calculation of credit settlement period should be linked to
debtor’s collection period to ensure that the company does not fall short
of meeting its obligations. The company’s liquidity is very crucial to

ensure that day-to-day operations are met. Checking relevant ratios and
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credit settlement period monthly will ensure that the financial manager
implement policies and monitor the effectiveness of such policies to

make the company solvent.

2.4 Driving and Restraining Forces

Management of working capital is essential for the efficient operation of
business. In this globalization and intense competition requires that
companies cut costs in their operations. Variable costs are therefore one of
the most flexible costs to manipulate. In the current globalization era
restructuring and cost reduction is a common denominator in companies
whb managed to turn their businesses around. The efficient use of
resources will enable the business to channel its resources to other
units/investments with the effect of adding value to life/shareholder wealth.
The role of public health care is to provide efficient and effective service to
the patients so that it can reduce costs from recurrent admissions and
disease episodes. The long-term benefit of cost management is that revenue
is directed to where it is needed most. Governments like private sector have
to impress fund donors by running their institutions efficiently to attract
international funding. The rise and fall of governments in many emerging
markets should be a lesson to South Africa that mismanagement of funds
and poor controls will destroy the economy of a country. The poor
management of government resources has been found to be a co