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his continuing education (CE) program has

been developed primarily for community
pharmacists. One of the significant downsides to
the very technical and scientific training pharma-
cists receive is that there is very little focus on the
non-pharmacological education that is necessary in
order to effectively operate and manage a commu-
nity pharmacy practice.

Financial literacy is essential for the following

activities:

* decision making

* resource allocation

* performance evaluation

* ensuring profitability /sustainability of phar-
macy related activities

This CE program is not intended to be an
exhaustive look at all of the financial subjects
related to operating and/or managing a pharmacy.
The objectives of this program are to provide an
overview of key areas of financial literacy that are
required, and to assist pharmacists in identifying
specific areas that can be targeted for more detailed
study.

e have done our best to produce an accurate,

timely, and educational Learning Series.
However, MediResource Inc., the sponsors, the
authors, the reviewers, and the editors assume no
responsibility for any errors or consequences aris-
ing from the use of information contained within
this program. With the constant changes in practice
and regional differences, it remains the responsi-
bility of the readers as professionals to interpret
and apply this lesson’s information to their own

he goals of this continuing education lesson are
to:

* provide an overview of key financial concepts
and definitions for pharmacists involved in
operating and/or managing a community phar-
macy

* provide non-finance professionals with insight
into the usefulness and limitations of interpret-
ing financial statements and financial ratios
and how they can be incorporated into effective
management

* explain key concepts in managerial accounting
related to financial planning and performance
evaluation that can be used to enhance decision
making

* provide pharmacists with insight into areas of
financial understanding where they require
more training in order to feel confident in oper-
ating and/or managing a pharmacy

practices. All rights reserved.

For this lesson, in compliance with sections 10.2
and 10.3 of the Guidelines and Criteria for CCCEP
Accreditation, the author, expert reviewers, and
MediResource Inc. report that the author previ-
ously received an honorarium from the sponsor
company for a presentation on an unrelated topic,
no other real or potential conflict of interest in rela-
tion to the sponsor of the CE lesson exists.
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he ability to serve the healthcare needs of
patients and the opportunity to become the

most trusted and most accessible healthcare profes-
sional has been facilitated by the ability of pharma-
cists to develop sustainable businesses that bring
in the revenue to support important patient care
responsibilities. However, the practice of phar-
macy is becoming much more competitive as more
players enter the market, each bringing their own
strengths to the community. Reimbursement issues
are also having a negative impact on pharmacy
revenues. As a result, it is becoming more difficult
to effectively operate and manage a community
pharmacy practice.

In order to be successful and preserve the abil-
ity to provide quality patient care, pharmacists
are having to become financially literate in order
to make the right decisions as to what business
opportunities to pursue to ensure the sustainability
of their practice and to allow them to fully benefit
from an expanded scope of practice.

Financial literacy is essential for the following
activities:

* decision making

* resource allocation

* performance evaluation

* ensuring profitability /sustainability of phar-
macy related activities

This CE program is not intended to be an exhaus-
tive look at all of the financial subjects related to
operating and/or managing a pharmacy. The objec-
tives of this program are to provide an overview of
key areas of financial literacy that are required, and
to assist pharmacists in identifying specific areas
that can be targeted for more detailed study.

Financial statements are often a key source of
information for financial decision making. In this
section, the goals are to briefly examine the rel-
evant features of these statements, along with their
limitations. The items that make up these financial
statements are also used in ratio analysis, which
will be discussed in the following section. Please
see the enclosed example financial statements

while reviewing this section in order to see how
these statements can be used in practice.

The balance sheet (BS) is a financial statement that
shows a firm’s accounting value on a specific date.
It is essentially a snapshot in time that attempts to
summarize what a business owns (its assets), what
it owes to creditors (its liabilities), and the differ-
ence between those two values (the firm’s equity)
at a given point in time.

Typically the assets are referred to as the left-
hand side of the BS. Assets are classified as current
or non-current (fixed). Current assets have a life
of less than one year - meaning that the asset will
be converted to cash in less than twelve months.
Examples of current assets include cash, inventory,
and accounts receivable. Fixed assets are expected
to provide benefit for longer than one year, and can
include such things as land, buildings, and equip-
ment.

The liabilities and owner’s equity are referred to
as the right-hand side of the BS. Much like assets,
liabilities are classified into current and long-term.
Current liabilities are those that must be paid
within one year, such as accounts payable. A debt
that is not due within a year is referred to as a long-
term liability.

Both sides of the BS must also balance. As a
result, owners’ equity (also known as shareholders’
equity) is the difference between assets and liabili-
ties. This feature of the BS is intended to reflect the
fact that if a business sold all of its assets and paid
off all of its debt, whatever value remained would
belong to the shareholders.

The balance sheet is named as such because
Assets = Liabilities + Shareholders’ Equity; in other
words, the left side = right side.

Key points related to the balance sheet:

* Net working capital (NWC) is calculated by
subtracting the value of current liabilities from
the current assets: NWC = Current Assets - Cur-
rent Liabilities. If the NWC value is positive, the
business theoretically has enough resources to
meet its obligations over the next year. A nega-
tive value for NWC can indicate a business in
some financial distress. It is also important to
consider that not all current asset accounts are
created equally. While Accounts Receivable is
considered a current asset, if one customer does
not pay their bill, that becomes bad debt that
is not recoverable by the business. Accounts
Receivables are scrutinized carefully by poten-
tial creditors because in reality it is rare to see
the full value of Accounts Receivable become
transferred into cash.
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Cash $25,000 Accounts Payable and Accrued Liabilities $475,000
Accounts Receivable 215,000 Income Taxes Payable 10,000
Inventory 900,000 Due to Shareholder 275,000
Prepaid Expenses 10,000 Royalties Payable to Franchisor 60,000
Total Current Assets $1,150,000 Current Portion of Capital Lease Obligation 20,000
Total Current Liabilities $840,000
Equipment 10,000
Automotive 5,000 Capital Lease Obligation 25,000
Furniture & Fixtures 25,000
leasehold Improvements 15,000
Computer Equipment 20,000
Signs 1,000 Capital Stock 1,000
Total Fixed Assets $76,000 Retained Earnings 360,000
$1,226,000 $1,226,000
* Please note: Fixed Assets listed as the values net of accumulated depreciation

* Creditors are first in line to collect if a business lines accounting values. Rarely does this value

becomes distressed. Equity holders (sharehold-
ers) are only entitled to the portion remaining
once creditors have been paid off. One can use
the BS to assess the debt-to-equity ratio of a
business. The more debt on the balance sheet,
the more leveraged a company is said to be.
While debt can be very useful in bringing in the
required resources to grow a business, it also
increases the potential for financial distress.

equal the market value - what the assets would
be worth today if sold. Generally Accepted
Accounting Principles (GAAP) requires that
audited financial statements display assets at
their book value. Due to inflation, book values
are usually less than market values - however,
GAAP rules are such that they reflect two key
accounting principles: objectivity and conserva-
tism.

* Liquidity can be assessed from the balance
sheet. Liquidity refers to the speed by which
an asset can be converted to cash. Assets are
normally listed on the balance sheet in order of
decreasing liquidity. Liquidity is very impor-
tant, because the more liquid a business is, the
less likely it is to experience financial distress.

* The reader of a BS must also be aware of the
key difference between market value and book
value. The values shown on the balance sheet
for the firm’s assets are book values - this rep-
resents what was actually paid for the assets at
the time of purchase. That is why the BS out-

The income statement (IS) is a financial statement
that summarizes the performance of the business
over a stated period of time, generally one year. It
is the financial statement that assists in measuring
the profitability of a business. The income state-
ment equation is: Revenues - Expenses = Income.
The revenues of a business are usually referred to
as the “top line” and the net income (income after
taxes) as the “bottom line.”

The IS statement is usually prepared using
GAAP. As a result, revenue is recorded when it
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$6,500,000

Opening Inventory 1,000,000
Purchases 4,500,000
Closing Inventory (900,000)
4,600,000

1,900,000

Amortization 27,000
Bank Charges and Interest 3,000
Credit Card Charges 10,000
Interest on Long-Term Debt 4,000
Penalties and Interest 5,000
Administrative Charges (Franchisor) 65,000
Advertising 60,000
Automotove and Delivery 30,000
Capital Tax 1,000
Courier 15,000
Entertainment and Meals 1,500
Equipment Rental 2,000
Insurance 10,000
Miscellaneous Store Expenses 8,000
Office 12,000
Professional Fees 35,000
Rent 220,000
Repairs and Maintenance 30,000
Royalties (to Franchisor) 273,000
Salaries and Benefits 900,000
Security 20,000
Taxes and Licenses 50,000
Telephone 8,000
Utilities 23,000
Total Expenses 1,812,500
87,500

6,000

$81,500

accrues. This is not necessarily when the cash is
received. Revenue is often recognized at the time of
sale, which need not be the same time as the time
of collection. This creates accounts receivable (A/
R). Costs shown on the income statement are based
on the matching principle: revenues are matched
with their associated costs and they are both rec-
ognized at the same time. The actual cash outflows
to pay for the costs may have occurred at a very
different time. This creates accounts payable (A/P).
For example, the inventory used in generating
revenue has to be recorded in the current period,
but may not be paid for until sometime in the next
period. Therefore, as a result of the method in
which revenues and costs are realized, the figures
shown on the income statement may not be at all
representative of the actual cash inflows and out-
flows that occurred during that period.

The income statement also includes non-cash
items. The most important non-cash item to be con-
sidered is depreciation - where the cost of an asset
is written down over an extended period of time.
Depreciation is another application of the match-
ing principle because the revenues associated with
an asset would generally occur over some length
of time. As a result, the expense of purchasing an
asset is matched with the benefits produced from
owning it.

For example, if a business purchases a piece of
equipment for $10,000 and it is expected to have a
working life of five years, and assuming it is writ-
ten down in equal amounts over that period, every
year for five years $2,000 would be deducted from
revenue as a depreciation expense. The important
point here is that the $2,000 deduction isn’t cash, it
is an accounting number employed in order to stay
consistent with the matching principle.

The depreciation of common capital asset cate-
gories is governed by the Canada Revenue Agency
(CRA). The annual depreciation write-off for tax
purposes is referred to as the capital cost allowance
(CCA). The CCA is subject to strict rules and limi-
tations. Please visit the CRA website, www.cra-arc.
gc.ca, for detailed rules concerning common capital
asset classes such as computer hardware, software,
furniture, and fixtures.

One of the most important pieces of financial infor-
mation that can be obtained from financial state-
ments is the change occurring in cash or cash flow
for a company between two successive accounting
periods. Cash flow simply refers to the difference
between the dollars that come into a business in a
given period and those that go out.

The purpose of the cash flow statement is to
reveal the various types of cash flows within a
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Net Profit for Fiscal Year $81,500
Adjustment for Amortization 27,000
$108,500

Accounts Receivable (50,000)
Income Taxes 10,000
Inventory 100,000
Prepaid Expenses 500
Accounts Payables and Accrued (125,000)
Liabilities
Royalties Payable to Franchisor (1,000)

(65,500)
Purchase of Capital Assets (5,000)
Advances to Shareholder (1,000)
Repayment of Capital Lease Obligation (17,000)

$20,000

125,000

$145,000

* Please note: Changes in non-cash working capital items are
calculated by subtracting the start of year acccount balance
from the end of year account balance. In the case of accounts
receivable, there is a cash outflow because accounts receiv-
ables have grown by $50,000 this year compared to last year.

company. Cash flows relate to operating activities,
investment in (or selling of) assets, and the issue
(or redemption) of debt and equity.

The cash flow statement is often broken down
into the following categories:

* operating activities (net profit, year-over-year
changes in accounts receivable, etc.)

* investing activities (capital spending, payment
of dividends, etc.)

¢ financing activities (issuing debt, paying off
debt, issuing shares, etc.)

It is important to note the different types of cash
flows. Operating cash flows measures the cash
generated from the operations of the business.
That number should usually be positive, because a
company will be in trouble if operating cash flow is
negative for an extended period of time. This means
that the firm is not generating enough cash to pay
operating costs. The total cash flow of the firm
includes capital spending and additions to NWC.
This number will frequently be negative because
when a firm is growing, its spending on inventory
and fixed assets can exceed cash flows from sales.

Examining cash flow can generate information
that can be used in many ways. Many lenders will
consider cash flow before extending loans, and
many businesses will base their budgets for pur-
chasing equipment and other fixed assets (capital
budget) on an analysis of cash flow.

Another important point to consider with
respect to cash flows is that net income is not cash
flow. The two numbers are rarely the same. When
looking at the economic and financial health of a
business, cash flow is more revealing. In looking
at our sample financial statements, while net profit
for the year was $81,500, the total cash flow for the
year was only $20,000. One reason for this discrep-
ancy is that, as the note indicates on the cash flow
statement, Pharmacy ABC allowed its accounts
receivable to grow by $50,000 over the previous
year. This means that while the sales were made,
the cash from an additional $50,000 in sales has not
been received.

Successful managers will use financial statements
and related information to calculate various finan-
cial ratios. Key financial ratios are used to analyze
the success of various initiatives and decisions
and to determine strategic areas that need to be
addressed in the business.

We will examine key ratios that fall into the fol-
lowing categories:

* short-term solvency (liquidity) ratios
* turnover ratios

* financial leverage ratios

* profitability ratios

Generally speaking, pharmacy is a very stable
and attractive business. The demand for pharmacy
services (as measured by the number of prescrip-
tions filled in one year) is increasing significantly
each year thanks to the following factors:
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* aging population

* earlier identification and treatment of chronic
diseases

e direct-to-consumer advertising (DTCA) increas-
ing product demand

* novel blockbuster products being developed
and marketed every year

Despite the positive economic demand factors
for pharmacy services, there is still the risk of busi-
ness failure if the financial affairs of the business
are not closely monitored.

Short-term solvency (or liquidity) ratios are used
primarily to assess a company’s abilities to pay its
bills over the short run without undue stress. These
values would be very interesting to banks looking
to lend money to a business.

Current Ratio =
Current Assets + Current Liabilities

* The higher the current ratio, the better, consider-
ing that this ratio measures the current assets
that can be quickly converted to cash relative to
the cash obligations of a business in the short
term. However, a higher ratio (greater than 2)
might suggest that excess current assets are
being used in the form of inventory or underem-
ployed capital.

* One has to be careful in looking at this number
in isolation. For example, if a company borrows
a significant amount of money from the bank,
the cash account might increase significantly
in the period in question; however, there will
only be a corresponding increase in long-term
debt (long-term liability) and no effect on cur-
rent liabilities. This will cause the current ratio
number to be skewed.

* A low current ratio is not necessarily a bad sign
for a company with a large reserve of untapped
borrowing power.

e From our sample balance sheet, the current ratio
= 1,150,000 + 840,000 = 1.369.

Quick Ratio =
[(Current Assets) - (Inventory)]
+ Current Liabilities

* Inventory is often the least liquid current asset.
* Large inventories can also be the sign of short-
term trouble (drop in business, poor inventory

management, etc.) because a large part of liquid-
ity is tied up in slow-moving inventory.

* This ratio provides an indicator for the financial
strength or weakness of a business - usually
the higher the number the stronger the financial
position.

Turnover ratios are useful in indicating how
efficiently a business uses its assets to generate
sales. These are often referred to as asset utilization
ratios.

In a community pharmacy, the dispensary inven-
tory is calculated separately from the other depart-
ments in order to maximize the inventory turns
and maintain an appropriate inventory level given
the significant costs associated with dispensary
inventory. This is critical to the pharmacy cash
flow. If a typical dispensary has set a goal of seeing
inventory turn at least 12 times per year, by effi-
ciently using inventory control systems, inventory
turns can be enhanced significantly.

Cost of Goods Sold (COGS) is calculated by
taking the starting inventory balance for the
period, adding all inventory purchases within that
period, and subtracting the closing inventory bal-
ance for the period (see the sample income state-
ment for an example).

Inventory Turnover = COGS + Inventory

e This ratio approximates the number of turn-
overs of the inventory over the course of a given
period.

* The key is maximizing this ratio without having
too little inventory on hand because insufficient
inventory results in foregone sales as well the
additional costs of owing customers (filling a
prescription balance, label and container costs,
etc.).

* Pharmacy ABC has inventory turnover =
4,600,000 + 900,000 = 5.1 turns/ year

Days Sales in Inventory =
365 days + Inventory Turnover

* This number represents how long on average it
takes to turn over the inventory

Receivables Turnover =
Sales + Accounts Receivable

* While the inventory ratios provide some indica-
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tion related to how fast a business is selling their
products, the receivables ratios look at how fast
a business is collecting on those sales

* Pharmacy ABC receivables turnover = 6,500,000
+215,000 = 30.2

Days in Receivables =
365 days + Receivables Turnover

* This ratio is commonly referred to as the aver-
age collection period.

* Pharmacy ABC Days in Receivables = 365 + 30.2
=12

* Pharmacy ABC has 12 days of sales in receiv-
ables.

Receivables ratios in pharmacy are very impor-
tant because inventory is generally purchased
from central distribution warehouses and/or
wholesalers. As a result, these entities have sig-
nificant control with respect to payment terms. If
a pharmacy doesn’t respect its payment terms, it
will lose access to the inventory it needs. Suppos-
ing the days in receivables number is 60 days. If a
pharmacy is required to pay for its merchandise
within 30 days, that means that the pharmacy is
in essence financing its customers for 30 days (60
days average collection period - 30 days taken to
pay supplier = 30 days.) This can be a significant
strain on working capital, especially for pharma-
cies that have a large number of individual patient
accounts, or large institutional accounts such as
nursing homes, long-term care facilities, as well as
third-party payers, etc.

Another thing to consider with respect to col-
lecting receivables in the pharmacy is how third
parties reimburse the pharmacy. Some third parties
such as governments usually pay twice a month on
fixed days; others may offer the choice of how the
pharmacy wants to be reimbursed, and may charge
something to get “same-day money.” This also
holds true for credit card and Interac payments.
This should be considered when making arrange-
ments with wholesalers, banner groups, or banks.

These ratios are also known as long-term solvency
ratios, and are intended to address the firm’s long-
term ability to meet its obligations. These ratios

all measure debt, equity, and assets at book value.
While market values would be preferable, they are
often not readily available.

Total Debt Ratio =
[(Total Assets) - (Total Equity)] + Total Assets

e Itis very difficult to determine an optimum level
of debt for a company, as it is industry specific.

* In the case of community pharmacy practices
(and other retail industries), where there are
generally not significant recurring capital costs
(such as research, exploration, manufactur-
ing equipment, etc.), it is fair to assume that an
optimal debt level is lower than in many other
industries.

* Total Debt Ratio Pharmacy ABC: (1,226,000
-361,000) + 1,226,000 = 0.70

TIE =
(Earnings Before Interest and Taxes)
+ Total Interest
= EBIT + Total Interest

* This ratio measures how well a company has
its interest obligations covered. Failure to meet
these obligations can result in bankruptcy. It is
useful in determining how likely a bank will be
to extend further credit to the business

* Pharmacy ABC TIE = 87,500 + 4,000 (interest on
long-term debt) = 21.9

* This ratio shows that Pharmacy ABC can easily
cover its interest obligations based on current
earnings.

Cash Coverage Ratio =
[(EBIT) + Depreciation] + Interest

* A problem with the TIE ratio is that it is based
on EBIT, which is not really a measure of cash
available to pay interest because depreciation (a
non-cash expense) has been deducted out.

¢ Since interest is a cash outflow to a creditor, it is
more accurate to add the depreciation amount
back into the earnings number.

These measures are probably the best known and
most widely used of all financial ratios. They are
excellent measures for pharmacy owners and
managers looking to measure the success of initia-
tives implemented. These measures are also very
useful to assist in making strategic decisions. These
ratios are intended to measure how efficiently the
pharmacy uses its assets and how efficiently the
pharmacy manages its operations. The focus is on
the net income - the bottom line.

Looking at profit margins is a very useful
management tool because many aspects involved
in maximizing margins are under the control of
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a department manager. Profit margins can be
affected by such things as poor pricing strategies,
poor advertising, theft, returns, and damages.

Profit Margin = Net income + Sales

* This ratio measures how much out of every
dollar of sales a business actually keeps in earn-
ings.

* Analyzing profit margins is essential in deter-
mining where to strategically allocate resources
- both human and financial.

* For example, if a pharmacy has moved into
selling home health care aids, but the business
is slow, and there is a significant amount of com-
petition in the area, it may have to discount its
prices to move inventory. As a result, margins
will be lower and may not justify the investment
in inventory, marketing, product training for
staff, etc.

ROA = Net Income + Total Assets

* This is a measure of profit per dollar of assets
- an indication of the efficient use of assets.

* [t is a measure of performance of all the financial
resources.

ROE = Net Income + Total Equity

* This is a measure of how well shareholders in
the business have done in a given period. It
allows shareholders to measure the success of
their investment in the business.

* Itis very important to stress though that ROA
and ROE are both accounting rates of return.
These numbers are based on book values and
not market value of assets or equity of a busi-
ness.

The fundamental premise behind the time value of
money is that a dollar in your hand today is worth
more than a dollar promised at some point in the
future. Underlying the time value of money is

the concept of a rate of return. A practical inter-
pretation of this finance fundamental is that you
could be earning interest on your money if it were

invested in some fashion that produced a return.
Also, the impact of inflation devalues the worth of
a dollar, and managers must account for inflation
in their budgets and financial planning.

It is also very useful for pharmacy owners and
managers to be able to compare monetary amounts
that are paid or received at different times. There-
fore, it is critical to successful financial manage-
ment to become comfortable with the concepts of
the time value of money, present and future values,
and rates of return.

The effects of inflation can be misleading. Take
the example of $1,000 of company money that is not
invested in a meaningful way. Assuming a modest
inflation rate of 3%, according to the formula:

Future Value in t years = (Present Value) + (1.03)!

that $1,000 would only be worth $863 in 5 years.

Appropriate rates of return need to be consid-
ered when determining where to invest resources
in the business. The time value of money reminds
managers to consider the effects of inflation, and
consider real rates of return (annual net percent-
age return adjusted for inflation) when evaluating
performance. For example, if the business returns
margins of 10% in a given period, given a 3%
inflation rate, that needs to be adjusted to 7% (10%
- rate of inflation) to provide a more accurate pic-
ture of performance.

* Present Value (PV) represents what future cash
flows are worth today.

e Future Value (FV) represents what cash flows
are worth in the future.

¢ The interest rate, rate of return, or discount rate
per period is represented by r.

* The number of periods (typically years) is repre-
sented by t.

* The cash amount is represented by C.

FV of C invested at r percent for t periods:
FV =C x (1+r)

PV of C to be received in t periods at a rate of
return of r per period:
PV =C + (1+r)*

PV = FV + (1+1)"

For example, if Pharmacy ABC wants to know
what the value today of a compounding business
that it predicts will break even at the end of year
one, and will make $30,000 profit in year 2 and
$50,000 profit in year 3 (assuming inflation is 3%
per year):
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PV = 0 + [($30,000 + (1.03)2] + [($50,000 + (1.03)*]
PV = 0 + $28,278 + $45,758
PV = $74,036

Therefore, just based on the impact of inflation
alone, those future cash flows of $80,000 over the
next three years are actually only worth $74,036
today. Therefore, the value of this project assuming
these predictions are accurate, is $74,000.

We have previously discussed the importance of
calculating inventory turnover. Inventory typically
represents the largest current asset for community
pharmacies. In today’s competitive retail pharmacy
landscape, inventory accounting methods and
management practices have become profit generat-
ing tools. Community pharmacies need to invest
in advanced inventory management systems, as
poorly designed systems can drain profits and put
your business at a competitive disadvantage to
another pharmacy.

Inventory cost can be measured by using a peri-
odic or perpetual inventory system. In a periodic
system, cost of goods sold (COGS) is determined
by adding purchases (P) to the beginning inventory
(BI) and subtracting the ending inventory (EI). In a
perpetual system, each receipt and each issue of an
inventory item is recorded in the inventory records
to maintain an up-to-date perpetual inventory bal-
ance at all times.

COGS=BI+P-EI

The more sophisticated perpetual inventory
systems allow for detailed evaluation as to which
prescription, over-the-counter, and front-store
products are moving the most frequently. These
systems allow for quicker decision making on
inventory levels, product selection, etc. Given the
significance of merchandise inventories to a retail
outlet such as a community pharmacy, close exami-
nation of inventory levels can have a significant
effect on margins and asset utilization. Within the
dispensary, these systems also give you the control
over the days supply parameter, and allow a phar-
macy to only replace what is sold based on when
the pharmacy will sell it. Many of these systems
have a minimum-on-hand metric, which trig-
gers a reorder up to a maximum amount. A good
pharmacy software system will have an inventory
control system that should be maximized. For the
front store, a point-of-sale (POS) system will help
manage the inventory much more closely.

It is also worthwhile to consider the various
inventory costs. Carrying costs represent the direct
and opportunity costs related to keeping inventory
on hand. These include':

* storage and tracking costs

* human resources for handling expired goods

* insurance and taxes

¢ Josses due to obsolescence, deterioration or theft

* the opportunity cost of capital on the invested
amount

* restocking charges for returning excess inventory

The other types of costs associated with invento-
ries are shortage costs. These are the costs associated
with having inadequate levels of inventory on hand.
Shortage costs for a pharmacy can include restock-
ing costs, as well as the costs associated with filling
balances owed for prescriptions already processed.

A basic trade-off in inventory management
exists because carrying costs increase with inven-
tory levels while shortage costs decline with
increasing inventory levels.

The goal of inventory management should be to
minimize the sum of the carrying costs of excessive
inventory and the shortage costs associated with
too little inventory.

When evaluating a strategic course of action in the
operation of a community pharmacy, it is necessary
to consider the various costs when determining the
business case for a certain initiative or in deciding
where to allocate limited resources. For example,
a pharmacy owner may be faced with the decision
of investing in acquiring the necessary equipment
and building an infrastructure for servicing nurs-
ing homes and long-term care facilities in the area,
or investing in developing a specialty compound-
ing practice. If this pharmacy does not have the
space, human resources and/or resources to invest
in both projects, how do we determine between the
two choices?

There are a number of costs that need to be
considered:

¢ variable and fixed costs
¢ sunk costs

* opportunity costs

¢ direct and indirect costs
* margin

Fixed costs are those that do not change when
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the volume of sales changes during a given period
of time. An example of a fixed cost would be con-
struction costs on space for a specialty compound-
ing laboratory within the pharmacy. Regardless
of the output of products from the lab, the cost to
construct the space would stay the same.

Variable costs are those that change when the
volume of sales or production changes. These costs
are zero when there are no sales. For example, as
prescription volumes increase, the number of staff
in the dispensary will need to increase as well. As
the volume of sales increases for specialty com-
pounded products, the demand for raw materials
and inventory will change as well.

Sunk costs are those that have already been
incurred and cannot be removed, and therefore
should not be considered an investment deci-
sion. The cost cannot be changed by the decision
to accept or reject a project - the pharmacy has to
pay these costs no matter what. For example, if the
management team of the pharmacy had decided
to send a team of pharmacists and technicians
for an all-expenses-paid trip to San Francisco as a
reward for their performance during the previous
period, and at the same time, to receive training in
specialty compounding, this training is a sunk cost.
Regardless of the decision to consider building a
compounding lab and focus on marketing specialty
products to the specialists and family physicians in
the area, the pharmacy has already incurred these
training/vacation costs, so these costs should not
factor into our analysis of the project.

When we think of costs, we normally think of
out-of-pocket costs, those that actually require
spending money. An opportunity cost is some-
what different - it requires us to give up a benefit.
The opportunity cost is the most valuable alterna-
tive that is given up if a particular investment is
undertaken. For example, if the pharmacy owns
the space in which it operates and purchased the
retail space next door many years ago, the opportu-
nity cost of building a specialty compounding labo-
ratory in that space could be the value of selling or
leasing that space to another business.

Direct costs are those that are directly attribut-
able to the manufacturing of a product or the sale of
a given product, whereas indirect costs are exactly
the opposite - they are not directly attributable to
the manufacturing or sale of a given product. These
costs need to be considered when evaluating profit
margins, which are the earnings remaining after
paying off all expenses, expressed as a percentage
of total revenue. For example, if total revenue from
specialty compounding in one year is $200,000,
and the sum of the direct and indirect costs to
achieve these revenues was $160,000, then the profit
margin for this area of the business in that period =
[($200,000 - $160,000)] + $200,000 = 20%.

Normally a project requires that the pharmacy
invest in NWC in addition to fixed assets (such as
equipment in the case of the compounding lab).

A project generally needs some amount of cash
on hand to pay for expenses that arise. Also, a
project will need an initial investment in invento-
ries and perhaps in accounts receivable to cover
any anticipated sales on credit. It is important to
consider that the initial investment in NWC at the
beginning of a project should be recovered later in
the project as inventories are sold, receivables are
collected, and bills are paid. Ideally, the pharmacy
will supply working capital at the beginning of a
project and recover it when the project matures or
begins to wind down. There may also be ongoing
NWC needs during the term of the project depend-
ing on the nature or length of the initiative.

In analyzing a proposed investment, financing
costs (such as interest paid) are generally not
included in the analysis because the pharmacy is
interested in the cash flow generated by the assets
of the project. Reviewing the cash flow statement,
interest paid is a cash flow to creditors, not a cash
flow from operations. The mix of debt or equity
used to finance a project is a managerial variable
and primarily determines how project cash flow
(cash flow from operations) is divided between
business owners and creditors (i.e., will the cash
generated from operations be used to pay inter-
est and debt or pay equity holders in the busi-
ness?). This is not to suggest that project financing
arrangements aren’t important considerations; they
are simply analyzed separately.

A business needs to be very concerned about cash
flow. If sales volume is the critical variable in
analyzing a given project, we need to consider the
relationship between sales volume and cash flow.
The cash break-even analysis is used to determine
the sales volume needed to pay for fixed expenses,
taking into consideration the variable costs associ-
ated with those sales. To calculate it, use the fol-
lowing variables and equation*

¢ Q= number of units sold

* P =sales price per unit

* VC = variable cost per unit
* OCF = operating cash flow
* FC = fixed costs
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OCF = [(P - VC) x Q] - FC

Cash break-even occurs when the OCF = 0.
Therefore, the equation is rearranged to:

Q = (FC + OCF) + (P - VC)
Q= (FC +0)+ (P - VC)
Q=FC=(P-VC)

A focus on quantitative analysis, and the accurate
tracking of costs for a given project or business unit
within the pharmacy allows for objective perfor-
mance measurement. The time and investment in
systems that track variable, fixed, sunk, direct, and
indirect costs allow for very detailed performance
measurement. This allows for the objective assess-
ment of strategic decisions, budgetary planning for
the next period, and benchmarks for compensation
strategies for employees and managers involved in
given projects.

The focus for any owner or manager when allo-
cating resources within the business must be profit-
ability. Profitability leads to sustainability, which
allows for the pharmacy to better meet the needs of
its employees and the clients they serve. Therefore,
detailed performance measurement should be an
integral part of any strategic decisions undertaken
by the business.

ROl is a very commonly used term in both the
finance and management disciplines; however, it
can mean different things to different people. The
classic definition of ROl is based on cost-effec-
tiveness. ROl is a measure of the pharmacy’s (or

a given project’s) profitability, which is usually
calculated by taking income divided by the invest-
ment required. In the case of the business as a
whole, ROl is measured by looking at net income
and the combination of equity and long-term debt
investment. In the case of a given project or initia-
tive, such as the development of a specialty com-
pounding facility, the ROl is measured looking at
the income generated relative to the investment
into this specific project.

ROI = income generated + investment made

ROI measures how effective spending is within
the business.

Given that the ROI equation is essentially
income divided by investment, a major drawback

of this measurement when used in isolation to
support compensation structures or decisions is
that it could result in decisions being made that
are not in the best interest of the company. This is
true in situations where costs are cut significantly
to minimize investment and increase the ROI ratio.
Excessive cost cutting without careful examination
of the bigger effect on the business can have a very
detrimental effect.

Another measure of profitability, ROS is equal to
a given period’s pre-tax income divided by total
sales, providing an insight into the amount of
profit generated per dollar of sales.

ROS = Gross income + total sales

ROS Pharmacy ABC Ltd. = 87,500 + 6,500,000 =
0.014 =1.4%

Therefore, the ROS for Pharmacy ABC Limited
was only 1.4% based on sales of $6,500,000.

Residual income is a financial measure that seeks
to overcome the limitations of ROI analysis. RI
seeks to ensure that decisions that are good for the
business as a whole (in both the short and long
term) are made.

RI = Income - (Required Rate of Return x Overall
Investment)

RI involves looking at the predicted income for a
project and subtracting the required rate of return
multiplied by the overall investment needed. The
higher the RI value, the more significant the busi-
ness case is for a given project.

For example, if the pharmacy decides that it
needs to earn a 13% return on an investment to
justify undertaking any project in that period (this
equates nicely to a real rate of return of 10% if
we consider inflation as being 3% in the current
period), we can compare two separate projects.

Project 1: Investment in a Compounding Labora-
tory: $100,000
Income for the Period: $15,000
Required Rate of Return (RRR) =13%
RI = $15,000 - (0.13 x $100,000) = $2,000

Project 2: Investment in Nursing Home Servicing

Infrastructure: $350,000

Income for the Period = $47,000

RRR =13%

RI = $47,000 - (0.13 x $350,000) = $1,500
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There are a number of questions that pharmacists
involved in the operations and management of a
community pharmacy need to consider in the short
term:

* How much money should be kept on hand to
cover working capital needs?

* What credit terms should be extended to cus-
tomers?

* What type and how much inventory should be
kept on hand?

* Is there a need to borrow funds to cover short-
term expenditures (like working capital needs)?

In the short term, managers need to consider
their operating cycle and their cash cycle.

The operating cycle is defined as the average time
period between the acquisition of inventory and
when cash is collected from receivables. In the
chain community pharmacy business, there may
be fewer receivables because a majority of pur-
chases are paid for upon receipt of the prescription
or purchase of front-store goods. The presence of
large institutional accounts (e.g., long-term care
facilities) or high-dollar patients who are extended
credit to facilitate payment can affect the operating
cycle.

Operating Cycle =
Inventory Period + Accounts Receivable Period

where:

* Inventory Period is defined as the time it takes
to acquire and sell inventory

* Accounts Receivable Period is defined as the
time between the sale of inventory and the col-
lection of the receivable

The cash cycle is the time between cash disburse-
ments to vendors and cash collection from custom-
ers. It is a measurement of the length of time in
days that pass from when the pharmacy collects
the cash from a sale to when the pharmacy actually
pays for the inventory.

Cash Cycle =
Operating Cycle - Accounts Payable Period

where:

* Accounts Payable Period is the time between
receipt of inventory and payment for it

For example:

A pharmacy purchases $100,000 in home health
care products for a large customer. The invoice is
paid 30 days after receipt of the inventory. That
inventory is sold 15 days later on credit to the cus-
tomer. That customer pays the bill 45 days later.

Operating Cycle = 45 days + 45 days = 90 days

Cash Cycle = 90 days - 30 days (time taken to pay
for inventory) = 60 days

This cash cycle represents the time between
paying for the merchandise and the time taken to
receive payment from the customer.

These values assist in determining working
capital needs of the business in the short term and
help to highlight the performance of the company
in collecting receivables and enhancing cash flow
from operations. The longer the cash cycle, the
greater the financing required to meet working
capital requirements.

A lack of effective and thorough long-term plan-
ning is a commonly cited reason for the failure of
many businesses in the Canadian marketplace. The
basic elements of a meaningful longer-term finan-
cial plan include the following:

* Consideration of the capital budget - are there
investment opportunities (e.g., specialty com-
pounding, nursing home/LTC business) that
will require investment in fixed assets?

* The debt to equity ratio of the business - is there
room to borrow money for expansion or invest-
ment? What amount of borrowing is sought by
the pharmacy to achieve its goals?

* Compensation strategies for key employees
- consideration of profit sharing, dividends, etc.

When looking at financial needs, it is also useful
to employ sensitivity analysis - looking at best
case, worst case, and expected case scenarios, and
how they relate to the strategic plan of the business
moving forward.

Most financial planning models require the
manager to specify some assumptions about the
future. Based on these assumptions, the model gen-
erated predicts values for the variables that need
to be considered. While models can vary signifi-
cantly in their complexity, they should include the
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following elements:

Sales forecast - this variable is usually the
driver, in that it will determine the value of a
number of different variables.

Asset requirements - the projected capital
spending needs to be considered, as it has a
significant effect on cash flow and potentially on
borrowing needs.

Estimations of any shortfalls or surpluses antici-
pated in financing based on the sales forecast
and asset requirements

Description of the economic environment and
related assumptions (level of sales growth,
anticipated interest rates on borrowing, corpo-
rate tax rates, etc.)

Pharmacists involved in the operation and/or
management of a pharmacy may have some flex-
ibility in how their income from the business is
generated - beyond just a standard hourly wage
or fixed salary. To maximize the availability of
after-tax funds and minimize total corporate and

personal taxes, an owner/manager should consider

the appropriate mix of salary and dividends to
receive as compensation.
The following factors should be considered:

Income taken out of the business as salary or
bonus is taxed the same, and generally speaking
for high income earners, salary or bonus income

is taxed at a higher rate then income taken out of

the business as a dividend.
Whether tax credits or losses are available to

reduce corporate tax otherwise to thereby poten-

tially minimize the need to draw salaries from
the business instead of dividend income which
is taxed more favorably than salary income.
Salary or bonus compensation in the current
period creates earned income necessary for
RRSP contributions in the subsequent year,
whereas dividend income does not count
toward earning RRSP contribution room. There-

fore pharmacists looking to earn RRSP room and

make annual RRSP contributions need to earn
salary or bonus income.

Share redemption or reduction of shareholder
advances to a corporation as an alternative to
paying either dividends or salary can result in a
tax-free return of paid-up capital or debt.

Any bonuses declared can be deducted from

current taxable income within the company, pro-
vided bonuses are paid out within 180 days of the
end of the fiscal year.

Beechy TH, Conrod JED. Intermediate Accounting.
2nd Ed. Toronto: McGraw-Hill Ryerson Limited;
2002.

Ross SA, Westerfield RW, Jordan BD et al. Fun-
damentals of Corporate Finance. 4th Ed. Toronto:
McGraw-Hill Ryerson Limited; 2002.

Buckstein, J. Personal Tax Planning 2004 /2005.
Toronto: Certified General Accountants of Ontario;
2004.
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1. The cash flow statement breaks cash flow down
into all of the following categories except:

a. investing activities

b. divisional activities

c. operating activities

d. financing activities

2. What statement best describes the relationship
between accounting values and market values?
a. Accounting values are generally lower than
market values.
b. Accounting values are generally higher than
market values.
c. Accounting values are generally equal in
value to market values.
d. Accounting values consider the effect of infla-
tion, whereas market values do not.

3. Which of the following are non-cash transac-
tions?
a. issue of equity from the company treasury
b. purchase of a fixed asset
c. purchase of a current asset
d. depreciation on purchased equipment

4. Which of the following items could have a posi-
tive effect on net working capital (NWC)?

a. collection of accounts receivable

b. reduction in accounts payable

c. purchase of fixed assets

d. securing short-term bank financing

5. Which profitability ratio is most useful to a
manager of an established retail business with sig-
nificant real estate holdings in determining perfor-
mance for the year?

a. Return on Assets (ROI)

b. Return on Equity (ROE)

c. Profit Margin

d. bothaandb

6. What's the present value of a $10,000 payment
to be received in 36 months’ time, assuming that
inflation is expected to run at 3% per year over that
period of time?

a. $8,890

b. $9,151

c. $10,000

d. $10,927

7. Using residual income (RI) as a decision making
tool, and assuming the revenue, costing, and total
investment estimations for a three-year period
have been agreed upon by the management team,
which project is the most attractive if management
is looking for a required rate of return of 50% for
the three-year period as a whole? Which project is
least favorable?

Project 1: Creation of a specialty compounding lab
Projected Income: $155,000
Projected Investment: $250,000

Project 2: Development of a niche market in home-
opathy and natural products

Projected Income: $60,000

Projected Investment: $100,000

Project 3: Hiring of a regular part-time pharmacist
for paid patient consultations on women’s health
Projected Income: $ 120,000

Projected Investment: $180,000

a. Most favourable: Project 1; Least favourable:
Project 3

b. Most favourable: Project 2; Least favourable:
Project 1

c. Most favourable: Projects 1 and 3; Least
favourable: Project 2

d. Most favourable Projects 2 and 3; Least
favourable: Project 1

8. Which is not a consideration that management
needs to concern itself with in short-term plan-
ning?
a. minimizing front store inventories and
increasing prescription drug inventories
b. obtaining an extension on an operating line of
credit
c. whether or not to consider purchasing dis-
pensary automation equipment
d. reviewing customer accounts

9. Which of the following increases the length of
the cash cycle period?
a. increased inventory turnover
b. extended customer credit terms
c. taking discounts on early payment of out-
standing invoices
d.bandc
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10. What situation below would not necessarily
have an impact on return on investment (ROI)
calculations?

a. decreasing dispensary staff hours

b. declaring a dividend at the end of the fiscal

year
c. leasing instead of buying equipment
d. decreasing inventory levels

11. What factor below is a reason for differences
between the income statement and cash flow state-
ment?

a. The income statement looks at periods of one
year.

b. The income statement is concerned with net
income whereas the cash flow statement is
not.

c. The income statement does not consider non-
cash items.

d. The income statement considers depreciation.

12. The following is false with respect to the current
ratio
a. It only considers short-term assets and liabili-
ties.
b. A low current ratio is a sign of significant
financial distress.
c. It can be skewed by the securing of long-term
debt.
d. None of the above.

13. The Acid-Test Ratio can help to determine all
but one of the following:

a. average margins

b. a drop in business

c. poor inventory management

d. financial distress

14. Which financial statement is a snapshot in time?
a. cash flow statement
b. income statement
c. balance sheet
d. bandc

15. An understanding of Net Working Capital
(NWQ) is critical for what reason?
a. forecasting the need for capital spending
b. forecasting cash requirements
c. calculating the number of outstanding
accounts
. establishing credit terms

16. Which financial statement is best used to deter-
mine liquidity?

a. balance sheet

b. income statement

c. cash flow statement

d. statement of retained earnings (shareholders’

equity)

17. Financial leverage ratios all measure:
a. equity
b. market value of assets
c. share price
d. none of the above

18. Which financial leverage ratio is the most useful
in determining long-term solvency for a company
with a significant amount of long-term debt, and
hence a significant interest burden?

a. total debt ratio

b. times interest earned ratio

c. cash coverage ratio

d. debt/equity ratio

19. Which of the following is an inventory carrying
cost?
a.
b.

increase in shipping rates

a backorder of merchandise from the manu-
facturer

customer return

insurance

C.
d.

20. Which of the following is true from income
derived from a business?
a. Salary and dividend income are treated in the

same way.
Salary and bonus income are treated in the
same way.
Salary and dividend income count toward
RRSP contributions in the next period.
. Salary and dividend income count toward

RRSP contributions in the current period.

b.
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