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I endors have offered cash discounts for 
\ / many years to encourage prompt pay-

y ment of invoices or accounts. Under 
such an arrangement, the seller re

ceives payment without delay while the buyer 
minimizes both cash outflow and operating costs 
or expenses. Because these discounts can substan
tially reduce routine operating expenses in areas 
like patient care and ancillary supplies, hospitals 
should seriously consider purchasing from ven
dors that offer them. 

COMPARE COSTS 
In deciding whether to claim a cash discount, 
providers should compare the cost of forgoing 
the concession with the cost of taking it. The fol
lowing formula offers a close approximation of 
the cost of forgoing a cash discount: 

Approximate cost of 
forgoing discount 

= CD% x 360 
N 

where 

CD% is the stated cash discount percentage 
or reduction from the invoice total being 
offered for prompt payment. 

360 is the assumed number of days in the 
year 

N is the number of days a payment can be 
delayed by forgoing the discount (i .e. , 
number of days until the full amount of the 
invoice must be paid less the number of 
days during which the cash discount may 
be claimed) 

The cost of forgoing a cash discount is the 
implied interest rate associated with postponing the 
payment from the end of the discount period to the 
end of the credit period (Lawrence J. Gitman, 
Principles of Managerial Finance, 6th ed., Harper 
& Row, New York Cits', 1991, pp. 682-683). 
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The cost of taking a cash discount may be cal
culated in at least two ways. If the payer must 
borrow the money required to claim the dis
count, the annual interest rate on the loan may be 
viewed as the cost of taking the d iscount . 
Another approach is to calculate the cost as the 
return forgone because paying within the dis
count period leaves funds unavailable for a certain 
investment. In either case, the cost will usually be 
at least equal to the market interest rate. 

These calculations provide hospitals with a 
clear basis for deciding whether to claim a cash 
discount. The discount should be taken as long as 
the cost of short-term borrowing (the interest 
rate) is less than the cost of forgoing the conces
sion as computed with the aforementioned for
mula. In most cases, it is to hospitals' advantage 
to routinely claim cash discounts—even if they 
must borrow to do so (John L. Bohannon and 
Donald E. Edwards, "Cash Discounts Can Mini
mize Operating Costs," Healthcare Financial 
Management, December 1990, pp. 72-74). 

HOSPITALS' USE OF DISCOUNTS 
Because little has been published on how pro
viders view and use cash discounts, we sent a 
questionnaire to a sample of U.S. hospitals to 
gather data on the discount 's significance in 
choosing vendors and making routine purchases. 
Our purpose was to determine the relative impor
tance of cash discounts in hospitals' day-to-day 
operations. 

From the American Hospital Association's 
1989 Guide to the Health Care Field, we chose 
863 hospitals at random to participate in the 
study. Federal facilities were excluded, as were 
large teaching hospitals, because we believed that 
the financial environment in these facilities would 
often make cash discounts less important than in 
other types of hospitals. We received 281 replies, 
for an overall response rate of 33 percent. 

We analyzed the survey replies according to 
hospital size (fewer than 100 beds, 100 to 250 
beds, and more than 250 beds) and by profit ori-
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entation (for-profit and not-for-profit, the latter 
category including state and local government 
hospitals). However, only in a few instances, 
which are noted in the following discussion, was 
information based on these factors meaningful. 

As the Table shows, vendor cash discounts are 
readily available to most hospitals. It is interesting 
to note, however, that the discounts were not 
available to 32 of reporting facilities. Twenty-two 
of these were small hospitals, suggesting that ven
dors might not offer discounts to smaller facilities 
as frequently as they do to larger ones. 

One hundred and eight of hospitals reported 
receiving a discount of 2 percent, making this the 
most common rate. And 153 of hospitals report
ed 10 days as the discount period (see Table). 
Various other terms, such as discount rates of less 
than 1 percent and discount periods as short as 
"on receipt of invoice," were reported and appear 
in aggregate in the Table. 

Although 244 of the responding hospitals are 
offered cash discounts, only 106 facilities consid
er these concessions for prompt payment to be 
important in vendor selection (sec Tab le ) . 
Apparently, the majority of hospitals consider fac
tors other than cash discounts to be more impor
tant when establishing relationships with vendors. 
The data also indicate that more not-for-profit 
hospitals and fewer for-profit hospitals than 
might be expected consider cash discounts to be 
important when selecting a vendor. 

The survey asked the facilities that view cash 
discounts as unimportant in vendor selection to 
indicate which factors they consider important. 
Ten percent of these hospitals responded that the 
opportunity to be part of a group purchasing 
arrangement was an important consideration, 
suggesting that the discount available from vol
ume purchasing was greater than the discount for 
prompt payment. About 15 percent of the hospi
tals indicated that price itself is the primary factor 
in selecting vendors. The composition of this 
group (11 for-profit and 11 not-for-profit enti
ties) implies that price is, overall, a more impor
tant consideration for for-profit facilities than it is 
for not-for-profit hospitals. 

Respondents mentioned a number of other 
factors as being important when choosing ven
dors. These included how long they had known 

the vendor and the vendor's availability or acces
sibility. However, no miscellaneous factor was 
mentioned more than 10 times. 

Some firms find it expedient to have a routine 
policy dictating that cash discounts be taken 
whenever possible. Since the cost of forgoing the 
discount usually exceeds the cost of taking it, 
such a policy eliminates the need for invoice-by-
invoice evaluation and ensures minimization of 
operating costs and expenses. 

Continued on page 24 

CASH DISCOUNTS AND VENDOR SELECTION 

Performance Measure 
Number of 

Respondents Percentage* 

Availability 

Cash discounts offered by 
vendors 

Cash discounts not offered 
by vendors 

No response 

244 

32 

5 

87% 

11 

2 

Discount Terms (Percent/Days) 

1/10 
2/10 
2/15 
Miscellaneous 
No response 

45 
108 

8 
52 

m 

18% 
44 

3 
21 
13 

Perceived Importance in Vendor Selection 

Availability important 
Availability unimportant 
No response 

106 
146 
29 

38% 
52 
10 

Vendor Selection Criteria Where Discounts Are Unimportant 

Group purchasing arrange
ment 

Quality and service 
Price 
Miscellaneous 

15 

18 
22 
91 

10% 

12 
15 
62 

•Percentages may not add up to 100 because of rounding. 
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Wherever They Go 
Ten Million 

Adult Americans 
Look For This First. 

WOMEN 

One in every twenty-five adult 
Americans has a bladder control 
problem. And 85% of those are 
women. But studies show that 
only one in twelve people sees a 
doctor for help, despite the fact 
that this problem can be treated. 

No Drugs, No Surgery 
Now it is easier than ever to do 

something about your bladder con
trol problems. A recent study spon
sored by the National Institute on 
Aging and featured in the Journal 
of the American Medical Associatim 
shows that a six-week program of 
bladder training can be effective. 

Losing control of your bladder 
is not something you should "just 
put up with." See your nurse or 
doctor today to find out more about 
bladder training and other ways to 
manage bladder control problems, 
or send for our free brochure. 

You owe it to yourself. 

This program made possible through the cooperative efforts 
of the Alliance for Aging Research, The Commonwealth 
Fund, and the National Institute on Aging. 

FOR A FREE BROCHURE 
about this new program that can 
reduce bladder control problems in six 
weeks, without drugs or surgery, 

Mall to: 
Alliance for Aging Research 
2021 K Street. NW, Suite 305 
Washington, DC 20006 

City State Zip 

Dcpt. HP 

REGIONAL 

NETWORKS 
Continued from page 23 

rates an atti tude more compatible 
with the goal of providing the best 
possible care using available funds 
and resources. This mandates a coop
erative network of providers with a 
focus on prevention and alternatives 
to costly intervention. 

The movement toward cooperative 
ventures will have a significant impact 
on all involved in healthcare. In the 
long run, it should be beneficial to 
those who use and provide health ser
vices, as well as to those who pay for 
t hem. But in the near t e rm, the 
changes will often create difficulties— 
particularly for organizations that are 
unprepared. 

To make the t ransi t ion from a 
competitive to a cooperative health 
care delivery system, providers will 
have to reexamine their mission and 
values and, in many cases, refocus 
their vision of the future. They must 
also be prepared to address possible 
legal and policy barriers (e.g., anti
t rus t ) to col laborat ive ven ture . 
Executives must become aware of the 
organizational and corporate struc
tures best suited to the new realities 
within healthcare and learn the nego
tiation, mediation, and consultation 
skills that will enable them to work 
effectively with others. At the same 
time, healthcare employees must be 
given the kind of training and educa
tion necessary to adapt to the new 
corporate cultures and organizational 
structures. Forced integration will not 
succeed. 

The question is no longer whether 
to develop regional systems bu t 
which model to use and how quickly 
it should be implemented. Missions 
of service will once again be the pri
ority in the new era of delivery. Mam 
have finally realized that competition, 
profitability, and market share are 
results of a mission-driven vision and 
commitment, not the goal. An orga
nization's mission, vision, and faith in 
its delivery design will be its bridge to 
success. D 

F I N A N C I A L 
M A N A G E M E N T 

Continued from page 19 

Overall, 198 respondents reported 
they did have an operating policy 
requir ing that cash d iscounts be 
taken, and 77 reported they did not. 
(Six participants did not answer the 
question.) Thus, although most hos
pitals consider the availability of cash 
discounts to be relatively unimportant 
in the vendor selection process, many 
still view it as significant enough to 
merit routinization once a vendor has 
been chosen. 

Of the 77 hospitals with no routine 
policy for taking vendor cash dis
counts, only 11 reported that they use 
a formula, such as the one presented 
earlier in this article, to determine 
whether a particular discount is worth 
taking. 

A SIGNIFICANT OPPORTUNITY 
The fact that most hospitals do not 
consider the availability of cash dis
counts to be an important factor in 
vendor selection suggests that many 
of them are overlooking a significant 
oppor tun i ty to minimize routine 
operating costs and expenses. The 
tendency to give more weight to cer
tain other considerations indicates 
that hospitals may overvalue nonfi-
nancial, subjective factors in dealing 
with vendors. Perhaps it would be 
more product ive for hospitals to 
emphas ize cost con t a inmen t , an 
essential ingredient of which would 
be to use cash discounts. 

The efficient use of resources 
requires that hospitals, regardless of 
size or profit orientation, take advan
tage of financial concessions that facil
itate ope ra t ions and ult imately 
improve the ability to serve the pub
lic. Unless conditions make it impossi
ble to do so, hospitals should strive to 
take advantage of this concession, o 
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