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Purpose

This report focuses on working capital management, cash conversion cycles (CCC), and implications for
non-financial Canadian businesses. The CCC, also known as the “cash cycle,” is defined as a working capital
metric that quantifies the number of days it takes a company to convert inventory, like materials
purchases and processing, into cash via the sales process—while at the same time, covering all payment
obligations to vendors and suppliers in the process!. This is an important indicator of a company’s
efficiency and creditworthiness because it reflects the speed of conversion from operations to the
payment cycle, which affects a company’s borrowing requirements2. The graphic below? illustrates key
steps in the process.
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The report summarizes research results from a more comprehensive empirical paper?. The purpose of this
research is to better understand the cash cycle and working capital management of Canadian businesses.
This is important because nearly 99% of all Canadian private sector businesses are “small-scale,” meaning
they have less than 100 employees and, typically, less than $2 million in annual revenues. Other research
based on Statistics Canada data estimated the average small-scale business in Canada has six employees®.
With most businesses being relatively small in revenues and staff, this paper assumes they focus on
working capital management for both business survival and ongoing operations.

Cash Conversion Cycles and Implications for Canadian Businesses — June 2021



General context

Cash, accounts receivable and payable, and inventories typically account for a significant and sometimes
majority of value on a small- to medium-sized enterprise’s (SME) balance sheet. Accrued income, prepaid
assets and other current assets are also important, although usually less prominent. From a risk
perspective, deferred taxes and other obligations can weaken SME creditworthiness. Current maturities
of long-term debt can also be important when companies have access to long-term borrowings.

The lower proportion of fixed assets on SME balance sheets translates into a higher proportion of working
capital assets. But not all SMEs are the same. Medium-sized businesses typically have substantial fixed
assets, including property, machinery and equipment. Small-scale companies have varying degrees of
machinery and equipment, but usually not property and plant as owned assets on their balance sheets
(the exception may be micro-enterprises, where people work from their homes, which are owned or
financed with a mortgage).

Key research findings

o The longer cash conversion cycles of medium-sized businesses are driven by higher inventory
burdens, and this may represent a structural pressure point in the Canadian economy. The
longer cash cycle appears to be most challenging in the agriculture sector, as well as in various
services, including transportation and warehousing, communications and logistical support to
large-scale businesses across the economy. Figure 1 shows how these figures have played out in
general and by company size from 1988-2019.

Figure 1: Cash conversion cycles by average days, 1988-2019
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o The research also identifies some useful insights related to a company’s access to bank credit.
Empirical analysis finds that changes in a company’s net working capital (NWC) tend to move in
the same direction as firm-level borrowings, while net trade credit (NTC) moves in the opposite
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direction. (The slope coefficients in regression tests are of roughly similar magnitudes.) Such
movements make sense because increased bank credit is likely to be used to bolster liquid assets
and/or reduce payables, thereby strengthening net working capital balances. A rise in NWC
balances could also increase cash generation and inventories, which can be used as collateral for
short-term finance. This raises creditworthiness and makes it easier for companies to access bank
credit.

Using lines of credit (as a function of bank credit to pay down payables) also reduces net trade
credit. A reduction in NTC (net payables less receivables) also strengthens working capital ratios,
reflecting greater creditworthiness. Figure 2 shows differing working capital, net trade credit, and
retained earnings values in Canadian funds (millions) by company size at the end of 2019.

Figure 2: Working capital, trade credit
and retained earnings by firm size
(CAD millions, year-end 2019)
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e The data reflect the dominant market power and position of large-scale businesses in the
Canadian economy. While there are more than one million small-scale companies in Canada, the
2,000 large-scale businesses collectively employ more workers than small-scale companies. Large-
scale companies account for about 90% of non-financial enterprise credit, serving as large
borrowers from banks, as well as being major issuers of corporate bonds and commercial property
lessees. Their size and heft in the market put them in a position to drive supply chain relationships.
This translates into the use of multiple vendors for production and distribution, helping to reduce
their fixed costs while laying off operational risk to smaller players.

¢ In the Canadian market, the businesses shouldering the burden are mainly medium-sized with

annual revenues in the $10-$50 million range. Those in the $10-$25 million range appear to carry
a major inventory burden. The higher costs associated with this burden in the form of added
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inventories, quality control, warehousing, transport, security and related costs may well be a
contributing factor to the slow net growth of medium-sized companies in Canada in recent
decades®.

e By sector, transportation and warehousing, telecommunications and other services appear to
have the greatest inventory burden. While non-agriculture resource and manufacturing sectors
appear to have strengthened their ability to manage inventories in recent decades, the degree to
which their competitiveness is undermined by outsourcing is unclear. While this has helped
reduce fixed costs, supply chain interruptions can also cause major delays in production and
distribution. Therefore, while beneficial to financial returns, an outstanding question remains
about whether companies and the Canadian economy have sufficient redundancy in place to
ensure resilience during periods of exogenous shocks.
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About this report

This report is part of a publication series of concise reports written by EDC Economics on Canadian international
trade and investment. The views expressed in this report are those of the author and shouldn’t be attributed to
Export Development Canada or our Board of Directors.

This report was written by Michael Borish, reviewed by Stephen Tapp and copyedited by Karen Turner.

LEGAL DISCLAIMER

These reports are a compilation of publicly available information and aren’t intended to provide specific advice and shouldn’t
be relied upon as such. No action or decisions should be taken without independent research and professional advice. While
EDC makes reasonable efforts to ensure the information contained in these reports is accurate at the time of publication, EDC
doesn’t represent or warrant the accurateness, timeliness or completeness of the information. EDC isn’t liable for any loss or

damage caused by, or resulting from, any errors or omissions.
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! The CCC formula is composed of turnover ratios for sales (otherwise referred to as Accounts Receivable, or
"receivables", shown as "AR" in equations), inventory ("INV" in equations) and payments (otherwise referred to as
Accounts Payable, or "payables", shown as "AP" in equations). Days Sales Outstanding (DSO, or receivables turnover
ratio) relate to the number of days a company requires to have its invoices (receivables) paid and converted into
cash, while Days Inventory Outstanding (DIO, or inventory turnover ratio) relates to how long it takes to process
inventory before logging sales that trigger invoices (receivables). These are assets of the firm, and lower turnover
ratios for them are considered positive in all cases. The combination of Days of Sales Outstanding and Days of
Inventory Outstanding is also referred to as the "operating cycle" of a firm.

2The shorter a company's CCC, the better from an operational and financial standpoint. A low or negative CCC means
a firm's working capital is not tied up for long. This means a business is liquid and has limited borrowing needs from
banks or other financial institutions, if any.

3 See https://treasuryxl.com/blog/how-long-is-your-money-tied-up-in-stock/

4 See Borish, M., Cash Conversion Cycles and Implications for Canadian Businesses, EDC, 2021.

5> This estimate is based on calculations from Statistics Canada data series 33-10-0164-01 (formerly CANSIM 527-
0001). The average medium-sized firm has 230 employees, and the average large-scale firm has 3,775 employees.
While "small-scale" is defined as any business with less than 100 employees, most have less than 10 employees. See
Borish, M., “The Outlook for Canadian Private Sector Patterns Through 2024”, EDC Economics, February 2021.

6 See Borish, M., “The Outlook for Canadian Private Sector Patterns Through 2024”, EDC Economics, February
2021.
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