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CHAPTER OBJECTIVE

Chapter 15 covers the management of cash, accounts receivable, and inventory in the multinational corporation. In this chapter, we stress additional opportunities and risks of working capital management for a multinational company. First, multinational companies enjoy a wide variety of short-term financing and investment opportunities because they have many arbitrage opportunities in their overseas operations. Second, multinational companies face many environmental constraints because they do business in different environments. 

Key Terms and Concepts

Working capital management is the management of current assets and current liabilities.

Netting is a method designed to reduce the foreign exchange transaction cost through the consolidation of accounts payables and accounts receivable.

Leads and lags are respectively acceleration and delay of the timing of foreign currency payments in order to reduce the foreign exchange exposure or to increase working capital available.

Transfer prices are prices of goods and services sold between related parties such a parent and its subsidiary.

Credit swap is a simultaneous spot-and-forward loan transaction between a private company and a bank of a foreign country.

Transaction motive holds that cash balances are held partly in anticipation of day-to-day cash disbursements.

Precautionary motive suggests that cash balances are held partly against deviations from budgeted cash flows.

Speculative motive relates to the holding of cash in order to take advantage of profit making opportunities.

Float refers to the status of funds in the process of collection.

Factoring is a process whereby a company sells its accounts receivable on a non-resource basis.

Just-in-time inventory system requires that when orders are placed, specific goods are ordered along with an exact delivery date.
ANSWERS TO END-OF-CHAPTER QUESTIONS
1.
What are the economic constraints of current asset management for multinational companies? Why do multinational companies face such constraints? 

All advantages and techniques of international working capital management are subject to various constraints, such as regulatory, tax, foreign exchange, and other economic constraints. Multinational companies face these constraints because they operate across national borders. To determine the optimal amount of investment in various current-asset accounts, the financial manager must give special consideration to those constraints. 

2.
Why are various arbitrage opportunities available to multinational companies in their working capital management?

Multinational companies are in a great position to engage in arbitrage transactions because countries have different tax laws, different financial markets, different regulations, and many other differences.

3.
What techniques are available to a company with operating subsidiaries in many countries to optimize on cash and marketable securities?

Techniques available to a company with subsidiaries in many countries to optimize on cash and marketable securities include: multilateral netting, leads and lags, transfer pricing, reinvoicing centers, intracompany loans, payment adjustments, unbundling, acceleration of collections, and delay of payments.

4.
What are the advantages of leads and lags over direct loans?

First, leading and lagging do not require a note that officially recognizes an obligation to the seller. Second, governments interfere less with payments on intracompany accounts than on intracompany loans. Third, under Section 482 of the US tax code, companies do not have to pay interest on intracompany accounts for up to six months, but they have to pay interest on all intracompany loans.

5.
List the two major functions of international cash management.

The two major functions of international cash management are optimizing cash flows and investing excess cash. These two functions combined will lead to the efficient usage of funds. 

6.
Why is the problem of floats in international operations more serious than in domestic operations?

The problem of floats in international operations is more serious because of the loss of income on the funds tied up during the longer transfer process and their exposure to foreign exchange risk during the transfer period.

7.
Explain the three types of portfolio management available to international cash managers.

There are at least three types of portfolio management available to international cash managers. First, all excess funds of subsidiaries are remitted to the parent and then used to pay the parent's short-term debts. Second, multinational companies can centralize cash management in a third country and invest funds on marketable securities. Third, they can centralize cash management at headquarters with subsidiaries holding only minimum amount of cash for transaction purposes. 

8.
Why should a firm invest in a portfolio of foreign currencies instead of just a single foreign currency?

A portfolio of currencies reduces the possibility that the foreign investment may backfire because of depreciation in the currencies that make up the portfolio. If all funds are in an investment denominated in a single foreign currency, the possibility of that currency's substantial depreciation is relatively high as compared to the possibility of a substantial depreciation for an entire portfolio of currencies. 

9. 
Standard advice given to exporters is to invoice in their own currency or a strong currency. Critically analyze this recommendation.

The reasons for advising exporters to invoice in their own currency or a strong currency is to protect against currency risk. Because this policy shifts the risk of exchange rate changes to the importers, chances are that prices could be lower and credit terms could be longer. In a competitive environment, another exporter may be willing to bear the currency risk. The exporter can set prices in the local currency and use a variety of hedging techniques to eliminate the transaction exposure. Consequently, pricing in the home currency or the strong currency makes sense if the local currency is subject to exchange controls or if the importer has access to forward contracts at preferential rates. 

10.
Under what conditions should companies maintain over-stocked inventory accounts?

Companies which rely on imported inventories should buy inventories in advance and stockpile them under the following conditions: First, there is a strong possibility for an imminent devaluation of a local currency. Second, there is a strong possibility that the host government will impose import restrictions. Companies which rely on local inventories should buy inventories in advance and stockpile them under the following conditions: First, local inflation rates are extremely high. Second, the termination of government controls on wages and prices is imminent. 

11.
Explain the importance of current asset management.

Current asset management is important for several reasons. First, current asset management involves the largest portion of financial manager's time. Second, there is a close relationship between sales growth and the level of current assets. Third, it is practically impossible to avoid an investment in current assets. 

12.
Why is literature on international working capital management rather limited?


Despite the importance of international working capital management, literature on this topic is rather limited for a variety of reasons. First, decisions on working capital are routine and frequent. Second, these routine decisions are easily reversible. Third, working capital management requires cash flow projections; however, cash flows cannot be forecasted by the financial manager alone. 

ANSWERS TO END-OF-CHAPTER PROBLEMS
1a.
Multilateral Netting Schedule

            Total

Total

Net

Net

Subsidiary
receipt

payment
receipt

payment    

United States
 $1,900
  $900

$1,000

    -

Japan

   1,200
 1,000

     200

    -

Germany
      500
 1,600



$1,100 

Canada

      800
    900

      -

     100 

1b.
Netting reduces total foreign exchange transfers from $4,400 to $1,200 or by $3,200.

1c.
Percentage reduction = (4,400 - 1,200)/4,400 = 73%  

2.
Proforma Income Statements

Based on Low Transfer Pricing Policy

                                               High Tax
Low Tax
Combined

                              

    A

     B

   A + B   

Low Transfer Price
Sales price

$3,200

$7,000

$7,000

Cost of goods sold
  2,200 
  3,200

  2,200
Gross profit

$1,000

$3,800

$4,800

Operating expense
     800

  1,000 
  1,800
Earnings before taxes 
  $200

$2,800

$3,000

Taxes (50%/20%)
    100 

     560

     660
Net income

$  100

$2,240

$2,340

The total tax payments have been reduced from $900 to $660 as a result of the low transfer pricing policy. 

3.
Bundled vs. Undbundled Contribution to Consolidated Income






Option X
  Option Y

                                   


Bundled
  Unbundled

                                   


$400 dividend   $100 dividend    

Subsidiary statement
Earnings before taxes


$1,000

 $1,000

Less: royalties and fees

    -       
      240
Taxable income              

$1,000

    $760

Less: local tax at 50% (A)

      500
      380
Available for dividends

    $500
    $380

Cash dividend to parent

      400
      160
Reinvested locally


    $100
    $220

Parent statement        
Royalty received                

     -

   $240

Less: U.S. tax at 30% (B)

     -           
       72
Net royalty received             

     -           
   $168

Net cash dividend             
 
   $400
 
     160
Total cash received in the U.S.
$   400

   $328

Worldwide income   
Original Income before any taxes
$1,000

$1,000

Less: total taxes paid (A + B)

     500    
     452
Consolidated income                 
   $500

   $548

Under the bundled situation, the subsidiary pays taxes of $500 and the parent company pays no taxes for a total tax bill of $500 and a consolidated net income of $500. Under the unbundled situation, the subsidiary pays taxes of $380 and the parent company pays taxes of $72 for a total tax bill of $452 and a consolidated net income of $548. Earnings before any taxes are the same at $1,000. Still, the unbundled situation reduces total taxes by $48 and increases consolidated net income by $48. Thus, the company should select option Y.

4.
If the company invests in the United States, it would receive a total of $10,100 ($10,000 x 1.01) at the end of 45 days. If the company invests in a Swiss deposit, it will convert $10,000 to 20,000 francs, which will accumulate to 20,300 francs after 45 days (20,000 x 1.015). If the spot rate of the franc is $0.40 after 45 days, the francs will be converted to $8,120 (20,300 francs x $0.40), which is less than the amount of dollars the company started with. Thus, the company should invest its cash in the United States. 

ANSWERS TO END-OF-CASE QUESTIONS
1.
Why did Navistar choose Switzerland as its clearing center for the company's netting system?

Navistar selected Switzerland as its clearing center because the country offers all of the prerequisites for a clearing center: political and economic stability, freely convertible currency, access to international communications, and well-defined legal procedures. Well-defined legal procedures are particularly important for any netting system because many countries impose restrictions on netting. MNCs are frequently prohibited from netting or are required to obtain permission from the local government.

2.
What are the direct cost savings of Navistar's netting system?

At least three types of cost are associated with cross-border fund transfers: the foreign exchange spread (the cost of buying foreign exchange), the opportunity cost of float (time in transit), and other transaction costs such as cable charges. These transaction costs are estimated to range from 0.25 percent to 1.5 percent of the volume transferred.

3.
What are the benefits derived from Navistar's netting system in addition to the direct cost savings discussed in Question 2?

Navistar's netting system may create a variety of benefits for the company. First, the netting system allows the company to exert tight control over information on transactions between subsidiaries. This tight control in turn may result in a more coordinated effort among all subsidiaries to accurately report and settle their various accounts. Second, the netting system makes it easier for the company to forecast its cash flows because only net cash transfers are made on 25th day of each month rather than individual cash flows throughout the month. Third, the netting system improves the company's ability to pay down its outstanding loans because the centralized clearing system enables the company to reduce the total pool of funds without any loss in liquidity. Finally, the netting system enables the company to shift funds in expectation of currency fluctuations, changing interest differentials, and tax differentials. 

4.
Assume that Navistar hired you as a consultant for its working capital management. How would you advise the company when it faces the following conditions: absence of forward markets, high transaction costs, high political risk, liquidity needs by subsidiaries, and high taxes. 

First, in the absence of forward markets, the company should keep funds in the currency received if an anticipated future need exists. Second, in the case of high transaction costs, the company should keep funds in the currency received. Third, if there is high political risk, the company should move funds to the domestic market. Fourth, if some subsidiaries need funds in the near future, the company should keep funds in the currency most likely to be needed in the future. Fifth, if taxes are high, the company should avoid withholding taxes and keep funds in appreciating currencies. 

5.
Major international banks provide a variety of working capital and cash management services for multinational companies. Use the web site of the Bank of America--www.bankamerica.com/--and the web site of the Bank of Montreal--www.bmo.com/--to assess their multinational cash management services.  
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