
Chapter Objectives

1.
To describe the importance of working capital management and the constraints of current asset management.

2.
To list different channels available to move funds from one country to another.

3.
To explain how MNCs can expedite the collection of funds and delay the disbursements of funds. 

4.
To explain why MNCs centralize their cash management and how they invest their excess funds.

5.
To discuss accounts receivable management with a particular emphasis on currency value problems. 

6.
To identify the inventory management problems faced by MNCs and the techniques they can use to deal with these problems.

Chapter Outline

I. Basics of Working Capital Management

A. Working capital management refers to the management of current assets and liabilities.

i. Domestic companies differ from multinational companies due to the different business environment that they operate in.

ii. Working capital management can be viewed as a dynamic (flow) or a static (stock) responsibility.

iii. The basic objective is to determine the optimal amount of investment in various current asset accounts, i.e. the level of current asset holdings that maximizes the overall profitability of the firm.

B. The importance of working capital management

i. It is important because it involves the largest portion of a financial manager’s time.

ii. It is important because current assets represent more than half of the total assets of most companies.

C. Literature on working capital management is limited because:

i. Decisions on working capital are relatively routine and frequent.

ii. Working capital decisions are easily reversible.

iii. Working capital management requires cash flow projections, and the financial manager alone cannot forecast these.  This means that the financial aspects of the decision are sometimes concealed by marketing (credit policy) and production (inventory management).

D. Net working capital funding is made up accounts receivable, inventory levels, and accounts payable.

i. Cash and short-term debt are not included because they are not spontaneous.

ii. MNCs attempt to minimize their net working capital.

1. MNCs should reduce the cycle until the marginal revenue generated equals the marginal cost.

iii. Net working capital is typically computed on a days sales basis using the following formula: days working capital = days receivables + days inventory – days payables.

E. Economic constraints of current asset management

i. Foreign exchange constraints: international fund flows involve foreign exchange transaction costs and exchange rate fluctuations.

ii. Regulatory constraints: these constraints can block dividend repatriation or other forms of fund remittances.

iii. Tax constraints: these constraints limit the free flow of funds to a parent or to sister affiliates.

iv. Other constraints: this includes inflation and interest rates.

F. Elements of international current asset management:

i. The ability to transfer funds – one of the most important advantages that MNCs enjoy and one that can lead to conflicts between MNCs and their host governments over the transfers made.

ii. Positioning of funds – current asset management should position working cash balances or excess liquidity amongst areas within an MNC by focusing on the choice of country and the selection of currency denomination.

iii. Arbitrage opportunities – MNCs have three different types of arbitrage opportunities: 1) tax arbitrage, 2) financial market arbitrage, and 3) regulatory system arbitrage.

iv. There are different channels to move funds:

1. Fund flows from parent to subsidiary.

a. Largest flow is the initial investment.

b. Can also be loans or added investments.

c. Purchase of goods from the parent is another option.

2. Fund flows from subsidiary to parent.

a. The flow of funds consists of dividends, interest on loans, principal reduction payments, royalty payments, license fees, technical services fees, management fees, export commissions, and payment for goods received from the parent.

b. Parents do not have total control over the size of the flow of funds because of external factors such as foreign exchange controls and tax constraints.

3. Fund flows from subsidiary to subsidiary.

a. The flow of funds consists of loans to each other or the buying of goods.

b. Funds from one subsidiary may be used to establish another.

G. There are many different methods to transfer funds:

i. Multilateral netting, i.e. highly coordinated interchange of material, parts, work-in-process, and finished goods among various units.  Netting is a method designed to reduce foreign exchange transaction cost through the consolidation of account payables and accounts receivable.

ii. MNCs can accelerate (lead) or delay (lag) the timing of foreign-currency payments in order to reduce foreign exchange exposure or to increase working capital available.  This technique has a number of advantages over direct loans:

1. Leading and lagging do not require a note that officially recognizes an obligation to the seller and the amount of credit can be adjusted up or down by shortening or lengthening the credit terms.

2. Indications are that governments interfere less with payment on intracompany accounts than on intracompany loans.

3. Under Section 482 of the U.S. tax code, U.S. firms do not have to pay interest on intracompany accounts up to size months, but they have to pay interest on all intracompany loans.

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

1. Transfer prices are frequently different from arm’s length prices (fair market prices), and this leaves room for manipulation.

2. Transfer prices can be manipulated to reduce or avoid taxes, affect direct cash flows for payments of goods and taxes, for cost structure, and for the evaluation of management performance.

3. Transfer prices can avoid financial problems or improve financial conditions.

4. A major consideration in setting a transfer price is the income tax effect.

iv. Reinvoicing centers can be set up in tax haven countries to bypass or circumvent governmental restrictions and regulations.

1. Tax haven countries are those nations that provide foreign companies with permanent tax inducements.

2. In June 2000, the Organization for Economic Cooperation and Development (OECD) named 35 jurisdictions whose status as tax havens poses potentially harmful tax competition.

a. These 35 jurisdictions needed to specify how and when they would bring their tax regimes into line with international standards.

b. Those that did not comply would face defensive measures.

3. Reinvoicing centers are often used to cope with foreign exchange exposures.

v. Intracompany loans are another methods to transfer funds.

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

a. There are really intracompany loans hedged and channeled through banks.

2. Parallel loans consist of two related but separate borrowings and typically involve four parties in two different countries.

a. Parallel loans are frequently used to effectively repatriate blocked funds by circumventing exchange control restrictions.

vi. The various payments by foreign subsidiaries to the parent company can be adjusted.  

1. Dividends payments may be manipulated using the following two methods both based on inflated the value of the local investment base because the level of dividend payments depends on the company’s capital:

a. The parent company can magnify its subsidiary’s registered capital by investing in used equipment whose value has been artificially inflated.

b. The parent company may acquire a bankrupt local firm at a large discount from book value and then merge it with its subsidiary on the basis of the failed firm’s book value.

2. Royalties and fees are more easily manipulated than dividend payments therefore MNCs can inflate these payments to transfer funds.

vii. MNCs frequently unbundled remittances into separate flows for such purposes as royalties and management fees rather than lump all flows under the heading of profit (dividend).

1. Unbundling makes it possible for MNCs to recover funds from their affiliates without irritating host country sensitivities with large dividend drains.

2. MNCs can also unbundled remittances into separate cash flows to reduce their overall income taxes.

II. Objectives of Cash Management

A. Cash gives MNCs the ability to pay bills as they come due, but it is not an earning asset making it very important to determine the optimal level of investment in cash.

B. The major sources of cash inflows are dividends, royalties and fees, cash sales and collections on accounts receivable, depreciation, sales of new securities, loans from banks or nonblank financial institutions, and advance cash payments on contracts.

C. The major sources of cash outflows are interest and dividend payments, retirement of debt and other securities, income tax payments, payments on accounts payable, wages and salaries, and purchases of fixed assets.

D. There are three motives for holding cash rather than other forms of assets:

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

ii. The precautionary motive holds that cash balances are held partly as protection against deviations from budgeted cash flows.

iii. The speculative motive holds that cash balances are held partly in order to take advantage of profit-making opportunities.

E. The overall cash management objective of any corporation, domestic or international, is to minimize the cash balance within the company with the goal of optimizing corporate fund utilization.

i. The parameters within which MNCs operate are broader and more complex than those of domestic companies.

ii. International cash managers try to attain the traditional objectives of domestic cash management on a global basis:

1. To minimize the cost of funds, especially with high interest rates in many countries.

2. Improve liquidity on a global basis.

3. To reduce political, economic, and exchange risks through thing such as insurance, careful negotiations, forward contracts, and currency options.

4. To improve the return on investment through careful consideration of return on investment and return on net worth.

F. The steady flow of funds among MNCs family members has the problem of float, i.e. the status of funds in the process of collection.  There are five categories of float:

i. Invoicing float refers to funds tied up in the process of preparing invoices.

1. This float is largely under the direct control of the company and can be reduced through more efficient clerical procedures.

ii. Mail float includes funds tied up from the time customers mail their remittance checks until the company receives them

iii. Processing float consists of funds tied up in the process of sorting and recording remittance checks until they can be deposited in the bank.

1. This float is under the company’s internal control and can be reduced through more efficient clerical procedures.

iv. Transit float involves funds tied up from the time remittance checks are deposited until these funds become usable to the company.

v. Disbursing float refers to funds available in a company’s bank account until these funds are actually disbursed by the company.

vi. In international operations, float leads to two problems:

1. The loss of income on the funds tied up during the longer transfer process.

2. Their exposure to foreign exchange risk during the transfer period.

G. The overall efficiency of international cash management depends on various collection and disbursement policies, i.e. collection should be accelerated and payment delayed.

i. Acceleration of collections – the principal goals are to reduce floats, to minimize the investment in accounts receivable, and to reduce banking and other transaction fees.

ii. Delay of payments – this can be done using mail, more frequent requisitions and floats.

H. The cost of cash management comes from the cost of accelerating collections and delaying disbursements.

i. In theory, a company should adopt various collection and disbursement methods as long as their marginal returns exceed their marginal expenses.

ii. The value of careful cash management depends on the opportunity cost of funds invested in cash.

I. Cash management can be centralized, regionalized, or decentralized.

i. Decentralization permits subsidiaries to use excess cash in any way they see fit.

1. Decentralization does not allow an MNC to utilize its most liquid asset on a widespread basis.

ii. Centralized cash management or cash pooling calls for each local subsidiary to hold at the local level the minimum cash balance for transaction purposes.

1. All funds not needed for transaction purposes are channeled to a central cash center.

2. The cash center is responsible for placing a central pool of funds in those currencies and money market instruments that will best serve the needs of the MNC on a worldwide basis.

iii. There are a number of advantages to centralized cash management over decentralized cash management:

1. The central cash center can collect information more quickly and make better decisions on the relative strengths and weaknesses of various currencies.

2. Funds held in a cash center can quickly be returned to a subsidiary with cash shortages via wire transfer or by providing a worldwide banking system with full collateral in hard currency.

a. It eliminates the possibility that one subsidiary will borrow at higher rates while another holds surplus funds idle or invests them at lower rates.

3. By holding all precautionary balances in a central cash center, an MNC can reduce the total pool without any loss in the level of production.  This is due to a synergistic effect that is said to exist when the whole is worth more than the mere sum of its parts.

iv. The proper assessment of local cash needs in relation to the cash center involves the following steps:

1. Cash budgets should be prepared to know anticipated cash outflows and inflows at key future dates.

2. Each subsidiary must have effective cash collection procedures that will speed cash flows into the company.

3. Each subsidiary must have systematic cash disbursement procedures that will delay cash flows out of the company.

4. Each subsidiary should estimate when and how much surplus cash it will have.

5. Each subsidiary should estimate when and how much shortages it will have.

6. The MNC must develop necessary steps for cash mobilization such as a management information system and cash transfer system; it should have the clear responsibility for making cash transfer decisions.

v. The location of cash centers are effects by the following factors:

1. The local government’s stability and its attitude toward foreign-based companies.

2. The stability of the local exchange rate, the ease with which it can be converted into other currencies, and the existence of a local forward market and money market instruments.

3. Access to international communications and well-defined legal procedures.

J. International cash management also involves the wise investment of excess funds.

i. There are three types of portfolio management available to international cash managers:

1. A zero portfolio where all excess funds of subsidiaries are remitted to the parent and then used to pay the parent’s short-term debts.

2. Cash management can be centralized in third countries such as tax haven countries.

3. Cash management can be centralized at headquarters with subsidiaries holding only minimum amounts of cash for transactions purposes.

ii. If MNCs invest funds in marketable securities such as Treasury bills, they should follow sound portfolio guidelines:

1. Instruments in the short-term investment portfolio should be diversified to maximize yield for a given amount of risk or to minimize risk for a given amount of return.

2. For companies that hold marketable securities for near-future needs of liquidity, marketability considerations are of major importance.

3. The maturity of the investment should be tailored to the company’s projected cash needs.

4. The securities chosen should be limited to those with a minimum risk of default.

5. The portfolio should be reviewed daily to decide what new investments will be made and which securities will be liquidated.

K. A survey in 1996 of Fortune 200 companies found the following regarding the use of cash-management techniques:

i. Wire transfers were used most often (82.3), followed by cash pooling (50.0%), netting (49.6%), electronic fund transfers (49.6%), and lock boxes (28.7%).

III. Accounts Receivable Management

A. The level of accounts receivable depends upon the volume of credit sales and the average credit period and these two variables depend upon credit standards, credit terms, and collection policy.  Accounts receivable have a cost in terms of foregone interest.

B. MNCs have problem with currency value changes and the account receivable managers should take actions to reduce this risk, either through currency denomination or the use of factors.

i. The seller may require that payments be made in currencies likely to face little or no devaluation.

ii. Factoring is a process whereby a company sells its account receivable on a nonrecourse basis.

1. The factor bear risk and performs services such as credit checking, bookkeeping, and the collection of accounts.

C. Management of account receivable from independent buyers involves two types of decisions:

i. The denomination of currency to be used for payment.

ii. The terms of payment.

D. Management of account receivable from intracompany sales differ from sales to independent buyers in that little concern is given to credit standing and that the timing of the payments may depend upon a company’s desire to allocate resources rather than normal payment schedules.

IV. Inventory Management

A. Inventory management is important for two reasons:

i. Inventories represent a significant segment of total assets for most MNCs.

ii. Inventories are the least liquid of current assets, thus, errors in inventory management are not quickly remedied.

B. Many companies have adopted the just-in-time inventory system, and this system requires that when orders are placed, specific goods are ordered along with an exact delivery date.

i. The goal is to reduce inventory balances to practically zero.

ii. Often, under this system, suppliers build companies close to their major customers.

C. Determining the amount of inventory:

i. The level of sales, the length of the production cycle, and the durability of the product are the major determinants of investment in inventory.

1. Differentials in the costs of production and storage in different countries allow MNCs to maintain more flexible inventory policies than domestic firms.

ii. A key decision is whether to buy inventory in advance or to delay purchase:

1. Advance purchases involve such carrying costs as interest on funds tied up in inventory, insurance premiums, storage costs, and taxes.

2. Later purchases increase the possibility of higher costs either due to inflation or devaluation.

D. Many MNCs operate under inflationary economic conditions and this affects inventory management policies.

i. One key question is whether to use imported or locally acquired inventories, or a balance of both.

1. If imports are used, inventories should be built up before an expected devaluation.

2. If local goods are used, inventory should be minimized.

3. If a balance is used, locally acquired goods should be reduced and imports should be increased.

E. Pricing can also be a method to reduce risks associated with devaluation.

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 is a Japanese inventory system that strives to reduce inventory balances to almost zero.

Multiple Choice Questions

1.
The fund which cannot be repatriated to their parent company by foreign subsidiaries is called       .

A.
a black market fund

B.
a government fund

C.
a special fund

D.
a mutual fund

E.
a blocked fund

2.
The ability to relocate working cash balances and profits on a global basis provides multinational firms with several types of arbitrage opportunities. These types of arbitrage opportunities do not include        arbitrage.

A.
tax

B.
financial market

C.
regulatory system

D.
commodity market

E.
both A and B

3.
Fund flows from parent to subsidiary do not include       .

A.
the initial investment from the parent

B.
intracompany loans from the parent

C.
the credit purchase of goods from the parent

D.
the purchase of management services from the parent

E.
the transfer of employees from the parent

4.
Which of the following is not a major component of fund flows from subsidiary to parent?

A.
dividend payments from subsidiary

B.
interest payments from subsidiary

C.
royalty payments from subsidiary

D.
payments for goods received from the parent

E.
tax payments from subsidiary

5.
An advantage of multilateral netting by a multinational corporation and its foreign affiliates is that it       .

A.
reduces the total volume of interaffiliate fund flows

B.
increases the total volume of interaffiliate fund flows

C.
increases foreign exchange risk

D.
increases political risk

E.
reduces the number of employees

6.
Leads and lags are a form of working capital management by       .

A.
accelerating hard-currency payables payments and delaying soft-currency payables payments

B.
delaying accounts receivable payments and speeding up accounts payable payments

C.
accelerating both receivables and payables payments

D.
accelerating soft-currency payables payments and accelerating hard-currency payables payments

E.
all of the above

7.
According to the transfer pricing regulations, multinational firms are supposed to charge prices to its foreign affiliates based on the following:

A.
total cost

B.
arm's-length prices

C.
average cost

D.
internal prices

E.
none of the above

8.
Some multinational companies set up a re-invoicing center which normally       .

A.
invoices in the same currency for the buyer and seller of goods and services

B.
buys in one currency and pays in another currency

C.
buys in the parent currency and pays in the parent currency

D.
buys in gold and pays in the U.S. dollar

E.
all of the above

9.
Intracompany loans do not include the following transaction(s)       .

A.
direct loans

B.
credit swaps

C.
back to back loans

D.
both B and C

E.
currency swaps

10.
Credit swaps do not include the following party       .

A.
the parent company

B.
the foreign company

C.
a bank

D.
a foreign government

E.
both A and B

11.
Multinational firms may be able to repatriate funds from foreign affiliates through the following method(s)       .

A.
royalty payments

B.
management fees

C.
dividend payments

D.
adjustment of transfer prices

E.
all of the above

12.
Which of the following is not related to the traditional objectives of multinational firms' cash management?

A.
to minimize the cost of funds

B.
to improve liquidity

C.
to improve the return on investment

D.
to reduce risks

E.
to pay the same amount of dividend year after year

13.
Centralized international cash management requires each local subsidiary to       .

A.
do whatever it wants with its excess cash

B.
hold the minimum cash balance

C.
invest in foreign exchange markets

D.
invest in local capital markets

E.
invest in long-term securities

14.
The most important factor affecting the location of international cash centers is probably .

A.
the local government's political stability and its attitude toward foreign-based companies

B.
having enough cash balances at the local subsidiary

C.
exchange rate volatility

D.
the local government's ability to export oil

E.
all of the above

15.
Major categories of a float do not include the following ___ .

A.
invoicing float

B.
credit float

C.
mail float

D.
processing float

E.
transit float

16.
The "just-in-time" inventory management was initiated by       .

A.
the United States

B.
Germany

C.
Japan

D.
the United Kingdom

E.
Korea

17.
A 1996 study by Ricci and Morrison found that 80 percent of Fortune 200 companies use wire transfers      , 50 percent poor their cash       , and almost half net payments and transfer funds electronically      . 

A.
sometimes; sometimes; sometimes

B.
often; often; often. 

C.
often; sometimes; rarely. 

D.
rarely; rarely; rarely.

E.
often; often; rarely.

18.
Transfer pricing has been used by multinational firms to achieve the following objectives:

A.
minimize income taxes

B.
minimize tariff payments

C.
minimize foreign exchange controls

D.
operate working capital effectively

E.
all of the above

19.
Re-invoicing centers are set up in tax haven countries to do the following       .

A.
charge higher prices

B.
meet different accounting standards

C.
bypass government restrictions and/or avoid taxes

D.
A and B

E.
A, B, and C

20.
Multinational companies frequently unbundle remittances into separate flow categories in order to       .

A.
avoid taxes

B.
minimize the size of profit repatriation

C.
meet the accounting standards

D.
A and B

E.
A, B, and C

21.
Which of the following is not a popular cash center location.

A.
Luxembourg

B.
The Netherlands

C.
Bermuda

D.
Chile

E.
the Bahamas

22.
Intracompany loans do not include       .

A.
direct loans

B.
credit swaps

C.
back to back loans

D.
loans under parent guarantees

E.
loans from the World Bank

23.
In international cash management, which of the following items is most important?

A.
interest rate differential between two countries

B.
inflation differential between two countries

C.
interest rate and foreign exchange rate comparisons between two countries

D.
A and B

E.
A, B, and C

24.
Which of the following is not one of the ways that a multinational company can delay its payments?

A.
mail

B.
electronic fund transfers

C.
more frequent requisitions

D.
floats

E.
none of the above

25. The difference between European and American companies regarding working capital is:

A. European companies have a considerably higher level of net working capital than US companies due to support the same level of sales.

B. European companies have a considerably lower level of net working capital than US companies due to support the same level of sales.


C. there are no noticeable differences regarding working capital.

D. US companies have higher levels of net working capital but this is used to support a higher level of sales. 

E. European companies have higher levels of net working capital but this is used to

support a higher level of sales.

26.  There is little literature on working capital management because:


A. decisions on working capital are relatively routine and frequent.


B. working capital decisions are easily reversible


C. working capital management requires cash flow projections and these cannot be be forecasted by the financial manager alone


D. A and B


E. A, B and C

27.
A U.S. company has $10,000 in cash available for 45 days. It can earn 1 percent on 45-day investment in the United States. Alternatively, if it converts the dollars to German marks, it can earn 1.5 percent on a German deposit for 45 days. The spot rate of the German mark is $0.50. The spot rate 45 days from now is expected to be $0.40. Should this company invest its cash in the United States or in Germany?

A.
In the United States

B.
In the Germany

C.
It does not make any difference

D.
All of the above

E.
None of the above

28.
A German investor has DM100,000 to invest for one year. U.S. Treasury bills offer a yield of 11 percent. The current exchange rate of the mark is $0.50. What is the yield on the investment if the exchange rate of the mark is $0.46 at the end of the year?

A.
10.25%

B.
12.55%

C.
15.00%

D.
20.65%

E.
25.00%

Answers


Multiple Choice Questions

1.
E


11.
E

21.
D
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D


12.
E
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E
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E
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B
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C
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E
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A
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A
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B
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A
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A
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C
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E
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B


17.
B

27.
A

8.
B


18.
E

28.
D

9.
E


19.
C



10.
D


20.
A



Solutions

27. Solution:

U.S. investment earns 1 percent.

Percentage change in mark = ($0.40 - $0.50)/$0.50 = -20%. 

German investment loses 18.8 percent: [(1 + 0.015)(1 + (-0.20)] - 1 = -18.8%. 

28. Solution:

Convert DM100,000 to $50,000 at $0.50 rate.

Invest $50,000 in the U.S. at 11 percent.

($50,000 x 1.11 = $55,500)

Reconvert dollars to marks.

($55,500/$0.46 = DM120,652)

Yield = (DM120,652 - DM100,000)/DM100,000 = 20.65%.
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