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Corporation internal capital market and capital allocation

GUO Wang
(School of Business, Central South University, Changsha 410083, China)

Abstract: The internal capital market is defined as a mechanism by which corporate headquarters allocate capital to the
various subsidiary companies or divisions of the corporation. In this paper, the author proves the credit rationing and un-
der-investment due to information asymmetries and agency conflicts of external finance could be alleviated when capital is
allocated within firms via an internal capital market in a corporation. The research shows that headquarters can do good
job in reallocating capital across different sectors in the corporation by trading off among projects. The internal capital
market is a better mechanism of capital allocation by a mutual arrangement of parent corporation and its subsidiary compa-
nies or divisions, which could lower the dilution towards the project cash flow caused by negative effects of management

control of corporate headquarters.
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