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ABSTRACT

Reallocation of Corporate Resources and
Managerial Incentives in Internal Capital Markets*

One distinguishing feature of internal capital markets is their ability to
reallocate funds in favour of the most profitable divisions (winner-picking). Yet,
diversified firms often trade at a discount with respect to their focused
counterparts. The literature has tried to explain the apparent misallocation of
resources with lobbying activities or power struggles. We show that the
diversification discount can be explained even in a model where resources are
efficiently allocated ex post. When managers obtain utility from the funds
under their purview, moving funds across divisions may diminish their
incentives. The ex ante reduction in managerial incentives can more than
offset the increase in firm value due to the ex post efficient reallocation of
funds.

If headquarters have some commitment power, it is in general optimal to
commit not to reallocate at least a fraction of funds. As a result, the investment
in a given division is (optimally) more sensitive to the division’s cash flow than
to other divisions’ cash flow, as confirmed by the empirical studies on internal
capital markets.

Our theory complements the view that links the diversification discount to the
inefficient functioning of internal capital markets.
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NON-TECHNICAL SUMMARY

The analysis of the functioning of internal capital markets, that is the allocation
of funds among different divisions of a conglomerate firm, is a relatively young
topic. The general theme coming both from the theoretical and the empirical
literature is that diversified firms destroy value. Diversified firms trade on
average at a discount relative to a portfolio of focused firms in the same
industries. Moreover, during the 1980s, a process of dismantling of diversified
firms has occurred, driven by the idea that the divisions would be more
efficiently managed as stand-alones. But if there is by now a wide consensus
on the idea that diversification is value-decreasing, it is much less clear why
this is the case. To address this issue, one needs to understand how internal
capital markets work and how they differ from external capital markets. One
major difference between internal and external capital markets has been
pointed out by Stein (1997). In an internal capital market the headquarters can
create value by reallocating scarce funds across projects. For example, the
cash flow generated by one division’s activities may be taken and spent on
investment in another division, where the returns are higher. Individual
projects must compete for scarce funds, and headquarters’ job is to pick
winners and losers in this competition. Stein denotes this activity of
headquarters in a conglomerate firm as ‘winner-picking’.

Contrary to the empirical findings, Stein's model suggests that an internal
capital market should create value and thus a premium for diversified firms.
One possible way to solve this apparent paradox is to argue that the discount
of diversified firms is due to misallocation of resources in internal capital
markets. For instance, funds can be misallocated in an internal capital market
because of lobbying activities or power struggles.

In this paper we argue that in order to explain the discount of diversified firms
we do not need to assume any misallocation of funds in internal capital
markets. Conglomerates can trade at a discount even if resources are ex post
perfectly allocated in an internal capital market. If managers derive utility from
the funds under their purview, the possibility of implementing a ‘winner-
picking’ policy, while optimizing resources allocation ex post, reduces
managerial ex ante. Consider the case where headquarters reallocate the
cash flow generated in one division to finance the project of another division.
Taking away from the manager the cash flow his division has generated has
the negative implication of reducing the ex ante incentives for division
managers to spend effort to generate the cash flow. The reduced managerial
incentives can more than offset the gains of reallocating funds to the most
profitable divisions. In other words, the possibility of implementing a ‘winner-
picking’ policy is both the bright side and the dark side of internal capital
markets.



This observation has the following implications. First, a profit-maximizing
headquarters will face a classic time inconsistency problem. Once the funds
are generated, headquarters would like to exercise ‘winner picking’ to the
highest extent. If commitment is not possible, this ex post maximizing
behaviour by headquarters will damage ex ante incentives at the divisional
level, and it may cause a loss of value for the corporation, leading the
diversified corporation to trade at a discount with respect to a comparable
portfolio of stand alone firms. The discount is particularly severe when
divisions are ex post similar in terms of investment opportunities, i.e. when
‘winner-picking’ has a limited potential for creating value. In this case the
negative effect on the reduced managerial incentives will be the dominating
effect. On the other hand, when ex post diversity in investment opportunities is
large, so that the profits generated from reallocation are also large, then the
advantages of ‘winner-picking’ dominate over the reduced managerial
incentives, and the diversified firm trades at a premium. Conversely, diversity
in the ex ante profitability of divisions increases the likelihood that a
conglomerate trades at a discount. If one division has a very high probability
of being the most profitable one, the incentives for the manager of the less
profitable division are seriously reduced. Therefore the cash flow that can be
reallocated to the most profitable division is also reduced, limiting the gains of
the ‘winner-picking’ policy. Second, a policy in which headquarters commit to
let divisions retain a part of the cash flow generated independently of the
investment opportunities may well be a policy that maximizes expected profit.
Allowing firms to retain part of their funds may be an efficient way to provide
incentives to divisional managers. This is in line with the evidence reported by
Shin and Stulz (1998). They find that the investment in a given division is
more sensitive to the division's cash flow than to other divisions' cash flow. In
other words, divisions are given more funds for investment if they produced
more cash. While this finding is generally interpreted as evidence that
conglomerates do not allocate funds efficiently across divisions according to
our model it is consistent with the efficient functioning of internal capital
markets. Linking investment to the cash flow produced and not only to
investment opportunities restores the right balance between the goal of
allocating resources efficiently and the goal of providing high power incentives
to division managers.
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