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Abstract
Firms comprise divisions that often differ with respect to the degree of asset tangibility. As the strength
of borrowing constraints depends on the liquidation value of assets, these firms influence their debt capacity
by allocating funds across divisions. We argue that a company whose capital allocation is not verifiable
suffers from a dynamic inconsistency problem, as it tends to allocate resources in favor of divisions with
fewer tangible assets, leading to a tight borrowing constraint. When capital allocation is verifiable,
committing to invest only little there eases this constraint, although it implies a deviation from a return
maximizing allocation.
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1. Introduction
Asset tangibility has been found to be an important determinant of a company's ability to
finance investments externally (Almeida and Campello, in press). The basic reasoning is that the
tangibility of assets determines the external financiers' valuation of a firm's transferable assets in
case of default. Since financiers rely, to some extent, on the option to liquidate a company's assets
in order to cope with opportunistic behavior or asymmetric information issues, the degree of the
overall asset tangibility finally establishes an upper bound on a firm's total debt capacity.
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Credit constraints and their interactions with asset tangibility are typically analyzed within
frameworks that identify a firm with a single project. But what happens when a firm has several
lines of business that differ with respect to the degree of asset tangibility? How does diversity in
terms of asset tangibility affect a company's investment behavior and borrowing constraint? In
this paper we address these questions. The starting point is that, when divisions differ with respect
to asset tangibility, the financiers' valuation of a firm's assets depends on the intra-company
allocation of resources and thus on the financiers' ability to control internal capital markets.
There are two cases conceivable. The first is when capital allocation is transparent to financiers
such that they can make the use of resources verifiable. Headquarters of such a transparent
company is unable to use funds (including the loan) in any way different from what is stated in a
loan contract. It can therefore commit itself to any allocation and thus effectively pledges its
highly tangible assets for investments associated with less tangible assets. The second case is
when financiers are unable to control the allocation of resources because they cannot make it
verifiable. A multidivisional firm is then referred to as being opaque, and financiers face the risk
that, in the case of default, the proceeds from liquidation will fall short from the face value of debt
because of funds having been invested into almost intangible assets. From headquarters' point of
view, it is indeed rational to follow this strategy: When debt repayments are bounded to the
liquidation value of assets, headquarters can make provisions to reduce these repayments by
allocating resources strategically biased, i.e. by directing them mainly to those divisions that are
of little value to financiers.
While diversity in terms of asset tangibility may apply to many multidivisional companies, an
important source of it is global diversification. Multinational corporations (henceforth MNCs)
operate in countries that differ with respect to jurisdiction, regulations and other institutional
factors that affect asset tangibility.1 For example, when assets are to be liquidated in a country
with lacking property rights and unpredictable legal decisions, it may require additional costly
safeguarding measures to enforce the claims specified in an asset sale contract. Other problems
may arise when labor market regulations form an obstacle for a potential buyer to redeploy assets
properly by adjusting employment. Furthermore, in a country with an inadequately developed
financial system potential purchasers of assets may be credit constrained. To sum up,
opportunities to collect much by means of liquidation may be limited for institutional reasons
in some countries, while in other countries institutions allow for higher liquidation proceeds.
The main contribution of this paper is to show that for financially constrained MNCs an
efficient allocation of resources across business lines can be an indication for severe inefficiencies
in financial contracting with external financiers, while an inefficient use of funds indicates that
such contractual inefficiencies indeed are less pronounced. The reason is that financiers of an
opaque MNC are unwilling to provide funds as long as the firm has an incentive to allocate
resources strategically biased. Only if the amount of funds raised externally is sufficiently small,
this disincentive vanishes and it is then not optimal for the MNC to deviate from a return
maximizing allocation. If, however, the MNC is transparent, its debt capacity is higher because of
its contractual obligation to strictly prefer those projects where asset tangibility is higher. But then
marginal returns will not be balanced across subsidiaries unless they exhibit similar degrees of
asset tangibility. This result contrasts with the notion that when headquarters directs resources
towards subsidiaries according to the principle of balancing marginal returns, internal capital
markets work efficiently.
1

It is widely recognized that country-specific institutions determine what external financiers get as a return on their
investment (Shleifer and Vishny, 1997).

