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The Duality of Financial System and a Study on Equilibrium Effects of
Firm’s Internal Capital Allocations

Qian Xue-song

(School of Economics, Huazhong University of Science and Technology, 430074)

Abstract: This paper develops an equilibrium model of capital allocation which includes both external
capital markets and internal capital markets. In our model, whether the pledgeable cash flow of

investment projects is adequate determines external capital allocations. The theoretical analysis implies

13



that the duality of financial system has passive influence on capital allocation. We point out that the
equilibrium effects of internal capital markets in different sectors have significant differences. The policy
implications from the model are obvious. In order to solve the problem of overinvestment in state-owned
enterprises and to alleviate the financial constraints of private enterprises, we must get rid of the duality
of financial system and encourage private enterprises to construct internal capital markets.

Key Words: Duality of Financial System; Internal Capital Markets; External Capital Markets.

i< As B #1: 2009-04-06;

14



