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Abstract

What is the relationship between product prices and vertical integration? While the litera-
ture has focused on how integration affects prices, this paper provides evidence that prices
can affect integration. Many theories in organizational economics and industrial organi-
zation posit that integration, while costly, increases productivity. It follows from firms'
maximizing behavior that higher prices induce more integration. The reason is that at low
prices, increases in revenue resulting from enhanced productivity are too small to justify
the cost, whereas at high prices the revenue benefit exceeds the cost. Trade policy pro-
vides a source of exogenous price variation to assess the validity of this prediction: higher
tariffs should lead to higher prices and therefore to more integration. We construct firm-
level indices of vertical integration for a large set of countries and industries and exploit
cross-section and time-series variation in import tariffs to examine their impact on firm
boundaries. Our empirical results provide strong support for the view that output prices
are a key determinant of vertical integration.
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1 Introduction

The relationship between vertical integration and product prices has long been a source of con-
troversy among economists and policy makers. Two strands of thought. broadly opposed, have
emerged. In the foreclosure view, firms may integrate with their suppliers to reduce competi-
tion with their rivals, thus pushing product prices higher.! The effi ciency vicw, by contrast,
maintains that integration increases productivity, thereby reducing prices.? Discussion usually
revolves around which of these opposing effects is likely to dominate in a particular market or
merger case. Either way, causality runs from vertical integration to prices.

Efficiency theories have another implication, however, that can generate a positive association
between prices and integration, but unlike foreclosure, do so even under perfect competition. To
see this, suppose that integration increases productivity. but does so at a cost. For instance,
integration might improve coordination among suppliers, but engender administrative costs that
are independent of output and product price. Then a price-taking firm will choose to integrate
only if the benefits in terms of increased profitability outweigh the cost of integrating. At low
prices, the productivity gains resulting from integration are not very valuable, too small to justify
the cost. At higher prices, integration becomes worthwhile.® In other words, if integration affects
productivity, there is a force running in the opposite direction, from prices to vertical integration.

The possibility that product prices influence vertical integration through this ‘pecuniary”
channel has important conscquences for industrial organization (Legros and Newman, 2013).
It implies that demand shocks can generate merger and divestiture waves that in turn affect
the performance of individual firms and whole industries. It can help to explain intra-industry
heterogeneity in organization and productivity. It introduces a re-organizational component
to the diffusion of productivity shocks that may dampen technological progress. And it has
implications for antitrust policy.

This paper is a first attempt to provide evidence that product prices affect integration. Our
results suggest that this pecuniary mechanism is operative in a wide range of industrics around

the world. The main empirical challenge is to find sources of price variation that are exogenous

1Kcy theoretical contributions on market foreclosure include Salinger (1988), Ordover, Saloner, and Salop
(1990), Hart and Tirole (1990) and Bolton and Whinston (1993). Market foreclosure concerns have been en-
shrined in anti-trust policies and have motivated policies such as “divorcement” legislation. See, for example, the
guidelines on the assessment of non-horizontal mergers in the United States (1984 Merger Guidelines) and in the
European Union (Council Regulation 2008/C 265/07).

2Numerous channels have been identified through which integration enhances productivity. Technological
synergies and efficiencies in asset use are frequently cited by policy makers and antitrust defendants. Organization
cconomists have emphasized other benefits, and often associated costs: reductions in the costs of transactions,
adaptation, or opportunism (Williamson, 1971, 1975; Klein, Crawford, and Alchian, 1978); better multitasking
incentives (Holmstrom and Milgrom, 1991); alignment of control and incentives (Grossman and Hart, 1986; Hart
and Moore, 1990); or improved coordination (Hart and Holmstrém, 2010). A complementary class of theories
emphasize allocative, rather than productive, efficiency gains achieved by the elimination of double markups,
though these shall not concern us. See Perry (1989) and Riordan (2008) for further discussion,

3 As discussed in Section 3, this logic is not limited to perfect competition.







































































































































