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ABSTRACT ARTICLE HISTORY
This study proposes a framework to analyze the strategic value of Received 30 November 2020
integration, when separation of ownership and control is consid- Accepted 28 June 2022

ered. According to this framework, we investigate the optimal
integration strategy in different control distribution and discuss
how external market influences the best strategic choice. Beside
theoretical analysis, we also provide evidence from Chinese listed
firms to validate our research. The key results of our study show
that first, unintegrated strategy works best, if the level of control- JEL CODES
ownership disparity is extremely high. Second, in general, vertical D21; L22; C30; €70
strategy is more appropriate for substitute markets, while horizon-

tal strategy may bring more benefits in a highly complementary

market. Third, the impact of integration strategy on a firm’s per-

formance is negatively moderated by control-ownership disparity.

However, this moderate effect may be weakened by market struc-

ture. Our results provide a new and comprehensive perspective

for understanding the inconsistent results from previous studies.

Moreover, the analysis in this study also highlights a firm's stra-

tegic decision and market regulation policy.

KEYWORDS
Integration; vertical;
horizontal; owner-
ship; control

1. Introduction

Integration Strategy has been playing an increasingly important role in international
business, and it is gradually transforming into a significant approach that firms adopt
to expand and obtain knowhow (Hikkinen et al., 2004). Most of previous studies
addressing integration strategies have focused on two alternatives, full vertical and
horizontal integrations, without considering the partial ownership agreements and
control distribution. However, typically, a firm acquires less than 100% of shares in
its target firm and its ownership and control is separated, when strategic integration
is implemented (Allen & Phillips, 2000; Fiocco, 2016). In general, the strategy of par-
tial integration and inconsistent control distribution is much more common than that
of full integrations (Gilo & Spiegel, 2011). Despite the practical relevance of this
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phenomenon, there are few studies devoted, thus far, to partial integration with
inconsistent control distribution. The purpose of our study is to investigate the opti-
mal integration strategy for a firm and how market environment and structure influ-
ence the optimal strategy, considering separation of ownership and control. To
address this problem, drawing on Milliou and Petrakis (2019) and Douven et al.
(2014), we propose a framework with two firm hierarchies, wherein a firm can either
integrate backward or horizontally (Douven et al., 2014; Milliou & Petrakis, 2019). In
the benchmark case of no integration, we employ the Stackelberg model to describe
the interactions among the firms and show that higher homogeneity of final products
tends to enhance market power of upstream firms. Considering separation of owner-
ship and control, we then compare vertical integration with horizontal integration by
equilibrium analysis. Based on equilibrium analysis, we argue that the optimal inte-
gration strategies primarily depend on market structure, if the integration strategy is
implemented without control. In addition, when the integration of firms occurs with
centralized control, it complicates the situation. In this case, the optimal integration
strategies depend on market structure and will be significantly affected by the owner-
ship structure of integration firms. Subsequently, the impact of market environment
and market structure on integration strategies is investigated, respectively. Through
the comparative static analysis, the important conclusions of this study are inferred.
First, integration strategies outperform no integration in most cases, except for a few
rare instances. Second, there is a U-shaped relationship between market environment
and firm’s performance. Third, the market environment cannot affect optimal inte-
gration strategy when the integration firm’s control is decentralized. Finally, com-
pared with horizontal integration strategy, vertical integration strategy performs
better in most cases, except when the market approaches perfect complement. In add-
ition, to validate the framework proposed in this study, we also provide empirical evi-
dence from Chinese listed firms to examine the hypothesis derived from the key
conclusions.

The findings of this study contribute to literatures regarding integration strategies.
According to previous studies, some firms may primarily pursue profits improvement,
market share increasement, or service enhancement by the rapid expansion via inte-
gration strategy (Saeedi et al., 2017; Xing et al.,, 2017), whereas for others, the motiv-
ation for integration is to gain greater control and build a conglomerate (Sorensen,
2000; Werle, 2019). In general, most of the firms intend to achieve synergies and eco-
nomics of scale through integration strategies (Schafer & Steger, 2014). According to
the previous studies, numerous scholars have focused on the performance differential
between integrated and non-integrated firms and shown that the integration strategy
leads to efficiency (Chipty, 2001; Crawford et al., 2018; Droge et al., 2012). Hortacsu
and Syverson (2007) and Forbes and Lederman (2010), who conduct a case study and
an empirical study respectively, find that the integration strategies significantly
improve the firm efficiency and increase shareholder wealth (Forbes & Lederman,
2010; Hortacsu & Syverson, 2007). Similarly, David et al. (2013) who study the inte-
gration of U.S. health industry. They argue that integrated organizations exhibit less
task misallocation and produce better health outcomes in comparison to unintegrated
entities (David et al., 2013). Atalay et al. (2014) also infer similar conclusions, by
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systematically documenting the differences between integrated and non-integrated
U.S. manufacturing plants (Atalay et al, 2014). Although benefits are clear and
emphasized when integration strategy is implemented, literatures on integration strat-
egies have provided inconsistent results and reported many cases of failure (Lin et al.,
2020; Spoor & Chu, 2018). Li et al. (2017) analyze two different cross-industry data-
sets of firms in developing countries and find a negative impact of integration on
firms’ performance (Li et al., 2017). They argue that the integration strategies enable
inefficient rent-seeking by an insider, particularly in developing country settings—
characterized by poor corporate governance and legal protections—and consequently
induce the decline in firms’ performance. In this study, we provide an alternative per-
spective to interpret these inconsistent results on integration strategies by considering
the external market and separation of ownership and control in integration process.
A large body of literatures have discussed the impact of vertical and horizontal
integration. Herger and McCorriston (2016) explore cross-border integration strat-
egies by using data on cross-border acquisition (Herger & McCorriston, 2016). They
distinguish between the two strategies and argue that vertical integration relates to
endowment seeking motives while horizontal integration rests on a firm’s desire to
access to another market. Perez-Saiz (2015) and Moresi and Schwartz (2017) investi-
gate the positive externalities of integration strategy (Moresi & Schwartz, 2017; Perez-
Saiz, 2015). They find that integration strategies may be often accompanied by trans-
fer of intangible assets and can expand the industrial output. The conventional wis-
dom in these literatures is that vertical integration can eliminate double
marginalization, which results in higher sale price, lower demand, lower consumer
surplus, and smaller profit, and improves the firm’s performance (Boom & Buehler,
2020; Jeuland & Shugan, 1983; Vallespir & Kleinhans, 2001). Another widely accepted
belief is that horizontal integration reduces competition and brings greater market
power for integration firms (Nickell, 1996). Although this type of integration—to a
certain extent—achieves economy of scale for firms, it may also reduce innovation.
As a result, the value of social welfare is often uncertain (Huang, 2016). In addition,
our study is also related to the literature on separation of ownership and control.
Since the two competing hypotheses on managerial ownership, ‘convergence of inter-
est hypothesis’ and ‘managerial entrenchment hypothesis’, have been put forward by
Jensen and Meckling (1976), the agency problem—which is derived from control-
ownership disparity—has become a hot issue for scholars (Jensen & Meckling, 1976).
Previous studies provide evidence for the practical separation of ownership and con-
trol and show that a small number of founding shareholders are effectively control-
ling a business group through integration strategies and pyramidal ownership chain,
particularly in developing countries (Claessens et al., 2002; Leuz et al.,, 2003; Porta
et al., 1999). In the Chinese context, although Jiang and Kim (2015) argue that a ser-
ies of reforms and regulations implemented by the government may reduce the nega-
tive effects of control-ownership disparity, many studies continue to suggest that
integration strategies may exacerbate the agency problem between controlling and
minority shareholders (Jiang & Kim, 2015; Liu et al., 2015). To the best of our know-
ledge, relatively little theoretical research has investigated the integration strategies by
considering separation of ownership and control. The seminal articles of Colangelo
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(1995) and McGuire and Staelin (1983) provide a formal foundation for the equilib-
rium analysis of vertical and horizontal integrations (Colangelo, 1995; McGuire &
Staelin, 1983). More recently, a framework that describes the partial integration strat-
egies is proposed by Fiocco (2016). The chief contribution of our study is to unveil
the optimal integration strategy by considering separation of ownership and control.
The results of this study provide novel insights into impact of market environment
and structure on integration strategies and can thus be considered to complement
and expand on the previous works.

The rest of the paper is organized as follows. Section 2 proposes the framework of
our mathematical model, and discusses the benchmark case of a no-integrated firm.
Section 3 provides an equilibrium analysis of different integration strategies by con-
sidering the separation of ownership and control. Section 4 investigates how market
environment and structure affect integration strategy. Finally, Sec. 5 provides empir-
ical evidence from Chinese listed firms to support the main conclusions derived from
Secs. 3 and 4. Conclusions and discussions are presented in Sec. 6.

2. The model

Drawing on Colangelo (1995), McGuire and Staelin (1983), and Kim et al. (2019), we
consider a two-tier market consisting of an upstream monopolist U, and two sym-
metrically downstream firms D; and D, (Colangelo, 1995; Kim et al., 2019; McGuire
& Staelin, 1983). The downstream firms produce differentiated goods, by using—in a
one-to-one proportion—an essential input produced by U, and face demand for their
final goods. In order to describe the market structure, the demand function for firm
D;, with i = 1,2, is assumed by g; = o — p; + np; in our study, with i,j = {1,2}; i #
j, where g; and p; represent D;’s selling quantities and market prices respectively
(Douven et al., 2014; Milliou & Petrakis, 2019). The intercept o represents the market
potential. The parameter m € (—1,1) represents market structure of final goods,
which indicates the degree of competition intensity induced by consumer preferences
(Colangelo, 1995). Specifically, n € (—1,0) measures the degree of product comple-
mentarity. As n approaches —1, the products of D; and D, become perfect comple-
ments. And n € (0,1) measures the degree of product substitutability. As m
approaches 1, the products become perfect substitutes, which implies high competi-
tion intensity (Bhaskaran & Ramachandran, 2011; Tyagi, 1999). Where n =0, the
products of downstream firms are independent of each other. We assume that when
the upstream firm U produces the input at cost ¢, no vertical restraint is available,
and no further cost, other than input price, is incurred by downstream firms. This
framework can also be considered as an extension and modification of the model by
Sim et al. (2019) and Bonanno and Vickers (1988), which has been widely used to
investigate the industry structure in the literature (Bonanno & Vickers, 1988; Sim
et al., 2019).

To better appreciate how strategic decisions of integration follows from the pres-
ence of vertical and horizontal integration’s value, we first consider the benchmark
case in which the three firms (U, D;, and D,) are separated. A Stackelberg frame-
work is proposed to describe the interaction of upstream monopolist and the two
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downstream firms (Robson, 1990). In the benchmark situation, the upstream firm U,
at first, sets the prices of intermediate goods, or wholesale prices ®;, with i =1,2,
for downstream firm D; by considering D;’s response of final goods price. Then, each
downstream firm D;, with i = 1,2 decides its final goods price p; to achieve profit
maximization. The solution concept we adopt is Pure Strategy Nash Equilibrium
(Nash, 1951). Proceeding backwards, we first compute the price for final goods of the
two downstream firms for a given input price. Afterwards, we derive the prices of
intermediate goods. Finally, we obtain the equilibrium profit of each firm. It is worth
noting that the order quantity of the downstream firm and its final good price are
corresponding one after the other. Therefore, the order quantity g; and the price p;
are determined simultaneously by firm D;.

In the benchmark case, the problem of downstream firm D;, with i = 1,2, may be
written as follows.

max Y, = (Pi — ©:)gi (1)

And, the upstream firm’s maximization problem is as follows.

max ) = Z (®;—¢)gi (2)

o
' ic{1,2}

Lemma 1. In the separation case, the equilibrium profits of upstream firm U and
downstream firm Dj, with i = 1,2, are ny and n}y, respectively, as shown as (3) and

(4.

v_ (=1 +a’
" 2 - N@-2) ¥

o — (c(n—1) + )’

D; — 4(n_2)2 (4)

Proof. Substituting g; = o0 — p; + np; into the objective function in (1), and differen-
tiating this objective function with respect to p;, yields the first-order conditions
(FOCs): npy + o — 2p; + @,=0 and np, + o — 2p; + ©;=0. Solving the FOCs yields

on + no; + 2o + 20;
pi= - 1 (5)

With i,j € {1,2}, and i # j.

Then, by substituting (5) into the objective function in (2), and differentiating this
objective function with respect p; yields the FOCs of ml. After some algebraic
manipulation, the FOCs produce the following input price equations.
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—m+a+c

T T M)

(6)

Finally, substituting (6) and (5) into njy, with i =1,2, and nyj, we can obtain (3)
and (4).

In the benchmark case, we obtain p; = p,, q1 = q2, and ®; = ®,, which indicate
the equal footing for the upstream monopolist, regardless of the product diversity
degree of D; and D,. In addition, denoting @~ = HVTE—UN to measure the profit

. . . T 12D, .
sharing among upstream and downstream firms in sepdrdtioh case, we can obtain

Proposition 1. Market structure significantly affects profit distribution along the supply
chain. In the separation case, higher homogeneity of final products tends to induce
higher profit distribution ratio of upstream firm, specifically,

i. if the final products are perfect complements, the proportion of the upstream
firm’s profit to supply chain profit is 3.

ii. if the final products are perfect substitutes, the proportion of upstream firm’s profit
to supply chain profit is 1, namely the upstream firm takes all the supply
chain profit.

Proof. Substituting (3) and (4) into oV yields

N n-2
= 7
=3 (7)
Taking the derivative of @~ in (7) with respect to 1 yields
doN 1
@ _ — >0 (8)
dn  (2n-3)

The equality (8) illustrates that the profit distribution ratio of the upstream firm
increases with the degree of product substitutability, namely the homogeneity of final
products. In special case, according to (7), @~ =2, when n=—1; and ¢V =1,
when n = 1.

3. Equilibrium analysis of integration strategy

To better appreciate and compare the strategic value of vertical and horizontal inte-
gration, we focus on the integration strategy of firm D; and assume that there is no
further cost of integration, without fundamentally changing insights afforded by our
model. As shown in Figure 1, firm D; has two alternative integration strategies. The
vertical integration strategy can be implemented by firm D;. In this case, firm D,
integrates backward and we assume the ownership stake A is acquired by D; in U.
Alternatively, firm D; can choose horizontal integration wherein it acquires A per
cent of shares in its horizontally related firm D,.
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Vertical Group UDy

Horizontal Group D;D,

—— e = = = = —

[ —
N -

(a) Vertical Integration. (b) Horizontal Integration.

Figure 1. Vertical and horizontal integration.
Source: own research.

Drawing on Fama and Jensen (1983) and Jeter et al. (2018), we consider the separ-
ation of ownership and control in both vertical and horizontal circumstances (Fama
& Jensen, 1983; Jeter et al.,, 2018). Without control, firm D; receives cash bonuses
and cannot influence the decision making of its integrated firms (U in vertical case
or D, in horizontal case).However, if firm D; has control over its integrated firm,
besides obtaining cash dividends, firm D; can intervene in the decisions of its inte-
grated firm and consequently, maximize its profit. It worth noting that the equilib-
rium analysis in this section is based on the supply chain system, rather than either
stage of supply chain process.

3.1. Integration without control

If control is excluded when firm D; implements integration strategy, the decision
sequence remains the same as the benchmark case. First, the upstream firm U first
offers a wholesale price ®; for the downstream firm D;(i = 1,2), where the wholesale
price o; is set to maximize the upstream firm U’s profit. If the wholesale price con-
tract is made, the downstream firm D;(i = 1,2) determines selling order quantity g;
and market clearing price p;, simultaneously. Finally, the selling period starts and the
profits of upstream and downstream firms are determined.

Without control, the maximization problem of downstream firm D, and upstream
firm U remain unchanged as (1) and (2), regardless of vertical or horizontal integra-
tion, namely nf = njj¥ =y and n/" = ng" = 1y, where the superscript represents
vertical (VF) or horizontal (HF) integration without control, and the subscript repre-
sents firm D, and firm U. However, in case of vertical integration, the problem of
downstream firm D; may be written as follows.
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max ! = (pr— o)q +4 Y (0—)g, ©)

ie{1,2}

Lemma 2. In case of vertical integration without control, the equilibrium profits of
upstream firm U and downstream firm D;, with i = 1,2, are shown as (10)-(12).

ve  (M+2)(en+a— ¢)’(Mn +A-2)
ny = 5 (10)
(M — D[N*? — (A —2)" 1% — 16\ + 16]

n'F = (e(n —1) + )
l (m—1) [nw — (=22 — 161+ 16}

V) (11)

= [ (e(n—1) + o’ 2 ) (12)

N2 — (L —2)°n2 — 161 + 16}

where

VEm) = [0+ 77 + 30— 3)n° + K2 (W + 3% — 7)n?*
(A = — A+ (A - 8% 2707 — 280+ 12)n?
— 400(h — 1)°m — 320° + 4807 — 16] (13)

KTy =0 + 2 =+ (b —2)n + (4h — 4)] (14)

Proof. Proceeding along the same lines as in the Proof of lemma 1, we can obtain
Lemma 2.

And, in case of horizontal integration, the problem of downstream firm D; may be
written as (15).

n}axnglp = (pl — ml)ql + 7\.(1)2 — (Dg)q2 (15)

Lemma 3. In case of horizontal integration without control, the equilibrium profits of
upstream firm U and downstream firm Dj, with i = 1,2, are shown as (16)-(18).

oHE _ [(n—De+of
U m=1)hn2— (A —2)n—4]

(16)

ol _ (A +A+1)[(n— 1)c2+ o) a”)
1 [An?—(h=2)n—4]
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HF _ [(n—1)c+ 0‘]2
P m2—(h—2)n—4)°

(18)

Proof. Proceeding along the same lines as in the Proof of lemma 1, we can obtain
Lemma 3.

Either vertical or horizontal integration changes profits composition of firm D;. In
addition to the profits from firm D;, the last terms of (9) and (15) depict the profits
from the firm that was integrated by firm D;. We use superscripts N, VF, and HF to
denote no integration, vertical integration without control, and horizontal integration
without control, respectively. We can obtain Proposition 2 in equilibrium.

Proposition 2. Comparing the equilibrium order quantity and wholesale price of inte-
gration case with benchmark.
For order quantity, it holds that:

i. if M<0, namely the final market is a complement, then gt > g/t > g¥
HF ~ N ~ ,VF
and q;° > q; >4,

ii. if >0, namely the final market is a substitute, then q)f <qf'F <g¥
HF & N o~ VF
and q;" < q; < 4q, -

For wholesale price, it holds that:
i. if <0, namely the final market is a complement, then ®)f > olf > @
and o) > o > offf.
ii. if M >0, namely the final market is a substitute, then off <ol <of
and o) < o < olff.

Proof. The solution concept we adopt is the Perfect Bayesian Equilibrium (PBE)
(Fudenberg & Tirole, 1991), and by proceeding backwards, first, we compute the
order quantity and price of final goods for a given wholesale price. Afterwards, we
derive the equilibrium wholesale price. The PBEs of benchmark and integration case
without control are shown in Table 1.

We prove gf'f > glf > ¢V in part (i) of Proposition 2, and the proofs of other
three parts are similar. Denoting Ayn(n,A) = q/F — gV, Aun(n, L) = giF — ¥, and
Apv(m,h) = gif — gF, we obtain (19)-(21) in the light of Table 1.

n+o—c)(M+ AN+ (A — 2)n—4r + 4]

Ayn(n,}) = Gl
2(n = 2)[n*A% — (L — 2)*n2 — 16X + 16]

(19)

An+oa—cmn-1)

Apv(M, M) = 2(n —2)[An? — (n— Z)n — 4]

(20)
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A2 (en + o — o) [(MP—1)A°—4h + 4]

A =+ 20 — (A T 4 — 4 A—are + 16

(21)

If n <0, given A € [0,1] and the fact that A;(n,A), with i € {VN, HV,HV} as
continuous functions with respect to n and A, it yields that Ayy(1,0) = Agn(n,0) =
Apy(M,0) =0, M< 0, and dALnn’)> 0. By using o > 2¢, we can obtain

2
% <0, dAHZT(]n D) M < 0. Combining this with

limnﬁo AVN(T], ) >0, AHV( 1, l) = limnﬁo AHN(T], 1) =0, and AHN( 1, 1)
& — €> 0. Therefore, if 1 < 0, it holds that A;(n,A) >0, with i € {VN, HV,HV},

in boundary
In addition, combining

|n=—1 >0 and limy_

LVN(”’ =0 and —dAV’;;n’M =0, in case of < 0, we find

four meaningful stationary points: (0,0), (-1,0), (%,O), and (<2, — M) As

o2 —3oc—2c?
the stationary points (0,0), (-1,0), (%,0) are boundary points that we have dis-

2c(o+c)
T w2 3ac—23
point, as shown in (22), we find that the Hessian Matrix of function Ayy(n, 1) is a

positive definite quadratic form.

cussed, we consider the internal stationary point (%, ). At this stationary

aZAVN(n,K) azAVN<T],7\.)
on? OnoA

GZAVN(n,k) GZAVN(n,X)
onom o

>0 (22)

2
where Mva”in(zn’k) > 0.

Therefore, the stationary point (<2, —%) is a local minimum point of

function Ayy(n,2). Since Ayn (%, — %):0, we obtain Ayy(n,A) > 0 within
defined space. Similarly, we can find Apgy(n,A) >0 and Agy(n,A) >0 within
defined space. Combining Ayny(n,A) >0, Agy(n,A) >0, and Agy(n,X) >0, we
consequently find ¢/ > g}f > gV.

Since the downstream firms are decentralized to maximize their individual profits
without control, the Herfindahl-Hirschman Index (HHI) of final market remains
unchanged (Calkins, 1983). Proposition 2 indicates that the market structure is
important for the equilibrium decisions of all firms. Since ¢ = ¢, oY = ©) and
qll{F = giF hold, horizontal  integration  improves  market  demand
(gt 4+ gf'F > g +qY) in a complementary market, while it decreases market
demand (¢! + giF < gV +¢Y) in a substitute case, compared with the benchmark
case. For vertical integration, complementary market induces greater market share for
firm D; and less market share for D,, respectively, and the opposite happens in the
substitute market’s circumstance. Besides, compared with the benchmark case, the
wholesale price for both downstream firms are increased by vertical integration in
complementary market (o/F > oV, with i € {1,2}). In substitute market, it is more
favorable for firm D; to adopt horizontal integration strategy without control. This
may be induced by considering upstream profit of firm D; in vertical integration. It

worth noting that according to Table 1, the order quantity and market price for both
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downstream firms are the same in the horizontal case. Accordingly, the different
profits of downstream firms depend only on the differentiated price strategy provided
by upstream firms.

In general, given the ownership stake A acquired by D;, with the absence of con-
trol, vertical integration makes profits of firm D; sensitive to that of firm U, and
consequently puts firm D; at a disadvantaged position, compared with non-integrated
rival D,. On the other hand, horizontal integration, to some extent, gives more bar-
gaining power to downstream firms for renegotiating with upstream firm and results
in market expansion. Further, the Proposition 3 explains how the degree of integra-
tion (ownership stake acquired by D;) influences the strategic selection of firm D; in
the absence of control.

Proposition 3. In the absence of control, integration strategy always gains a better per-
formance than no integration circumstance. In addition, there are two thresholds of
market structure n* and nF that make the following arguments hold.

i. if m<nf, then the horizontal strategy outperforms the vertical strategy for

firm Dy.
ii. if m>mnf, then the vertical strategy outperforms the horizontal strategy for
firm D;.
iii. if nf < <nF, then there is a threshold of ownership stake \' acquired by
D1 that
a. the vertical strategy outperforms the horizontal strategy for firm D
when A < AF.
b. the horizontal strategy outperforms the vertical strategy for firm D
when L > AL,

Proof. Denoting Tth(?u) = Tt}')l, with i € {VF,HF, N} as a function of A, we have
that 7 (1) is a constant and n}j () = nF(0) = npF(0). Proceeding along the same
lines, as in the proof of Proposition 2, since A € (0,1] and n € [—1,1], we can obtain
ngf(k) -y (L) > 0 and ngf(k) -y (A) > 0. This shows that firm D, always pre-
fers the integration strategy.

Suppose O(A) = Tcgf () — ngf (A), due to Fourier-Budan Theorem and Descartes’
Rule, we can derive that there is a real root in the interval [0,1] if and only if nf <
N < nF> and there is no real root in the interval [0,1] if and only if n < n* or n >
nF (Bensimhoun, 2016; Melkman, 1974). When m € [nF ,?], we denote the real
root of function ®(A) in [0,1] as Af. The nf and F are shown as (23) and (24).

N =T (23)

nf=-2+—+1 (24)

where v, = /81 + 61/1833.
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VF )

ontF
In addition, —2 ( ) >0 and for every € >0 small enough, inequality >0

BTI:D1 anDl

holds Combining with the facts that

aTCHF anVF

|x 0 < |x _p» if 1 > nF> Proposition 3 is proved. B

o = o if m<nf and

The Proposmon 3 illustrates the dependence of integration strategy on sharehold-
ing and market structure in uncontrolled circumstance. First, integration strategy not
only opens new profit sources for firm D;, but also makes firm D; in the advantage
position in the competition with its rival. Because of this, integration strategy,
whether vertical or horizontal, is always preferred by firm D;, compared with no
integration strategy. Second, it is worth noting that 0 > nf > N This says that the
vertical integration is always adopted when the final market is substitute. In a com-
plementary market, integration strategy depends on the degrees of market comple-
mentarity. At last, a stronger market complementarity leads horizontal strategy
adopted by firm D;, while the ownership stake has become the determinant for stra-
tegic alternatives in an independent final market. Generally, vertical integration strat-
egy promotes two effects: revenue and control. It helps firm D; in getting a part of
the revenue from firm U by holding some shares of firm U. Consequently, D;’s prof-
its increase (revenue effect) and since the integrated firm U is not controlled by Dy,
vertical integration does not weaken double marginalization. Instead, it puts firm D,
at a disadvantaged position when negotiating with firm U. For this reason, vertical
strategy may decrease the profit of firm D; (control effect).

When we assign the parameters with the values: o =3, ¢ =1, Figure 2 shows the
profits of uncontrolled integration firms n}f, njF and the benchmark njj in case of
n = —0.4 and n = 0.4, respectively. It worth mention that figure shape maintains
unchanged when o > ¢, and n takes positive and negative values respectively. The
essential reason behind Proposition 3 may be due to the tradeoff between these two
effects. In case of the substitute market, there is keen competition between the two

0.201 . -7
E 4 //
0.19- ey 1.8 p
0.18 Ear #
181 e \ L6 e
] o /
0.17 P #
& A 144 /
0.16 4 P A /
7 1.24 /
0.15+ 7 s g s/
// e //
0.144 i 1.0 s et
L vl o
0.13 /0 7 o
ya 081 =
0124 7 7
x .-
Z 0.64 7.
0 01 02 03 04 05 06 07 08 0 01 02 03 04 05 06 07 08
A A
|— No integration —* — Horizontal — — Vcnicall |— No Integration — - — Horizontal — — Vcrticall

(a) Profits of Integrated Firms When n = —0.4  (b) Profits of Integrated Firms When n = 0.4

Figure 2. Profits of integrated firms without control.
Source: own research.
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downstream firms. Consequently, upstream firm U takes the major profit of the sup-
ply chain and the revenue effect is enhanced. On the contrary, the complementary
market endows downstream firms greater bargaining power to negotiate the contract
terms with upstream firm. In this case, the control effect is determinant. In addition,
when the products in final market are independent, the stock holding quantity is
important, and higher per cent of shareholding makes the revenue effect significant.

3.2. Integration with control

If integration strategy of firm D; enables the control, we denote the vertical integra-
tion group as UD; and the horizontal integration group as D;D, (shown in Figure 1).
In case of vertical integration, firstly, the wholesale price ; for firm D;(i = 1,2), sell-
ing order quantity q;, and market clearing price p; are simultaneously decided by the
vertical group UD; to maximize the profit of its parent firm (ultimate controlling
owner of group UD;). After the wholesale price contract is offered to firm D, by
group UD,, firm D, determines its selling order quantity g, and market clearing
price p,. Finally, the selling period stars and the profits of group UD; and firm D,
are determined. In case of horizontal integration, the decision sequence can be
described as follows: First, the upstream firm U sets a wholesale price w; for firm
D;(i = 1,2) to maximize its profit. Then, the horizontal group D;D, determines its
selling order quantity ¢;(i =1,2) and market clearing price p;(i = 1,2), simultan-
eously, to maximize the profit of D;D,’s parent firm (ultimate controlling owner of
group D;D,). Finally, the selling period starts and the profits of firm U and group
DD, are determined.

Considering control for integrated firm, the o, offered for firm D; can be seen as
internal settlement price of group UD; in vertical integration. Therefore, we can
derive the Lemma 4 below.

Lemma 4. In case of vertical integration with control, the equilibrium internal settle-
ment price of group UD, is zero, namely o, = 0.

Proof. In case of vertical integration with control, the problem of group UD;’s
ultimate controlling owner can be written as

max TEESI = (p1 —o1)q1 + A Z (@i—c)q; (25)
Pl;mlamz iE{l,z}
. _ . . . . g
Differentiating the objective function of (25) with respect to ®; yields dor =

—(1— 7\.)q1 < 0. To maximize TEZIC)I, ®; = 0 is offered by group UD;.

Comparing the problem (25) and (9), it is found that control right brings more
discretion to vertical integration group. In case of centralized decision making, the
parent firm of vertical integration group can not only determine its own order quan-
tity and market price, but also design contract of upstream firm offered to its rival.
We keep the optimal problem of firm D, unchanged, and Lemma 5 can be obtained.
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Lemma 5. In case of vertical integration with control, the equilibrium profits of inte-
gration group UD, and its rival D, are shown as (26) and (27).

2VC M1+ {[en® + (o — 3)n + 2¢]r? + [( + 2com>—2(E—co)n + A —6ca + 0]k + [(co + 2)n + 207]}
uD, 22 4 6m*h + n2 — 8A

(26)

2VC _ (1+n)*[en(m — DA% + (m — 2)(cn + o — )& + om)? 27)
D 202 + 6n2h + 12 — 8\

Proof. Proceeding along the same lines, as in the Proof of lemma 1, we can obtain
Lemma 5.

In the circumstance of horizontal integration, we suppose the downstream firms
D, and D, forms a group D;D,. In this integration group, the ownership stake A of
subsidiary D, is acquired by its parent firm D;, and the ultimate control of this
group is reserved by parent firm D;. In this case, the problem of firm D;, the ultim-
ate controlling owner of group D;D,, can be written as (28).

max i, = (1= @14+ A(p2 — ©2)a2 (28)

Lemma 6. In case of horizontal integration with control, the equilibrium profits of the
upstream firm U and the integration group DD, are shown as (29) and (30).

e = (1+mn)i(en ‘*'ZO‘—C)Z (29)
(1 =m)[(1+2)m +4)]

ne _ (LM (1+n)*(en + o)’

Db (1 —n)[(1 +1)°n +41)?

(30)

Proof. Proceeding along the same lines, as in the Proof of lemma 1, we can obtain
Lemma 6.

Generally, if the ultimate control is reserved by parent firm, we solve problems
(25) and (28), by proceeding backwards. The PBEs of benchmark and integration
cases with control are shown in Table 2.

Table 2 illustrates the solutions of decision variables and profits in equilibrium. In
analogy with the solutions in Table 1, when control transfers from subsidiary to inte-
gration firm, vertical integration avoids double marginalization, because ®; = 0, and
price discriminates against the non-integrated rival because ®; < ®,. At this point,
the control effect disappears and only revenue effect remains in vertical integration.
In horizontal integration, the internalization of cross-price effect on demand by this
integration increases the market power of group D;D,. If we measure the profits of
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entities in group UD;, separately, we find that firm U is losing money due to ®; =0
and ¢ > 0. If we consider the centralized decision making of downstream firms, the
group D,D,, created by horizontal integration, is monopolizing the final market.
Proposition 4 explains how the degree of integration (ownership stake acquired by
D,) influences the strategic selection, if the decision making of integration group is
centralized by firm D;.

Proposition 4. When the ultimate control is reserved by integration firm:

i. In case of complementary market (n < 0), there are three thresholds of ownership
stake Ny, Aypp> and Nyyp,.
if A € [0,A3,), then no integration outperforms either integration strategy for firm D;.

if M€\ M) U (W 1), then the vertical strategy outperforms either horizontal
strategy, or there is no integration for firm D;.

if A€ [Nypp» Myp)» then the horizontal strategy outperforms either vertical strategy or
there is no integration for firm D;.

i. In case of substitute market (n > 0), there are two thresholds of ownership stake
Ny and hyy-
if Ay, < My no integration performs best when A € [0,15,), and vertical strategy performs
best when A € [Ay,, 1] for firm D;.

if My, > Ay no integration performs best when L € [0, \yy), horizontal strategy performs
best when A € [Myy. Ay,), and vertical strategy performs best when A € [\, 1], for firm D.

i. In case of independent market (m =0), vertical integration always outperforms
either horizontal strategy, or no integration for firm D,

Proof. Denoting m;(A) = m;, with i € {UD,,D;D,} and unt (n) = npy, as a function
of A, we obtain that the ngl(k) is a constant and both nUDl(k) and TtDlDZ(X) are
hyperbolas. According to Tables 1 and 2, combining with A € [0, 1], the asymptote of
nUDl(X) and nDlDz(M are (31) and (32), respectively.

. 4-3n2-2/2n% — 62 + 4
S 1o (31)

n

. —Mm—2+2yn+1
A= ;

(32)

First, we prove the conclusion that Aj; <0 <Ay, if n € (0,1]; 0 <Ay < Aj, if
n € [-1,0); and Ay = Aj, if and only if n = —1. Taking the derivative of A}, with
respect to 1? yields % > 0. Due to the condition of limj;2|_ A}, = 0, we get that the

Ly is positive (A}, > 0). Moreover, we can easily prove A;; = % VL <0 if >
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0; and Aj; = % VL 0, if 1 < 0. In case of N < 0, 667:1; < 0 that was induced
oy oy . n2-2ymFl . . .
by 75 > 0 and F = — g <0, hold, simultaneously. Combing with the con-

dition that Ay, =iy =1, if m=-1, limy_ oA} =limy_oA; =0, and
. N, . P .
limy ., WZ‘ > limn_ W?’ the conclusions above are proved.

Then, the properties of curves of myp, (A) and nDlDz(k) can be obtained due to

their hyperbolas: myp, (1) < 0, anugi(X) <0, and g ngg;(k) <0, if Ae[0,Ay);
top, (1) >0, Ze <o and T® o0 if de (5,1 mpp, (M) >0 and
2 E%I;Z(M >0 always hold in [0,1]; 6111)%41;&2(%) >0, if A €[0,A}). Besides we get
limkﬁk;i D, D, (L) = +o0, limxﬁmj, TEUDI(X) = —o00 and limxémj+ TEUDI(X) = +00.

Furthermore, for hyperbola mtp,p,(X), there is a minimum at its right branch due to
the first order condition of mp, DZ(X) with respect to A. This minimum of mp, DZ(X) is
obtained as:

2 2
4 1
xmm:h +9n° +4h + 16 (33)
3nh

1

3
where i = {6\/5112. /27”2‘% +271% + 5412 + 64

It can be easily show that A}, < Apin <0, if 1> 0; and 0 < Aj; < Apin, if N < 0.

In case of N <0, since Tp,p,(Amin) > ngl and 7p,p,(0) =0, the hyperbola
p,p, (A) has only one intersection at its left branch, with the straight line ny,. We
denote the abscissa of this interaction as Ay,. Comparing A}, and Ay, we get 0 <

Ay < Ay < Afy. Combing with myp, (1) — ntp,p, (1) = —Wz)g(;%ﬁ)z

that the curve myp, (A) and Tp, DZ(X) has two intersections. We denote the abscissa of

these two intersections as Ay, and Ayy,, and part (i) of Proposition 4 is proved.
2 2

However, in case of n > 0, combing ntp,p, (1) — ngl __ 8?23))2((?:0; 9 0, A <

Amin» and mp,p,(0) = 0, it easily shows that the hyperbola mp p,(A) has only one

> 0, we can get

intersection at its right branch, with the straight line ©jj . We denote the abscissa of

this interaction as MAyy. Combing Aj; <0<Ay, and mnyp, (1) —7p,p,(1) =

— (ﬂ+2)8(+;°t*€)2 > 0, the hyperbola myp, (1) and mp,p, (L) have intersections in (Ay» 1]

Hence, part (ii) of Proposition 4 is proved.
Finally, in case of n=0, the profits function of 7'5%l (™), mp, Dz(?»), and myp, (A) can
be obtained as:

A = o= (34)

T, (W) = " (35)
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o2 AN (a2—60c 4+ )M
mom(1) = £ 4. iy ‘ ) (36)

According to (34)-(36), we get Tg(x) < oo, (M) < Tgp, (A) in [0, 1]. Hence, part
(iii) of Proposition 4 is proved.
The Proposition 3 is proved.

Figure 3 describes the profits of integration firms myp, (), 7D, D, (L), and the
benchmark Ttgl, in case of N = —0.4 and n = 0.4, respectively. It worth mention
that the shape of curves in Figure 3(a) and 3(b) remains unchanged if n takes posi-
tive and negative values respectively. According to Figure 3, the benefits gained of
integration are significantly affected by the proportion of acquired stakes. Contrary to
intuition, with an increasing shareholding ratio, the profits of integration firms do
not continuously rise, and the relationship between firm value and the ratio of its
controlled shareholdings is not monotonous. For horizontal and vertical integrations,
there are optimal ratios to takeover for inducing the maximize profits. Besides, the
optimal ratio in horizontal case is always higher than it is in vertical integration,
regardless of whether the market is complementary or substituting. Figure 3 also
intuitively explains Proposition 4. The control right can bring excess return for inte-
gration firm, only if the proportion of acquisition stakes exceeds a certain level.
When the market complements, horizontal integration has a better performance for
integrated firms in case of minority stakes, and the vertical outperforms horizontal
integration in case of majority equity. Contrarily, in the substitute market, the vertical
integration strategy always outperforms the horizontal integration strategy. Compared
with the complementary market, the downstream firms face more competition in a
substitute environment. In this case, vertical integration strategy can significantly
improve the firm’s competitiveness and help it to gain a cost advantage over its rival.

It is noteworthy that we separate the control right of integration firms from its
ownership structure, in our equilibrium analysis. Although separation of corporate
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ownership and control is widely discussed in previous studies, the stock right continues
to be accompanied by voting right, in most cases (Kim & An, 2018; Maximiano et al,,
2013). The absolute holding big shareholder dominates various resources of the firm in
general circumstances. Considering the consistent situation between ownership struc-
ture and control right, we suppose that the integrated firm can control its subsidiary,
only if it owns more than 50% of the subsidiary’s stock. When the integrated firm is
limited to 50% stakes in the firm being pursued, it cannot control its subsidiary after
integration strategy, and the subsidiary may make its decisions independently. We fixed
the value of parameters as: oo =3 and ¢ = 1. In the circumstance that the corporate
ownership and control is consistent, Figure 4 illustrates the profits of vertical and hori-
zontal integration firms, in case of 1 = —0.4 and 1 = 0.4 respectively.

In Figure 4, we assume that the integration firm controls its subsidiary, only if it
holds more than half of its subsidiary’s stakes. In Figure 4, the market structure par-
ameter takes values of —0.4 and 0.4 as examples. However, the main shape of figure
may not change if the 1 takes other positive and negative values. According to Figure
4, regardless of whether the market structure is complementary or substitute, vertical
strategy is always better than horizontal strategy, and the horizontal strategy is always
better than no integration strategy for integration firms. This may be induced by two
determinants. First, the benefits from upstream and downstream markets can be
gained by the integration firm in vertical strategy, while in horizontal strategy, the
integration firm can only get the benefits from the downstream market. Second, com-
pared with horizontal strategy, vertical strategy gives more competitive advantage to
integration firm through merging the upstream firm. In addition, since the substitut-
ability of final products moderates these two determinants positively, Figure 4 also
shows that substitute market is more valuable than complementary market, for either
horizontal or vertical strategy. Finally, we argue that these conclusions from Figure 4
are derived by the assumption that the threshold of shareholdings for control right is
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50%. If the threshold is less than 50%, the conclusion that vertical strategy performs
best in all cases cannot be maintained.

4. Impacts of market environment and structure

The propositions 3 and 4, which we discussed in Sec. 3, have provided us the stra-
tegic decisions in equilibrium by static comparison. This static analysis treated the
strategic value as a function of ownership structure and fixed the parameter of market
environment and market structure as exogenous given. However, the strategic value
of vertical or horizontal integration is affected by internal ownership structure and
external market environment and structure. Thus, we study how the market environ-
ment and structure affect the integration strategy in this section.

4.1. Impact of market environment

Drawing on Yang et al. (2015), we consider the raw material cost ¢ and the potential
demand of market o in our framework, as the proxies for market environment (Yang
et al., 2015). A relatively lower raw materials cost and higher potential market
demand—which are affected by macroeconomic policy (Gupta & Gerchak, 2002), eco-
nomic cycles (Derouiche et al., 2018), or characteristics of specific industry (Uysal,
2011), et al—represent a better market environment, while a worse or more competi-
tive market may induce increase in cost and decrease in demand.

To study the impacts of market environment wherein ownership structure and
control is separated in integration firm, we compare the different strategic values cor-
responding to fluctuating raw material costs and potential market demand. If we con-
sider the equilibrium strategic values, namely the equilibrium profits thjl, with
i € {VF,HF, N} as the functions of either ¢, or o, it is clear that njjl, with i €
{VF,HF, N} are all quadratic functions with respect to either ¢, or o, and represent
three upward parabolas with the same symmetric axis (;%; in functions of ¢ and
¢(1 —m) in functions of a). Since the coefficient of quadric entries of 1y cannot be
bigger than that of n/f and n}f, simultaneously, this indicates that the strategy
choice only depends on the size of the opening mouth of parabolas n}} and np,
and consequently, is independent of the market environment, when integration strat-
egy is implemented without control. Comparing the opening mouth of parabolas ngf
and ngf , Figure 5 illustrates the profits of integration firm in different market envi-
ronments and the boundary conditions for an optimal integration strategy. Firstly,
implementation of integration strategy is appropriate for a specific firm. Either verti-
cal or horizontal strategy can bring more benefits for firms compared with strategy of
no integration. Secondly, if the distribution of control in subsidiaries is decentralized
after integration, neither raw material cost nor market potential demand can affect
the strategy choice. The optimal strategy only depends on market and ownership
structures. Thirdly, in case of substitute market, vertical integration obtains more
benefits, in most cases, and horizontal strategy performs best, only if shareholding of
integration firm to its subsidiary reaches approximately 100%. In the complementary
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market, horizontal strategy induces more benefits in case of strong complementary,
while vertical strategy can perform better in case of weak complementary.

In addition, we study the impacts of market environment wherein the integration
firm completely controls the subsidiary. When the integration strategy is implemented
with the concentration of control, Figure 6(a) and 6(b) shows the profits of the integra-
tion firm in different market environments. It is obvious that there is a U-shaped rela-
tionship between firm’s performance and market environment, provided that
ownership structure and control is separated in integration firm. Denoting the symmet-
ric axis of parabolas ngl, np,p,» and myp, as I'p,, I'p,p,» and I'yp,, respectively, we
can obtain that the I'p, = I'p,p, > 0 based on Table 2. Comparing the size of opening
mouth of the three parabolas and positions of their symmetric axis, Figure 6(c)-6(e)



ECONOMIC RESEARCH-EKONOMSKA ISTRAZIVANJA 2255

14 \
N /
\ 7
12 i 58 y
N /
1 \ /
\ N 2 /
. \ 7
084 N \ /
\ N L5 2
‘ N : /
0.6 N N /
\, N /
\ 1 v
0.4 N No Y%
: s
AN \\ P4 -
N ' 7 e
02 . St 05 - -
5 - o » - S i
o i = 0 ——. i
0 0.5 1 L5 2 2.5 2 3 4 5 6
[ oL
I— Nol ion — - — Horizontal — — Vertical | [—no ion —- — Horizontal — — Vertical |
(a) Profits of Integrated Firms and Cost (b) Profits of Integrated Firms and Demand

1 vee 1

eta 0.5

ca 0.5{¢
0 . . 0 . =
0.2 0.4 0.6 0.8 1 % 08..-2 1
lambda s
-0.54% ", -0.5

-1 T —] A
I Optimal Region for No Integration | I Optimal Region for Horizontal |
(c) Boundary for No Integration (d) Boundary for Horizontal Integration

1

eta 0.5

-0.5

I Optimal Region for Vertical | —— Indifference Curve

(e) Boundary for Vertical Integration (f) Indifference Curve for Integration Strategies

Figure 6. Impacts of market environment with control.
Source: own research.
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illustrates the boundary conditions for an optimal integration strategy. According to
Figure 6, first, the integration strategy is not always superior. When the market
approaches perfect substitute and integration firm has a minority stake in its subsidiary,
the integration strategy may induce a decrease in the firm’s value. Second, the strategies
of no integration and horizontal integration cannot be the best choice when the market
is complementary. Third, even in the substitute market, vertical integration strategy
performs best in a vast majority of cases. Moreover, the strategies of no integration and
horizontal integration perform better than that of vertical integration, only in case of
minority stakes. At last, the integration decision process is complex and the explicit
solution of indifference region for horizontal, vertical, and no integration cannot be
found from function njJ, 7p,p,, and myp,. Thus, to investigate the indifference region
for different strategies, numerical analysis is conducted and Figure 6(f) shows the indif-
ference curves for vertical, horizontal, and no integration.

Besides, in the complementary market, the vertical integration strategy performs
best, if the complementarity of market is lower. Moreover, when the market
approaches perfect complement, the performance of different strategies is uncertain.
For example, in the highly complementary market, if the integration firm only holds
a minority stake in its subsidiary, there are two threshold costs, ¢] < ¢, and the ver-
tical integration strategy performs best, if ¢ € [¢],¢;], and no integration strategy per-
forms best, if ¢ € (0,¢}) U (c5, o).

4.2. Impact of market structure

The equilibrium profits myp, (A, M), 7p,p,(A,M), and 7} (A1), with i€
{VF,HF, N} can be considered as the functions of two variables, ownership struc-
ture A and market structure 1. Since the explicit expression of A and 1 cannot be
derived from the function of equilibrium profits, a numerical analysis is conducted to
investigate how the ownership and market structure impact the strategy choice. To be
consistent with previous static analysis, we set o = 3 and ¢ = 1 without affecting the
main analytical results. According to numerical simulation, Figure 7 provides us with
the 3D images to explain how the strategic value of vertical and horizontal integra-
tions, namely the profits of such firms, is affected by ownership and mar-
ket structure.

In Figure 7, the blue and red surfaces represent profit of vertical and horizontal
integration firms, respectively. The grey surface represents the benchmark that the
profit of firm without integration. As shown in Figure 7, regardless of whether the
ownership and control are separated in the integration firm, vertical integration strat-
egy outperforms horizontal and no integration strategies, with a few exceptions. If the
integration strategy is implemented without control right, horizontal strategy per-
forms best, only if the market structure approaches perfect complement or the inte-
gration firm has nearly 100% shares of its subsidiary. This is because the market’s
complementarity and subsidiary’s equity portion that are acquired by integration firm
moderate the advantage creation of horizontal integration, positively. However, when
the integration firm is centralized, the space wherein horizontal performs best
includes complementary market and minority stakes (approximate 30% to 40%). In
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(a) Integrated Firms Without Control Right (b) Integrated Firms With Control Right

Figure 7. Profits of vertical and horizontal integrated firms.
Source: own research.
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case of majority stakes, the strategy of horizontal integration outperforms that of verti-
cal and no integration, only if the market is nearly perfect substitute. This conclusion
derived from Figure 7 is—to a certain extent—supported by Gupta and Gerchak
(2002). They argue that in a perfect substitute market, integrating with horizontal rivals
creates advantages, such as improving market power, which may be not possible with
its vertical firms (Gupta & Gerchak, 2002). Furthermore, to study the impacts of mar-
ket structure on strategic value, we extract the cross-section projection of A from the
3D images in Figure 7. The cross-section projection, which illustrates how the profits
of integrated firms change with market structure is shown as Figure 8.

Figure 8 shows the impacts of market structure on the value of different integra-
tion strategies. When the control right is maintained in the subsidiary after
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Figure 9. Profits of integrated firms in case of independent market.
Source: own research.

integration, the strategy of vertical integration outperforms that of horizontal and no
integration, except for a small interval of market structure [—1,8 — 1). However, the
impacts of market structure may become complex, when the control right is trans-
ferred to integrated firms. In this case, the optimal strategic choice depends on the
ownership structure, when the market is nearly a perfect complement, or substitute.
Besides, in most areas of market structure (—14 9,1 — ), the strategy of vertical
integration outperforms that of horizontal and no integration, except for a specific
complement interval (for example the approximate complement interval is
[—8.856, —0.732], if A = 0.4, as shown in Figure 8), wherein the horizontal strategy
performs best.

At last, the profits of integrated firms in an independent market (n = 0) is illus-
trated by Figure 9. Significantly, the vertical integration is always the optimal strategy
choice, when the market of final products is independent. It still worth noting that
the conclusions derived from Figures 5-9 are general. Although specific regions or
curves shown in coordinate plane may vary in detail, their shapes are the same
in principle.

5. Empirical analysis: evidence from China

According to the equilibrium analysis above, several hypotheses can be derived from
our framework. First, the integration firms may perform better compared with no
integration firms, in most cases. Second, the sensitivity of integration strategy to
firm’s performance tends to increase with the market substitutability. Third, the
impact of integration strategy on performance would be negatively moderated by a
separation of ownership and control. Fourth, this moderated effect of separation of
ownership and control would be weakened with the horizontal case in a complemen-
tary market, and with the vertical case in a substitute market. At last, there is a U-
shaped relationship between the performance of integration firms and market
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environment. In this section, we provide evidence from Chinese listed firms to sup-
port the hypotheses.

5.1. Data, sample, and variables

Our data were collected from the Wind database,! CSMAR database,> and feasibility
report of merger and acquisition proposed online.” In the initial sample, we include
all merger and acquisition deals first announced by acquirers in Chinese market,
between January 1, 2010 and December 31, 2018, where the acquiring firms were
publicly listed on the Chinese stock market. To obtain our final sample, following
‘Listed Company Professional Classification Directions’ issued by China Security
Regulatory Commission (CSRC), we discard financial firms since the specifics of their
financial resources compared with other industries (Derouiche et al., 2018). Besides,
drawing on Uysal (2011) and Flannery and Rangan (2006), we also exclude the utility
firms, such as QIAOYIN Co. Ltd., Interchina Water Treatment Co. Ltd., etc., and the
firms with insufficient information (Flannery & Rangan, 2006; Uysal, 2011). The final
sample consists of observations, covering 1764 firms, wherein approximately 23% of
our initial samples, over the period from 2010 to 2018.

Through manually collecting and collating data in a feasibility report of mergers
and acquisitions, first, we create two dummy variables: vertical integration (VER) and
horizontal integration (HOR). The variable (VER) takes the value of one, if either
acquiring and target firms belong to a same industry according to ‘Listed Company
Professional Classification Directions’ issued by CSRC, or the markets faced by
acquiring and target firms are highly relevant. And the value is zero otherwise. The
variable (HOR) takes the value of one, if the acquiring and target firms belong to dif-
ferent industries according to ‘Listed Company Professional Classification Directions’
issued by CSRC, or else the value is zero. Then, the NERI index of marketization of
China’s provinces (NNM) that the acquiring companies subordinate to, which is the
most popular instrument to measure market environment in the Chinese context is
used as a proxy for the market environment faced by integration firms (Fan et al.,
2011, 2019; Ma & Liu, 2016). Finally, in order to describe the market structures as
close as modeled by our framework, we propose two measures to act as proxies for
market structures: Market Substitutability (MS) and Market Complementarity (MC)
following Nevo (2001) and Palmatier et al. (2007), which we define as follows (Nevo,
2001; Palmatier et al., 2007).

1. Market substitutability (MS) is defined as the extent to which a close substitute
exists for a specific product. Consistent with prior studies, MS in this paper is
calculated as total sales of listed companies in the same industry divided by total
operating costs of listed companies in the same industry, where industry is given
by ‘Listed Company Professional Classification Directions’ issued by CSRC (Liu
et al., 2018). A larger value of MS indicates a higher degree of substitutability.

2. Market complementarity (MC), following Palmatier et al. (2007), is measured by
questionnaire survey through sojump.com (the largest online survey website in
China) and graduate students from Southwestern University of Finance and
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Economics in China (Palmatier et al., 2007). The respondents rated the firm-level
performance in terms of products and marketing which represent the comple-
mentarity of market. The response set for these items was in a 10-point scale
ranging from 1, lowest complementarity, to 10, highest complementarity. We col-
lect the data of MC through a self-administrated questionnaire, following the pro-
cedure adopted by Ray et al. (Ray et al., 2004). At last, we have received 402
useable survey responses, thereby producing a response rate of 67%.

According to Li et al. (2020), we estimate the level of firm’s control-ownership dis-
parity (COD) based on CSMAR, in which it identifies a single ultimate controlling
shareholder and consequently provides a measure of level of firm’s control ownership
disparity for each firm (Li et al., 2020). Consistent with most of previous studies, con-
trol is determined as by voting right while ownership refers to rights for cash flow
(Cumming et al,, 2019; Villalonga, 2019). If the shares of a firm are taken by owners
directly, control rights and ownership are equal. The diverging of control and owner-
ship only occurs in case of pyramid or cross-holding schemes. For example, imagine
a chain of ownership in which firm M (or a person) plays the role of ultimate owner
of firm T and owns 90% shares of firm S which in turn owns 25% of firm K which
in turn wholly owns firm T. The cash flow rights for firm M in firm T are calculated
as 0.9%0.25%1 =22.5%. If all ownership shares in this case carry equal voting rights,
the control rights of ultimate owner, firm M, in firm T is 25%. Therefore, in this
case, we can further compute control-ownership disparity (COD) for firm T as
25%-22.5%=2.5%.

Further, the conventional event studies are chosen to help us to estimate the per-
formance of integration firms from two aspects: short-term marketing performance
and long-term strategic performance for integration.

1. Short-term marketing performance is estimated by four-day cumulative abnormal
returns (CARs), after merger and acquisition announcement. According to previ-
ous studies, the four-day CARs is usually used to measure the consequence of
merger and acquisition (El-Khatib et al., 2015; Tao et al., 2019). In this study, for
each merger and acquisition announcement, first, we estimate the abnormal
returns of stocks for integration firms, i.e., acquirers during a four-day (0, + 3)
window, where the day 0 is the announcement date. The daily abnormal return
for integration firm i on day t (DAR;) can be estimated as follows:

DAR;; = Ry — (o + BiRmt) (37)

where R; is the return of integration firm i on day t and the R, is the corresponding
value-weighted market returns. The parameters o; and f3; is estimated by ordinary
least-square (OLS) model through the time window (—240, — 40). Then, four-day
(0, + 3) cumulative abnormal returns (CARs) can be derived from the daily abnormal
return by (38).



ECONOMIC RESEARCH-EKONOMSKA ISTRAZIVANJA @ 2261

3
CAR; = ) " DAR; (38)
=0
1. Long-term strategic performance for integration is measured by two-year lagged
industry adjusted Tobin’s q which is used to measure the long-term performance
by many scholars (Callahan et al., 2003; Esqueda et al,, 2019; Lin et al., 2018).
Specifically, we first compute the Tobin’s q as follow.

Tobin's q = (MV + PS+ DT)/TA (39)

where MV represents the market value of equity, PS represents preferred stock,
DT represents debt that equal to long-term debt plus short-term liabilities minus
short-term assets, and TA is the total assets. All these data can be found in the bal-
ance sheet at the end of second year after the merger and acquisition are announced.

The two-year lagged Tobin’s q is then adjusted for industry effects by subtracting
the average Tobin’s q for the industry.

In addition, a series of control variables are used in our study, in accordance with
most of the previous literatures pertaining to firm performances, in the Chinese con-
text (Brandt et al., 2017; Kuo et al., 2014). The firm size (SIZE) is a natural log of a
firm’s total assets. Firm growth is controlled by book-to-market value ratio (BM).
Leverage ratio (LEV) and free cash flow (FREECASH) are proxies for firm’s financial
risk. The integration strategy is controlled via two variables: merger and acquisition
deal size (RELSIZE) and the indicator of whether a target firm is public listed prior
to announcement date (PUBLIC). Besides, return on assets (ROA), which is defined
as a ratio of net profit to the lagged total asset is used as the benchmark of the firm’s
performance. Furthermore, a dummy variable (PROPERTY)—with the value of one, if
the integration firm is state-owned, otherwise zero—is also introduced as a control
variable. To reduce the effect of errors caused by outliers, we winsorize all the varia-
bles at 1% and 99% levels.

5.2. Empirical results

To empirically investigate the relation between firm’s performance and its integration
strategy, we conduct a multivariate regression analysis with the four-day CAR,
CAR(0,43), and two-year lagged industry adjusted Tobin’s q as the dependent varia-
bles respectively. Key independent variables include integration strategies (VER and
HOR), control-ownership disparity (COD), market structures (MS and MC), and mar-
ket environment (HNM). Table 3 represents the results of regression analysis, after
controlling for year fixed effects.

Table 3 reports the regression results of the influence of integration strategy on
firms’ short-term and long-term performance. The numbers reported out of the
brackets and in the brackets in Table 3 are the regression coefficient of regression
model with dependent variable of four-day CAR, CAR(0,+3), and two-year lagged
industry adjusted Tobin’s q respectively. According to the results, the first column,
model 1, reports the results of the impact of integration strategies on the firm’s per-
formance. Consistent with conclusions from the most previous literatures, we find
that the firms, which implemented integration strategy, are more likely to perform
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Table 3. Regression results of firm’s short-term (long-term) performance.

Full sample .
Integration sample
Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7
NHM 0.071%* 0.051* 0.066* 0.037 0.027 0.054 —0.107**
(0.084*%) (0.032*%) (0.051%%) (0.029%) (0.21%) (0.060**) (—0.099%)
VER 0.183%*%*  0.167***  0.173** 0.109%** 0.127** 0.109**
(0.161***)  (0.140%) (0.150*%) (0.134%%) (0.114%) (0.132%)
HOR 0.129%%* 0.095%** 0.110%** 0.066** 0.062** 0.084*
(0.081%) (0.066*) (0.072%) (0.012%) (0.102%) (0.093**)
MS 0.035%* 0.026**
(0.044%) (0.032*%)
MC 0.010%* 0.007*
(0.007**) (0.013*%)
VERXMS 0.022**
(0.010%)
HORXMS 0.017*
(0.011%)
VERxMC —0.037
(—0.014)
HORxMC 0.011
(0.008**)
coD —0.028*%*  —0.031**  —0.028*
(—0.017%)  (—0.017%)  (—0.019%%)
VERx COD —0.021* —0.018* —0.026*
(—0.024**) (—0.023%*)  (—0.014**)
HORxCOD —0.029%*  —0.038* —0.027**
(—0.014%)  (—0.029%*) (—0.019%)
VERx CODxMS 0.017*
(0.026**)
HORxCODxMS 0.009
(0.011)
VERXx CODxMC —0.026
(—0.035)
HORx CODXxMC 0.007**
(0.014%)
HNM? 0.129%*
(0.106*)
Control variables Yes Yes Yes Yes Yes Yes Yes
Obs. 1764 1764 1764 1764 1764 1764 406
Adj. R-squared 0.3028 0.3274 0.3169 0.3449 0.3601 0.3582 0.0977

(0.3119) (0.3283) (0.3198) (0.3691) (0.3789) (0.3621) (0.1014)

This table presents the results of ordinary least-square (OLS) regressions. The dependent variable is CAR. The t-values
are in the parentheses. All control variables are defined in Sec. 5.1.

¥, X ¥R gre significant at 10%, 5%, and 1%, respectively.

Source: own research.

better as the VER and HOR are positively and significantly associated with both CAR
and two-year logged industry adjusted Tobin’s q (Ogada et al, 2016; Zhang et al.,
2018). Nevertheless, the contribution of horizontal integration on firms’ long-term
strategic performance is not as significant as it in short-term aspect. Intuitively, it
illustrates that the diversification discount is more apparent over long periods.
Generally, the model 1 indicates that the integration firms may have better perform-
ance compared with no integration firms.

Model 2 and model 3 shown in Table 3 report the results of estimating the effect
of market structure on the integration strategy’s sensitivity. We use market substitut-
ability (MS) and market complementarity (MC) as proxies for market structure in
model 2 and 3 respectively, and find that the coefficient that measures the effect of
market substitutability on sensitivity of integration strategy is positive and significant
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at 10% level. Besides, from model 2 and model 3, the key points of note include:
First, the impact of both market substitutability and market complementarity on
firm’s performance are significantly positive no matter CAR or two-year lagged indus-
try adjusted Tobin’s q is chosen to proxy the firm’s performance. This may illustrate
that heterogeneous market promotes firms performance. Second, if we focus on
short-term performance, effect of market complementarity on integration-perform-
ance sensitivity is not significant. It shows the sensitivity of integration strategy to
firm’s performance tends to increase with the market substitutability, and cannot be
moderated by market complementarity. Comparing the coefficients of two interaction
terms in model 2, the interaction terms of model 3 is not feasible in short-term per-
formance, suggesting only a higher degree of market substitutability can bring more
benefits through the integration strategy and a higher degree of market complemen-
tarity may not contribute to the integration-performance sensitivity. However, we
find sensitivity of horizontal integration rather than vertical integration to firm’s per-
formance is significantly positive associated with market complementarity when con-
sidering firm’s long-term performance. This phenomenon illustrates that both
complementary market and substitute market may moderate the effect of integration
strategy on firm’s performance in long term. At last, although the interaction term of
vertical integration and market complementary in model 3 is not feasible, the nega-
tive coefficient still partly explained the phenomenon of diversification discount.
Model 4 examines the impact of control-ownership disparity on firm’s perform-
ance and the effect of control-ownership disparity on the sensitivity of integration
strategy. Consistent with most of previous studies, coefficient of COD is negative and
statistically significant in our regression model, indicating that control-ownership dis-
parity had a negative effect on the firm’s performance (Monsen et al, 1968).
Following previous literatures, this may probably be induced by critical agency prob-
lem (Shaikh et al., 2019; Wang & Chou, 2018). Besides, in terms of economic signifi-
cance, model 4 shows coefficients in circumstance of firm’s short-term performance
on interaction terms between integration strategy and firm’s performance, that are
—0.014 in vertical case and —0.020 in horizontal case, respectively. And those in cir-
cumstance of firm’s long-term performance on interaction terms between integration
strategy and firm’s performance, that are —0.010 in vertical case and —0.017 in hori-
zontal case, respectively. It proves that control-ownership disparity can moderate the
impact of integration strategy on performance negatively, regardless of whether the
integration strategy is vertical or horizontal and whether we use CAR or two-year
lagged industry adjusted Tobin’s q to measure the firm’s performance. However, this
moderate effect of control-ownership disparity is more effective in the horizontal cir-
cumstance compared with vertical one. Column 5 and 6, the models 5 and 6, investi-
gate the moderate effects of market structure based on model 4. It is clear that the
primary conclusion derived from our mathematical framework that the moderated
effect of control-ownership disparity would be weakened with horizontal integration
in a complementary market and vertical integration in a substitute market is sup-
ported by our empirical evidence. Finally, in model 7, we examine the impact of mar-
ket environment on the firm’s performance. In model 7, we use the NERI index of
marketization of China’s provinces (NHM) as the proxy of market environment and
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find that the coefficient of market environment is negative, while that of its square is
positive, in terms of economic significance. In general, model 7 illustrates the U-
shaped relationship between the market environment and firm’s performance and, in
a manner, not only supports the conclusions derived from our framework, but also
confirms the inference of literature from a specific perspective (Yuan et al., 2020).

5.3. Robutness test

For a robustness check, different event windows i.e., (0,+5), (0,4+9), are used for esti-
mating CAR firstly, and it finds that the sign of main independent variables and its
interaction terms remain unchanged and significant in all models shown in Table 3.
Then, robustness tests are conducted for variables of market environment. As the
Herfindahl-Hirschman Index (HHI) is generally considered as the best measurement
for external environment, which greatly affect firms’ performance, we use the HHI as
the proxy for market environment and observe the same results (Ni et al., 2017;
Owen et al., 2007). In addition, considering four-day CAR as the proxy for firm’s per-
formance, we also divide the samples into two groups based on the level of firm’s
control-ownership disparity, following Lee and Chun (Lee & Chun, 2014); these find-
ings are shown in Table 4. The results are unchanged and even stronger, compared
with the conclusions derived from Table 3.

Since DID (difference-in-difference) model can control the systematic differences
between treatment and control groups and isolate the changes in outcomes over time
between the samples that were or were not influenced by integration strategy, it is
powerful to avert endogenous problems that typically arises (Meyer, 1995; Mohsin
et al., 2021). As a result, in this study, DID approach is also employed in robustness

Table 4. Robustness check for different levels of control-ownership disparity.

Low level of disparity High level of disparity
Model 8 Model 9 Model 10 Model 11
NHM 0.049* 0.074** 0.040* 0.055%*
(1.92) (2.53) (1.84) (1.95)
VER 0.149%** 0.144%%* 0.166** 0.158*
(4.87) (7.32) (2.12) (1.90)
HOR 0.089%** 0.11 7% 0.095* 0.087**
(3.99) (3.79) (1.90) (2.11)
MS 0.041* 0.039%**
(1.81) (3.33)
MC 0.013* 0.015%*
(1.87) (1.76)
VERxMS 0.037 0.027**
(0.58) (2.28)
HORXMS 0.009* 0.021
(1.69) (1.05)
VERxMC —0.035 —0.024
(—0.59) (—0.44)
HORXxMC 0.007* 0.008***
(1.77) (6.06)
Control variables Yes Yes Yes Yes
Obs. 660 660 1104 1104
Adj. R-squared 0.3247 0.2973 0.3001 0.2612

*, KK KK gre significant at 10%, 5%, and 1%, respectively.
Source: own research.
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tests for both substitute and complementary market sample group considering two-
year lagged industry adjusted Tobin’s q as the proxy for firm’s performance at last.
After pairing samples that ever never announced merger and acquisition in our
sample periods based on principle of industry and firm’s size, 3096 observations are
finally obtained by us. The proposed DID model can be then defined as follow.

Ad Tobin's q=0p+ oy X Dumcop + o, X Dumygg + o3 X Dumcop

X Dumvygp + OLTX + €vER (40)

Ad Tobin's q = By + B, x Dumcop + B, x Dumpor + B3 X Dumcop
x Dumpor + B'X + €ror (41)

where Ad Tobin's q represents the two-year lagged industry adjusted Tobin’s q.
Dumcop is a dummy variable for control-ownership disparity. If the level of control-
ownership disparity is high, Dumcop = 1; otherwise, Dumcop = 0. Dumygr and
Dumpor are the dummy variables to represent whether the firm implement vertical
or horizontal integration respectively. X is the vector of control variables including
firm size (SIZE), firm growth (BM), leverage ratio (LEV), free cash flow (FREECASH),
merger and acquisition deal size (RELSIZE), target firm’s type (PUBLIC), return on
assets (ROA), and a dummy variable for firm’s property (PROPERTY). The o and B,
are the intercepts, and eypr and egor are the random term (or disturbance) of DID
model. Table 5 reports the results of robustness test through DID method. According
to Table 5, the main results derived from both mathematical framework and empirical
evidence of our study are verified by DID robustness tests that first integration strat-
egies generally improve firm’s performance. Then, consistent with results from Table 3,
the influence of integration strategies on firm’s performance is significantly negative
moderated by control-ownership disparity. At last, it also verifies that this moderated
effect for vertical integration is weakened in substitute market, while it for horizontal
integration is weakened in complementary market.

Table 5. Robustness check based on DID approach.

Substitute market Complementary market
Model 12 Model 13 Model 14 Model 15
Dumcop —0.060** —0.047* —0.051%* —0.064*
(—2.15) (—1.60) (—2.55) (—1.73)
DumVER 0.180%** 0.117%*
(3.61) (2.10)
Dumpyor 0.120%* 0.105**
(1.69) (1.97)
Dumcop X DumVER —0.031 —0.017**
(—0.67) (—2.13)
Dumcop X DumHOR —0.025* —0.011
(=1.70) (—0.82)
Control variables Yes Yes Yes Yes
Obs. 1935 1935 1161 1161
Adj. R-squared 0.2017 0.1980 0.2491 0.1631

*, Fk FEX are significant at 10%, 5%, and 1%, respectively.
Source: own research.
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6. Conclusions and Discussions

Integration strategies have become an inseparable part of firms’ development.
Although partial acquisition and control-ownership disparity is typically practiced,
most of the previous theoretical and empirical literatures pertaining to integration
strategies have ignored the ownership structure and control distribution in integra-
tion. In this study, by considering separation of ownership and control, a framework
is proposed to provide the optimal integration strategies for a firm and investigate
how market environment and market structure influence the optimal strategies.

Based on the equilibrium analysis of our framework, the main conclusions of our
study are inferred. Firstly, the profits distribution in supply chain is dependent on the
market structure. In addition, substitute market is more beneficial for upstream firms
than complementary market. Secondly, whether it is vertical or horizontal, integration
strategies are profitable for firms, except for some rare cases. Specifically, unintegrated
firms outperform integration firms, only if holding minority stakes in subsidiaries can
bring absolute control for subsidiaries. Thirdly, when the integration group is decen-
tralized, market structure is determinant for different integration strategies, while the
integration strategy depends more on ownership structure, when integration firms
can absolutely control its subsidiaries. In general, compared with horizontal integra-
tion, vertical integration performs better, in most cases. Horizontal integration over-
performs vertical integration in a market with high degree of complementarity.
Finally, we find a U-shaped relationship between the firm’s performance and market
environment, and argue that the market environment cannot affect the integration
strategy when the target firm cannot be controlled by acquirer after integration. In
addition, empirical analysis conducted by us provides Chinese evidence for the
impact of integration strategy on firms’ performance. This empirical evidence tests
hypothesis derived from our main conclusions and consequently validates the frame-
work proposed in this study, to a certain extent.

Our findings make important theoretical contributions to the literature. This study
is among the first to investigate the integration strategies, by considering the separ-
ation of ownership and control. Compared with the previous studies, the framework
proposed in this study is more comprehensive and can be considered as an extension
of existent mathematical models. This framework is not limited to strategies’ com-
parison and decision optimization for a specific integration firm; it can also be easily
extended to diverse complex circumstances. The results of our framework and the
empirical evidence derived from equilibrium analysis also contribute to the literature.
They support the previous studies, to a certain extent, and provide an alternative per-
spective to explain the strategy choice for integration. In addition, some useful impli-
cations can be derived from our study for integrated business groups and the market
regulatory authorities. We provide reference guides for integration groups on how to
choose the integration strategy and develop an internal ownership and control struc-
ture based on market environment and market structure to maximize its benefits.
Furthermore, our study is also relevant for market regulatory authorities as it sheds
light on protecting market competition and preventing monopolization by limiting
excessive expansion of business groups.
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One limitation of our study is that we assume a linear relationship between market
demand and the sales price of the final product. Although this assumption simplified the
model, it limits the generalizability of our results. In our future study, uncertainty of
market demand would be introduced in the framework to capture more real-world char-
acteristics. In addition, although the internal ownership structure of integration firms is
described in our framework. We omit the cost of equity acquisition. Considering the dif-
ferent costs in implementing vertical and horizontal integration strategy may provide us
with more interesting and meaningful conclusions. Further, the symmetric and complete
information between acquiring and target firms is assumed in our study. However, in
practice, the game between acquiring and target firms typically plays an important role
in the integration strategy. In our follow up studies, consequently, we may extend our
framework to capture the dynamic interactions between acquiring and target firms in
integration strategy. Finally, the evidence from Chinese listed firms is provided to exam-
ine the primary conclusions derived from our model. However, due to the limited data
availability, this examination may not support our framework and equilibrium analysis
directly. Although empirical evidence provided in Sec. 5 supports the important results
that are derived from our framework and equilibrium analysis, and can be seemed as
indirect validation for our framework, a future study is still warranted to provide more
direct empirical evidence.

Disclosure statement

The authors declare no conflict of interest.

Notes

1. https://www.wind.com.cn/en/edb.html
2.  https://www.gtarsc.com/
3.  http://www.cninfo.com.cn/new/index

Acknowledgments

We would like to thank the editors and referees for their detailed evaluation and constructive
suggestions, which significantly improved the manuscript.

Funding

This work was supported by the National Natural Science Foundation of China (NSFC) under
Grant number 71701166 and number 71401116; and the Humanities and Social Science Fund
of Ministry of Education of China under Grant number 21XJA790002.

References

Allen, J. W., & Phillips, G. M. (2000). Corporate equity ownership, strategic alliances, and
product market relationships. The Journal of Finance, 55(6), 2791-2815. https://doi.org/10.
1111/0022-1082.00307


https://www.wind.com.cn/en/edb.html
https://www.gtarsc.com/
http://www.cninfo.com.cn/new/index
https://doi.org/10.1111/0022-1082.00307
https://doi.org/10.1111/0022-1082.00307

2268 Y. YANG ET AL.

Atalay, E., Hortacsu, A., & Syverson, C. (2014). Vertical integration and input flows. American
Economic Review, 104(4), 1120-1148. https://doi.org/10.1257/aer.104.4.1120

Bensimhoun, M. (2016). Historical account and ultra-simple proofs of Descartes’s rule of signs,
De Gua, Fourier, and Budan’s rule. Mathematics, 1, 1-35.

Bhaskaran, S. R., & Ramachandran, K. (2011). Managing technology selection and develop-
ment risk in competitive environments. Production and Operations Management, 20(4),
541-555. https://doi.org/10.1111/j.1937-5956.2010.01165.x

Bonanno, G., & Vickers, J. (1988). Vertical separation. The Journal of Industrial Economics,
36(3), 257-265. https://doi.org/10.2307/2098466

Boom, A., & Buehler, S. (2020). Vertical structure and the risk of rent extraction in the electri-
city industry. Journal of Economics & Management Strategy, 29(1), 210-237. https://doi.org/
10.1111/jems.12327

Brandt, L., Van Biesebroeck, J., Wang, L. H., & Zhang, Y. F. (2017). WTO accession and per-
formance of Chinese manufacturing firms. American Economic Review, 107(9), 2784-2820.
https://doi.org/10.1257/aer.20121266

Calkins, S. (1983). The new merger guidelines and the Herfindahl-Hirschman Index.
California Law Review, 71(2), 402-429. https://doi.org/10.2307/3480160

Callahan, W. T., Millar, J. A., & Schulman, C. (2003). An analysis of the effect of management
participation in director selection on the long-term performance of the firm. Journal of
Corporate Finance, 9(2), 169-181. https://doi.org/10.1016/S0929-1199(02)00004-4

Chipty, T. (2001). Vertical integration, market foreclosure, and consumer welfare in the cable
television industry. American Economic Review, 91(3), 428-453. https://doi.org/10.1257/aer.
91.3.428

Claessens, S., Djankov, S., Fan, J. P. H, & Lang, L. H. P. (2002). Disentangling the incentive
and entrenchment effects of large shareholdings. The Journal of Finance, 57(6), 2741-2771.
https://doi.org/10.1111/1540-6261.00511

Colangelo, G. (1995). Vertical vs horizontal integration - preemptive merging. The Journal of
Industrial Economics, 43(3), 323-337. https://doi.org/10.2307/2950583

Crawford, G. S., Lee, R. S., Whinston, M. D., & Yurukoglu, A. (2018). The welfare effects of
vertical integration in multichannel television markets. Econometrica, 86(3), 891-954.
https://doi.org/10.3982/ECTA14031

Cumming, D., Meoli, M., & Vismara, S. (2019). Investors’ choices between cash and voting
rights: Evidence from dual-class equity crowdfunding. Research Policy, 48(8), 103740.
https://doi.org/10.1016/j.respol.2019.01.014

David, G., Rawley, E., & Polsky, D. (2013). Integration and task allocation: Evidence from
patient care. Journal of Economics ¢ Management Strategy, 22(3), 617-639. https://doi.org/
10.1111/jems.12023

Derouiche, I., Hassan, M., & Amdouni, S. (2018). Ownership structure and investment-cash
flow sensitivity. Journal of Management & Governance, 22(1), 31-54. https://doi.org/10.1007/
$10997-017-9380-x

Douven, R., Halbersma, R., Katona, K., & Shestalova, V. (2014). Multiperiod production and
ordering policies for a retailer-led supply chain through option contract. Journal of
Economics & Management Strategy, 23(2), 344-368. https://doi.org/10.1111/jems.12056

Droge, C., Vickery, S. K., & Jacobs, M. A. (2012). Does supply chain integration mediate the
relationships between product/process strategy and service performance? An empirical
study. International Journal of Production Economics, 137(2), 250-262. https://doi.org/10.
1016/j.ijpe.2012.02.005

El-Khatib, R., Fogel, K., & Jandik, T. (2015). CEO network centrality and merger performance.
Journal of Financial Economics, 116(2), 349-382. https://doi.org/10.1016/j.jfineco.2015.01.001

Esqueda, O. A., Ngo, T., & Susnjara, J. (2019). The effect of government contracts on corpor-
ate valuation. Journal of Banking ¢ Finance, 106, 305-322. https://doi.org/10.1016/j.jbankfin.
2019.07.003

Fama, E. F,, & Jensen, M. C. (1983). Separation of ownership and control. The Journal of Law
and Economics, 26(2), 301-325. https://doi.org/10.1086/467037


https://doi.org/10.1257/aer.104.4.1120
https://doi.org/10.1111/j.1937-5956.2010.01165.x
https://doi.org/10.2307/2098466
https://doi.org/10.1111/jems.12327
https://doi.org/10.1111/jems.12327
https://doi.org/10.1257/aer.20121266
https://doi.org/10.2307/3480160
https://doi.org/10.1016/S0929-1199(02)00004-4
https://doi.org/10.1257/aer.91.3.428
https://doi.org/10.1257/aer.91.3.428
https://doi.org/10.1111/1540-6261.00511
https://doi.org/10.2307/2950583
https://doi.org/10.3982/ECTA14031
https://doi.org/10.1016/j.respol.2019.01.014
https://doi.org/10.1111/jems.12023
https://doi.org/10.1111/jems.12023
https://doi.org/10.1007/s10997-017-9380-x
https://doi.org/10.1007/s10997-017-9380-x
https://doi.org/10.1111/jems.12056
https://doi.org/10.1016/j.ijpe.2012.02.005
https://doi.org/10.1016/j.ijpe.2012.02.005
https://doi.org/10.1016/j.jfineco.2015.01.001
https://doi.org/10.1016/j.jbankfin.2019.07.003
https://doi.org/10.1016/j.jbankfin.2019.07.003
https://doi.org/10.1086/467037

ECONOMIC RESEARCH-EKONOMSKA ISTRAZIVANJA . 2269

Fan, G., Ma, G., & Wang, X. (2019). Institution reform and economic growth of China: 40-
years progress toward marketization. Acta Oeconomica, 69(s1), 7-20. https://doi.org/10.1556/
032.2019.69.51.2

Fan, G, Wang, X., & Zhu, H. (2011). NERI index of marketization of china’s provinces.
Economic Science Press.

Fiocco, R. (2016). The strategic value of partial vertical integration. European Economic
Review, 89, 284-302. https://doi.org/10.1016/j.euroecorev.2016.07.006

Flannery, M. J., & Rangan, K. P. (2006). Partial adjustment toward target capital structures.
Journal of Financial Economics, 79(3), 469-506. https://doi.org/10.1016/j.jfineco.2005.03.004

Forbes, S. J., & Lederman, M. (2010). Does vertical integration affect firm performance?
Evidence from the airline industry. The RAND Journal of Economics, 41(4), 765-790.
https://doi.org/10.1111/j.1756-2171.2010.00120.x

Fudenberg, D., & Tirole, J. (1991). Perfect Bayesian equilibrium and sequential equilibrium.
Journal of Economic Theory, 53(2), 236-260. https://doi.org/10.1016/0022-0531(91)90155-W

Gilo, D., & Spiegel, Y. (2011). Partial vertical integration in telecommunication and media
markets in Israel. Israel Economic Review, 9(1), 29-51. https://ssrn.com/abstract=2191638

Gupta, D., & Gerchak, Y. (2002). Quantifying operational synergies in a merger/acquisition.
Management Science, 48(4), 517-533. https://doi.org/10.1287/mnsc.48.4.517.209

Hikkinen, L., Norrman, A., Hilmola, O.-P., & Ojala, L. (2004). Logistics integration in hori-
zontal mergers and acquisitions. The International Journal of Logistics Management, 15(1),
27-42. https://doi.org/10.1108/09574090410700211

Herger, N., & McCorriston, S. (2016). Horizontal, vertical, and conglomerate cross-border
acquisitions. IMF Economic Review, 64(2), 319-353. https://doi.org/10.1057/imfer.2015.42

Hortacsu, A., & Syverson, C. (2007). Cementing relationships: Vertical integration, foreclosure,
productivity, and prices. Journal of Political Economy, 115(2), 250-301. https://doi.org/10.
1086/514347

Huang, J. J. (2016). Resource decision making for vertical and horizontal integration problems
in an enterprise. Journal of the Operational Research Society, 67(11), 1363-1372. https://doi.
org/10.1057/jors.2016.24

Jensen, M. C., & Meckling, W. H. (1976). Theory of the firm: Managerial behavior, agency
costs and ownership structure. Journal of Financial Economics, 3(4), 305-360. https://doi.
org/10.1016/0304-405X(76)90026-X

Jeter, D. C., Thomas, R. S., & Wells, H. (2018). Democracy and dysfunction: Rural electric
cooperatives and the surprising persistence of the separation of ownership and control.
Alabama Law Review, 70(2), 363-454.

Jeuland, A. P., & Shugan, S. M. (1983). Managing channel profits. Marketing Science, 2(3),
239-272. https://doi.org/10.1287/mksc.2.3.239

Jiang, F. X., & Kim, K. A. (2015). Corporate governance in China: A modern perspective.
Journal of Corporate Finance, 32, 190-216. https://doi.org/10.1016/j.jcorpfin.2014.10.010

Kim, J. H., Wagman, L., & Wickelgren, A. L. (2019). The impact of access to consumer data
on the competitive effects of horizontal mergers and exclusive dealing. Journal of Economics
& Management Strategy, 28(3), 373-391. https://doi.org/10.1111/jems.12285

Kim, S. H., & An, Y. (2018). The effect of ownership-control disparity on the Chinese firm’s
real activity earnings management. Pacific Accounting Review, 30(4), 482-499. https://doi.
org/10.1108/PAR-01-2018-0003

Kuo, J.-M., Ning, L., & Song, X. (2014). The real and accrual-based earnings management
behaviors: Evidence from the split share structure reform in China. The International
Journal of Accounting, 49(1), 101-136. https://doi.org/10.1016/j.intacc.2014.01.001

Lee, S. W., & Chun, B. G. (2014). Control-ownership disparity and business performance: A
study of Korean firms. Asian Economic Journal, 28(4), 347-361. https://doi.org/10.1111/asej.
12040

Leuz, C., Nanda, D., & Wysocki, P. D. (2003). Earnings management and investor protection:
An international comparison. Journal of Financial Economics, 69(3), 505-527. https://doi.
org/10.1016/S0304-405X(03)00121-1


https://doi.org/10.1556/032.2019.69.s1.2
https://doi.org/10.1556/032.2019.69.s1.2
https://doi.org/10.1016/j.euroecorev.2016.07.006
https://doi.org/10.1016/j.jfineco.2005.03.004
https://doi.org/10.1111/j.1756-2171.2010.00120.x
https://doi.org/10.1016/0022-0531(91)90155-W
https://ssrn.com/abstract=2191638
https://doi.org/10.1287/mnsc.48.4.517.209
https://doi.org/10.1108/09574090410700211
https://doi.org/10.1057/imfer.2015.42
https://doi.org/10.1086/514347
https://doi.org/10.1086/514347
https://doi.org/10.1057/jors.2016.24
https://doi.org/10.1057/jors.2016.24
https://doi.org/10.1016/0304-405X(76)90026-X
https://doi.org/10.1016/0304-405X(76)90026-X
https://doi.org/10.1287/mksc.2.3.239
https://doi.org/10.1016/j.jcorpfin.2014.10.010
https://doi.org/10.1111/jems.12285
https://doi.org/10.1108/PAR-01-2018-0003
https://doi.org/10.1108/PAR-01-2018-0003
https://doi.org/10.1016/j.intacc.2014.01.001
https://doi.org/10.1111/asej.12040
https://doi.org/10.1111/asej.12040
https://doi.org/10.1016/S0304-405X(03)00121-1
https://doi.org/10.1016/S0304-405X(03)00121-1

2270 Y. YANG ET AL.

Li, H. Y, Lu, Y., & Tao, Z. G. (2017). Vertical integration and firm productivity. Journal of
Economics & Management Strategy, 26(2), 403-428. https://doi.org/10.1111/jems.12191

Li, S. Y., Fu, H., Wen, J., & Chang, C. P. (2020). Separation of ownership and control for
Chinese listed firms: Effect on the cost of debt and the moderating role of bank competi-
tion. Journal of Asian Economics, 67, 101179. https://doi.org/10.1016/j.asieco.2020.101179

Lin, P, Zhang, T. L., & Zhou, W. (2020). Vertical integration and disruptive cross-market
R&D. Journal of Economics & Management Strategy, 29(1), 51-73. https://doi.org/10.1111/
jems.12328

Lin, X. J., Wang, C., Wang, N., & Yang, J. Q. (2018). Investment, Tobin’s g, and interest rates.
Journal of Financial Economics, 130(3), 620-640. https://doi.org/10.1016/j.jfineco.2017.05.013

Liu, L., Qu, W., & Haman, J. (2018). Product market competition, state-ownership, corporate
governance and firm performance. Asian Review of Accounting, 26(1), 62-83. https://doi.
org/10.1108/ARA-05-2017-0080

Liu, Q. G., Luo, T. P., & Tian, G. G. (2015). Family control and corporate cash holdings:
Evidence from China. Journal of Corporate Finance, 31, 220-245. https://doi.org/10.1016/].
jeorpfin.2015.02.007

Ma, J., & Liu, S. (2016). Inbound tourism and the marketization of China’s institutions.
Nankai Business Review International, 7(4), 542-554. https://doi.org/10.1108/NBRI-08-2016-
0029

Maximiano, S., Sloof, R., & Sonnemans, J. (2013). Gift exchange and the separation of owner-
ship and control. Games and Economic Behavior, 77(1), 41-60. https://doi.org/10.1016/j.geb.
2012.07.004

McGuire, T. W., & Staelin, R. (1983). An industry equilibrium analysis of downstream vertical
integration. Marketing Science, 2(2), 161-191. https://doi.org/10.1287/mksc.2.2.161

Melkman, A. A. (1974). The Budan-Fourier theorem for splines. Israel Journal of Mathematics,
19(3), 256-263. https://doi.org/10.1007/BF02757722

Meyer, B. D. (1995). Natural and quasi-experiments in economics. Journal of Business &
Economic Statistics, 13(2), 151-161. https://doi.org/10.2307/1392369

Milliou, C., & Petrakis, E. (2019). Vertical integration and knowledge disclosure. Economics
Letters, 177, 9-13. https://doi.org/10.1016/j.econlet.2019.01.017

Mohsin, M., Hanif, 1., Taghizadeh-Hesary, F., Abbas, Q., & Igbal, W. (2021). Nexus between
energy efficiency and electricity reforms: A DEA-Based way forward for clean power devel-
opment. Energy Policy, 149, 112052. https://doi.org/10.1016/j.enpol.2020.112052

Monsen, R. J., Chiu, J. S., & Cooley, D. E. (1968). The effect of separation of ownership and
control on the performance of the large firm*. The Quarterly Journal of Economics, 82(3),
435-451. https://doi.org/10.2307/1879516

Moresi, S., & Schwartz, M. (2017). Strategic incentives when supplying to rivals with an appli-
cation to vertical firm structure. International Journal of Industrial Organization, 51,
137-161. https://doi.org/10.1016/j.ijindorg.2016.12.005

Nash, J. (1951). Non-cooperative games. The Annals of Mathematics, 54(2), 286-295. https://
doi.org/10.2307/1969529

Nevo, A. (2001). Measuring market power in the ready-to-eat cereal industry. Econometrica,
69(2), 307-342. https://doi.org/10.1111/1468-0262.00194

Ni, H., Paul, J. A., & Bagchi, A. (2017). Effect of Certificate of Need Law on the intensity of
competition: The market for emergency care. Socio-Economic Planning Sciences, 60, 34-48.
https://doi.org/10.1016/j.seps.2017.02.002

Nickell, S. J. (1996). Competition and corporate performance. Journal of Political Economy,
104(4), 724-746. https://doi.org/10.1086/262040

Ogada, A., Njuguna, A., & Achoki, G. (2016). Effect of synergy on financial performance of
merged financial institutions in Kenya. International Journal of Economics and Finance,
8(9), 199. https://doi.org/10.5539/ijef.v8n9p199

Owen, P. D,, Ryan, M., & Weatherston, C. R. (2007). Measuring competitive balance in profes-
sional team sports using the Herfindahl-Hirschman index. Review of Industrial
Organization, 31(4), 289-302. https://doi.org/10.1007/s11151-008-9157-0


https://doi.org/10.1111/jems.12191
https://doi.org/10.1016/j.asieco.2020.101179
https://doi.org/10.1111/jems.12328
https://doi.org/10.1111/jems.12328
https://doi.org/10.1016/j.jfineco.2017.05.013
https://doi.org/10.1108/ARA-05-2017-0080
https://doi.org/10.1108/ARA-05-2017-0080
https://doi.org/10.1016/j.jcorpfin.2015.02.007
https://doi.org/10.1016/j.jcorpfin.2015.02.007
https://doi.org/10.1108/NBRI-08-2016-0029
https://doi.org/10.1108/NBRI-08-2016-0029
https://doi.org/10.1016/j.geb.2012.07.004
https://doi.org/10.1016/j.geb.2012.07.004
https://doi.org/10.1287/mksc.2.2.161
https://doi.org/10.1007/BF02757722
https://doi.org/10.2307/1392369
https://doi.org/10.1016/j.econlet.2019.01.017
https://doi.org/10.1016/j.enpol.2020.112052
https://doi.org/10.2307/1879516
https://doi.org/10.1016/j.ijindorg.2016.12.005
https://doi.org/10.2307/1969529
https://doi.org/10.2307/1969529
https://doi.org/10.1111/1468-0262.00194
https://doi.org/10.1016/j.seps.2017.02.002
https://doi.org/10.1086/262040
https://doi.org/10.5539/ijef.v8n9p199
https://doi.org/10.1007/s11151-008-9157-0

ECONOMIC RESEARCH-EKONOMSKA ISTRAZIVANJA ‘ 2271

Palmatier, R. W., Miao, C. F.,, & Fang, E. (2007). Sales channel integration after mergers and
acquisitions: A methodological approach for avoiding common pitfalls. Industrial Marketing
Management, 36(5), 589-603. https://doi.org/10.1016/j.indmarman.2006.03.001

Perez-Saiz, H. (2015). Building new plants or entering by acquisition? Firm heterogeneity and
entry barriers in the US cement industry. The RAND Journal of Economics, 46(3), 625-649.
https://doi.org/10.1111/1756-2171.12100

Porta, L. R., Lopez-De-Silanes, F., & Shleifer, A. (1999). Corporate ownership around the
world. The Journal of Finance, 54(2), 471-517. https://doi.org/10.1111/0022-1082.00115

Ray, G., Barney, J. B., & Muhanna, W. A. (2004). Capabilities, business processes, and com-
petitive advantage: Choosing the dependent variable in empirical tests of the resource-based
view. Strategic Management Journal, 25(1), 23-37. https://doi.org/10.1002/smj.366

Robson, A. J. (1990). Stackelberg and marshall. American Economic Review, 80(1), 69-82.

Saeedi, H., Wiegmans, B., Behdani, B., & Zuidwijk, R. (2017). Analyzing competition in inter-
modal freight transport networks: The market implication of business consolidation strat-
egies. Research in Transportation Business ¢ Management, 23, 12-20. https://doi.org/10.
1016/j.rtbm.2017.02.009

Schifer, A., & Steger, T. (2014). Journey into the unknown? Economic consequences of factor
market integration under increasing returns to scale. Review of International Economics,
22(4), 783-807. https://doi.org/10.1111/roie.12128

Shaikh, R., Fei, G., Shaique, M., & Nazir, M. R. (2019). Control-enhancing mechanisms and
earnings management: Empirical evidence from Pakistan. Journal of Risk and Financial
Management, 12(3), 130. https://doi.org/10.3390/jrfm12030130

Sim, J., El Ouardighi, F., & Kim, B. (2019). Economic and environmental impacts of vertical
and horizontal competition and integration. Naval Research Logistics (NRL), 66(2), 133-153.
https://doi.org/10.1002/nav.21832

Sorensen, D. E. (2000). Characteristics of merging firms. Journal of Economics and Business,
52(5), 423-433. https://doi.org/10.1016/S0148-6195(00)00028-X

Spoor, J. R,, & Chu, M. T. (2018). The role of social identity and communities of practice in
mergers and acquisitions. Group & Organization Management, 43(4), 623-647. https://doi.
0rg/10.1177/1059601117703266

Tao, Q. Z,, Li, H. Y., Wu, Q., Zhang, T., & Zhu, Y. J. (2019). The dark side of board network
centrality: Evidence from merger performance. Journal of Business Research, 104, 215-232.
https://doi.org/10.1016/j.jbusres.2019.07.019

Tyagi, R. K. (1999). On the relationship between product substitutability and tacit collusion.
Managerial and Decision Economics, 20(6), 293-298. https://doi.org/10.1002/(SICI)1099-
1468(199909)20:6<293::AID-MDE941>3.0.CO;2-T

Uysal, V. B. (2011). Deviation from the target capital structure and acquisition choices. Journal
of Financial Economics, 102(3), 602-620. https://doi.org/10.1016/j.jfineco.2010.11.007

Vallespir, B., & Kleinhans, S. (2001). Positioning a company in enterprise collaborations:
Vertical integration and make-or-buy decisions. Production Planning & Control, 12(5),
478-487. https://doi.org/10.1080/09537280110042701

Villalonga, B. (2019). Demsetz and Villalonga (2001) on ownership structure and corporate
performance: Looking back and looking forward. Journal of Corporate Finance, 58, 64-67.
https://doi.org/10.1016/j.jcorpfin.2019.04.005

Wang, Y. C., & Chou, R. K. (2018). The impact of share pledging regulations on stock trading
and firm valuation. Journal of Banking ¢ Finance, 89, 1-13. https://doi.org/10.1016/j.jbank-
fin.2018.01.016

Werle, N. (2019). Prosecuting corporate crime when firms are too big to jail: Investigation,
deterrence, and judicial review. Yale Law Journal, 128(5), 1366-1438.

Xing, Y., Liu, Y., Tarba, S., & Cooper, S. C. L. (2017). Servitization in mergers and acquisi-
tions: Manufacturing firms venturing from emerging markets into advanced economies.
International Journal of Production Economics, 192, 9-18. https://doi.org/10.1016/j.ijpe.2016.
12.010


https://doi.org/10.1016/j.indmarman.2006.03.001
https://doi.org/10.1111/1756-2171.12100
https://doi.org/10.1111/0022-1082.00115
https://doi.org/10.1002/smj.366
https://doi.org/10.1016/j.rtbm.2017.02.009
https://doi.org/10.1016/j.rtbm.2017.02.009
https://doi.org/10.1111/roie.12128
https://doi.org/10.3390/jrfm12030130
https://doi.org/10.1002/nav.21832
https://doi.org/10.1016/S0148-6195(00)00028-X
https://doi.org/10.1177/1059601117703266
https://doi.org/10.1177/1059601117703266
https://doi.org/10.1016/j.jbusres.2019.07.019
https://doi.org/10.1002/(SICI)1099-1468(199909)20:6293::AID-MDE9413.0.CO;2-T
https://doi.org/10.1002/(SICI)1099-1468(199909)20:6293::AID-MDE9413.0.CO;2-T
https://doi.org/10.1016/j.jfineco.2010.11.007
https://doi.org/10.1080/09537280110042701
https://doi.org/10.1016/j.jcorpfin.2019.04.005
https://doi.org/10.1016/j.jbankfin.2018.01.016
https://doi.org/10.1016/j.jbankfin.2018.01.016
https://doi.org/10.1016/j.ijpe.2016.12.010
https://doi.org/10.1016/j.ijpe.2016.12.010

2272 Y. YANG ET AL.

Yang, Y., Gu, J., & Zhou, Z. F. (2015). Complexity study of the credit risk of a business group.
Discrete Dynamics in Nature and Society, 2015, 1-8. https://doi.org/10.1155/2015/527854

Yuan, Z. N., Chen, F. Y., Yan, X. M,, & Yu, Y. G. (2020). Operational implications of yield
uncertainty in mergers and acquisitions. International Journal of Production Economics, 219,
248-258. https://doi.org/10.1016/j.ijpe.2019.06.007

Zhang, M., Lettice, F., Chan, H. K., & Nguyen, H. T. (2018). Supplier integration and firm
performance: The moderating effects of internal integration and trust. Production Planning
& Control, 29(10), 802-813. https://doi.org/10.1080/09537287.2018.1474394


https://doi.org/10.1155/2015/527854
https://doi.org/10.1016/j.ijpe.2019.06.007
https://doi.org/10.1080/09537287.2018.1474394

	Abstract
	Introduction
	The model
	Equilibrium analysis of integration strategy
	Integration without control
	Integration with control

	Impacts of market environment and structure
	Impact of market environment
	Impact of market structure

	Empirical analysis: evidence from China
	Data, sample, and variables
	Empirical results
	Robutness test

	Conclusions and Discussions
	Disclosure statement
	Acknowledgments
	Funding
	References


