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Why manufacturers can be motivated to use forward integration (or vertical ownership) as a business strategy to reach foreign markets?

to align the interest of the target and the acquirer in a same goal, to reduce transaction costs and double marginalization (IO theory) to acquire intangible inputs (see Atalay & Syverson, 2014) Distributors may be better informed than producers about the state of demand

Objective

We study theoretically and empirically the impact of acquiring equity shares in intermediaries on export performance of manufacturers entry/exit decision (export markets)

Level of export sales by taking account strategic behaviors of the intermediaries.

The food industry is well suited for evaluating the effects of vertical ownership on export performance at the firm level a large number of heterogeneous agri-food manufacturers selling differentiated products (monopolistic competition) Importance of intermediaries in the flows of food products Wholesalers in the French food industry: 30% of purchases of agri-food products and 35 % of sales of agri-food sectors.

Importance of forward integration in the food industry (see the next table )   Our contributions (trade theory) Contrary to the trade literature, we consider that intermediaries operate under imperfect competition, act strategically and may be independent, partially owned or fully controlled by manufacturers. a problem of double marginalization occurs because firms along each side of the vertical chain have market power and set a price above marginal cost (vertical externality)

Our contributions (IO theory)

Contrary to industrial organization theory, we consider heterogeneous firms producing in monopolistic competition as well as fixed and variable trade costs in a general equilibrium model.

Our model generates not only vertical externalities between the producer and its retailers but also horizontal externalities between the different firms producing a differentiated product. 

Consumers

Our contribution (empirical results)

(1) Probability of acquiring an intermediary increases with the size and the productivity of firms.

(2) Existence of "intermediary premium" : The probability of exporting and export sales are higher for firm owning its intermediary.

(3) Manufacturers that own an intermediary are more likely to serve countries with small potential market than firms without participation in intermediaries.

(4) By controlling an intermediary, large firms enjoy higher foreign demands and hurt small firms that loose market shares or exit from foreign markets.

I/ A multi-country general equilibrium model with trade and two vertically related industries

A continuum of Consumers with CES preferences (mass L) Heterogeneous manufacturers (mass M) producing a differentiated product under monopolistic competition Intermediaries operating under imperfect competition Manufacturers and intermediaries are linked Intermediaries distribute the differentiated products in the domestic and foreign markets (⇒ double marginalization )

Financial arrangements (vertical ownership), involving the acquisition of assets or an ownership share of profit , or both.

Benchmark case:

Each intermediary distributes a single variety whereas each manufacturer supplies its product to a single intermediary.

Extensions:

-Multi-product retailers/wholesalers with local monopoly power -Forward and backward integration -Vertical restrictions with bargaining -The purpose of vertical ownership can be also related to transfer intangible inputs within firms (acquiring information on foreign market).

Sequence of Events:

1. Manufacturers and intermediaries decide to enter/exit or not. 3. Each manufacturer announces the wholesale price, z ij knowing the price determined by the intermediary 4. The intermediaries take the wholesale price as given and maximizes its profits by choosing price p ij

Upstream suppliers may offer to buy a fraction

Preference and demand

Consumers with CES preferences (a love for variety) each firm producing a variety v in country i faces a demand in country j for its variety v:

1 1 ( ) ( ) ( ) ij ij j j ij p q E P p ε ε ν ν ν - - =
where ( ) ij p ν is the price, ( ) ij q ν is the quantity, 1 ε > is the elasticity of substitution (constant), j E is the share of income of households for the differentiated good, and

1 1 1 ( ) d j j kj P p ε ε ν ν Ω - -   =       ∫ (the price index)
Some remarks on demand

1 1 ( ) ( ) ( ) ij ij j j ij p q E P p ε ε ν ν ν - - = with 1/(1 ) 1 ( ) d j j kj P p ε ε ν ν - - Ω   =       ∫ the sum of demand in country j: ( ) ( )d j ij ij j p q E ν ν ν Ω = ∫ If prices are identical ij j p p =
regardless of the country of origin and there are j N varieties, then ( )
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If prices differ among manufacturers (because of heterogeneity in productivity), then
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Technology, profits and prices

Intermediary distributing variety v located in country i:

(1 ) ( ) ( ) i ij ij ij i i i j j i f p z q w b θ π θ   = - - - +   ∑
Manufacturer distributing variety v located in country i:

[( ) ] ( ) i i ij ij ij ij ij i j j ij i ij i w z q p q f z w b θ θ τ ϕ   Π = - + - - -     ∑ ∑
Equilibrium prices:

1 ij ij p z ε ε * = - with 1 ij ij i i w z ϕ θ τ ε ε * = -+

Remarks: Similar conclusions with

Multiproduct intermediary with local monopoly power:

1 ij ij p z ε ε * = - with (1 ) 
( 1)(1 )

i ij i i j j j w z s s ε ε ϕ θ τ * - = - - + where 0 j ij s z * ∂ < ∂
with s j the market share of the intermediary located in country j Bargaining with a two-part tariff

1 ij ij p z ε ε * = - with i ij ij w z τ ϕ * = and * * 1 1 ij ij i i i i ij j z q w f ε ξ θ θ   - = -     - -   Φ
∑ with ξ the manufacturer's bargaining power and Φ i the franchise fee where

/ 0 i i θ ∂ ∂ < Φ . Equilibrium vertical ownership ( ) i v θ
By increasing its equity share in its intermediary, the manufacturer raises the consolidated operating profits

The positive impact of i θ increases with labor productivity of manufacturer (ϕ ) and decreases with trade costs ( ij τ ).

A rise in i θ induces a higher cost of acquisition ( ) i i b θ and a higher fraction of distribution costs to be incurred by the manufacturer( ij f ) .

Proposition 1. The probability of acquiring equity in an intermediary by a manufacturer increases with its productivity and trade liberalization.

Proposition 2. The probability of exporting and export sales are higher for a firm with a participation in its intermediary.

Entry (case where * {0,1} i θ =

)

Each firm has to pay a sunk entry cost equal to e f units of labor.

but manufacturers do not know a priori their productivity ϕ and intermediaries do not know a priori their supplier (and thus the productivity of the firm producing the product to be traded).

A manufacturer enters the market iff expected profit is higher than 

∑ ∫ ∫

AND manufacturers have to take into account that intermediary can serve profitably the foreign market if and only if

* * * 0 0 0 ( , ) ( , ) ( , ) ( ) 0 0, i ij ij ij i j ij p z q w f ϕ ϕ ϕ ϕ π   = - - ≥  
Proposition 3. A higher share of firms with equity shares ( i ϕ decreases) reduces the probability of exporting of firms with no participation (small firms).
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Figure

  Figure 1: M interdependent successive monopolies

  

Data

Financial links : Amadeus 2008 and 2012 national and foreign acquisitions (by industry 4-digit industry) whether the firm is acquired by other firms. We can identify 5 types of activity: (i) upstream activities (producers of agricultural goods processed by food industry), (ii) horizontal activities (other food manufacturers), (iii) intermediary activities, (iv) transport activities and (v) service activities.

Summary Impact of acquiring equity shares in intermediaries on exports?

A general equilibrium model of trade with vertically linked industries where the decisions to export and to own its intermediary are endogenous Forward acquisition enables manufacturers to manage the double marginalization problem and/or to enjoy lower costs to foreign market access

French data at the Agri-food firm level (2008 & 2012) The probability of exporting and export sales are higher for a firm with a participation in intermediaries.

Vertical ownership creates a market externality due to a reallocation of market shares from small firms to large firms forcing some low-productivity firms to exit from foreign markets.