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Determinants of Vertical Integration in China Industry An Empirical Study

from Financial Development and Incomplete Contract
LYU Chao-feng', ZHU Dan-dan’

(1. School of Economics of Southwestern University of Finance and Economics, Sichuan Chengdu 611130, China;

2. Institute of World Economics and Politics, CASS Beijing 100732, China)

Abstract: There are a lot of literatures which discusses determinants of vertical integration to optimize the
structures of production in one country. This paper develops a vertical integration model with incomplete contract
and financial development to investigate the effect of financial development on vertical integration. The model
suggests that in the incomplete contract economy, financial development would raise the level of vertical
integration, and contract intensity increased would enlarge the positive effect of financial development on vertical
integration. Using data across province and industry of China, we find important evidences which support this
conclusion, which is robust after controlling variables such as natural, human capital resource endowment and scale
etc. and controlling the endogeneity of financial development. This finds would not only enrich the research about
the relationship between financial development and vertical integration, but also provide a new view to understand
the transmission of industrial production structure in China

Key Words: vertical integration; financial development; incomplete contract
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