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Overseas Market Demand and International Vertical Merger:
From the Perspective of Low-end Downstream Firms

Li Jie Li Jieyu and Huang Xianhai
(Zhejiang University; Sun Yat-Sen University)

Abstract:This paper develops an extended low-end-to-high-end-distributed Hotelling Model to explore the constraints

timing and determinants under which Chinese low-end downstream firms engage in international vertical merger. We show
that international vertical merger generates the dual effects of market share expansion and product position improvement.
The overseas market demand plays a key role in the low-end downstream firms’ optimal choice over market expansion
strategies. As compared to exports or first merging domestic upstream firms then exports international vertical merger is not
an optimal choice under normal market demand conditions. However when there comes a negative demand shock a
substantially large increase in the production cost of the overseas upstream firms together with a decline in the brand value
of the foreign downstream rival firms brings about a chance for international vertical merger and it is optimal for the
domestic low-end downstream firms to merge with the overseas high-end upstream firm then. Moreover if the international
vertical merger can sufficiently improve the brand value of the merged entity the social welfare of the host country where
the merger target belongs to will also be improved.

Key Words:International Vertical Merger; Technology Intensity; Negative Demand Shock
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