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1 Introduction

As Ronald Coase wrote in 1937, expecting the future wants of consumers and producing

accordingly before the demand is realized is a fundamental problem that �rms face. They

often need to make decisions on the quantity and price of their production before they know

the market demand. This gap between production decisions and the realization of demand

a�ects, among other things, �rms' choice of boundaries, i.e. whether to supply required

intermediate goods from integrated producers (vertical integration) or in arm's length (out-

sourcing),1 because the two choices have tradeo�s in dealing with the uncertainty. This

paper investigates the e�ect of demand uncertainty on �rms' choice of vertical integration

versus outsourcing in an open economy.

The tradeo�s between outsourcing and vertical integration under demand uncertainties2

are as follows. On the one hand, outsourcing requires smaller initial sunk costs and allows

easier entry and exit of the market. Real option literature �nds that uncertainties make �rms

more cautious about investment (Guiso and Parigi, 1999; Bloom et al., 2007). Outsourc-

ing, therefore, is attractive under uncertainty, especially when investment is irreversible and

intermediate goods are customized. On the other hand, vertical integration o�ers a secure

supply of intermediate goods even when the demand of the �nal goods or the supply of the

intermediate goods undergo shocks. A better management ability, such as e�ective com-

munication systems or inventory management, helps �rms to securely supply intermediate

goods. Transaction cost economics (TCE), therefore, claims that vertical integration fares

better than arm's length transactions under uncertainty.

In the data, the claim of TCE holds only in the durable industries. Figure 1 plots

the level of vertical integration measured by the share of US intra�rm imports3 and the

1 It is important to de�ne the two organizational forms to understand their tradeo�s. I follow the general de�nitions
of industrial organization literature: vertical integration means `the uni�cation of control rights' (Gibbons, 2005,
p.203) when a downstream party owns an upstream party. Outsourcing means when an upstream party supplies
intermediate goods under contract without the ownership or the control of downstream party on the upstream.

2My use of demand uncertainty is close to the context of microeconomic uncertainty, resulting from changes in
preference, for example. See Bloom et al. (2012) for recent discussions on the concepts and de�nitions of uncertainty.

3 I use the related-party transactions data from US Census Bureau as proxy of intra�rm trade. A transaction is
de�ned to be between `related-party' if one party has more than 6% (10%) of ownership of the other party in case of
imports (exports).
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Figure 1: The share of intra�rm import transactions and demand uncertainty by durability

Notes: Intra�rm imports share is the share of related party imports out of


















