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Summary: Faced with the latest technology revolution and increasingly fierce macro competition, the Report to
the 20" National Congress of the Communist Party of China points out that “We must regard innovation as our
primary driver of growth”. Given that market competition helps improve economic efficiency through the
selection and resource allocation channels, it is of great significance to build a unified, open, and orderly
market system to realize innovation-driven growth. In order to prick administrative and market monopolies and
promote the implementation of fair competition policies, China enacted the Anti-Monopoly Law in 2008 and
issued the Opinion on Strengthening Anti-Monopoly and Deepening the Implementation of Fair Competition
Policies in 2021, showing a strong determination to shape a fair competition market environment. Existing
literature on the nexus between market competition and corporate innovation has provided many useful
references, but little attention is paid to the innovation “spillover” effect of market competition. In particular,
there is scant evidence on the innovation performance of upstream and downstream industries through vertical
industry chains. Therefore, in-depth exploration of how market competition affects corporate innovation through
industrial chain networks not only helps understand the practical significance of shaping a fair competition
market environment, but provides useful reference for building a country of innovators.

From the view of vertical industrial chain, this paper examines how downstream competition affects upstream
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firms’ innovation output. In theory, given that innovation helps reduce the cost of each product, increasing

demand for intermediate products caused by downstream competition increases the marginal revenue of upstream
firms’ innovation, thus incentivizing innovation. To verify the above theoretical inference, we constructed a
simplified framework combining the input-output network structure and the Cournot game model to capture the
internal logic of downstream competition motivating upstream firms to innovate. Further, we utilized China’s
accession to the WTO in 2001 as a quasi-natural experiment to identify causality. Specifically, we calculated
downstream competition based on import tariff reduction and input-output table, and then ran a difference-in-
differences regression. Using the Annual Survey of Industrial Enterprises and the database provided by the State
Intellectual Property Office, we found that downstream competition has a significantly positive impact on upstream
firms’ innovation, and this effect is more pronounced in firms with less industry competition, greater initial innovation
capacity and weaker financial constraints. Moreover, the number of firms, the degree of industry competition and the
scale of intermediate products in the downstream sector increase, consistent with the market size channel.

Our study contributes to the existing literature in three aspects. First, from the perspective of vertical
industrial chain, we systematically investigated how downstream competition affected upstream enterprises’
innovation. Previous studies have examined the impacts of competition on corporate innovation within the
industry, while neglecting the competitive transmission effect through vertical industrial chain. At the same time,
numerous recent studies have emphasized that policy shocks can affect the macro economy through the input-
output network structure, but few have examined the innovation “spillover” effect of market competition between
upstream and downstream sectors. To fill this gap, we linked the two aforementioned literature and confirmed that
downstream competition motivates upstream enterprises to innovate through the market scale effect.

Second, we provide new evidence for the growth effect of trade liberalization. Existing literature have
explored the significant impacts of trade liberalization and upstream monopolies on downstream enterprises’
export decisions and product quality, but paid little attention to how market competition caused by trade
liberalization affected corporate innovation in upstream sectors. In this study, we incorporated the input-output
network structure into the theoretical framework of corporate innovation decision-making to demonstrate how
market competition caused by the decrease in import tariffs in downstream sectors incentivized upstream
enterprises’ innovation output, and provided empirical evidence for the causal relationship between them using
China’s accession to the WTO in 2001 as a quasi-natural experiment.

Third, our findings have important policy implications. We emphasize that the innovation effect of
downstream competition can motivate upstream enterprises through vertical industrial chain, which not only
reflects the importance of creating a fair market competition environment forbuilding a country of innovators, but
provides useful reference for the main goal of the 14" Five Year Plan period (2021 — 2025) that aims to
strengthen the basic position of and improve the framework of competition policy. Furthermore, we justify that
the market scale effect motivates upsiream enterprises to innovate through downstream competition, which
provides strong support for “giving priority to domestic circulation, and working to build a strong domestic
market and turn China into a trader of quality”.

Keywords: Downstream Competition, Upstream Enterprise Innovation, Vertical Industrial Chain, Market
Size Effect
JEL. D21, F43, 031
FTAERE . &



