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Introduction

We have seen, following Ronald Coase, that it is profitable to establish a firm when the transaction
costs of using the market outweigh the benefits of market exchange. Viewed from a Coasian perspec-
tive, the firm consists of a supply chain where a product is exchanged between a number of discrete,
sequential activities. It is these activities that create or add the value inherent in the good or service
being produced and it is for this reason that supply chains are now frequently known as value
chains. This approach to the firm immediately raises a key strategic question; namely, how many
separable production activities should a firm undertake? A firm’s vertical boundary is determined
by the number of technologically separable intermediate production stages that are controlled by one
hierarchical governance structure. This chapter implicitly focuses on the value chain for a single
product; in the next chapter we will focus on multi-product firms and thereby a firm’s horizontal
boundary. This chapter builds on the concepts introduced in Chapter 2 to provide understanding of
the factors that determine how many separable production stages it is productively and allocatively
efficient for an individual firm to undertake. The decisions a firm takes as to what it produces or
‘makes’ for itself and what it chooses to purchase or ‘buy’ from the market are fundamental to its
strategy at both the corporate and business unit level. Put succinctly, at the heart of all business strat-
egy is the ‘make-or-buy’ decision.

If a firm’s vertical boundary encompasses two or more separable, sequential production stages, the
firm is described as being vertically integrated. The term vertical integration describes a situation
where a governing hierarchy has replaced the market as the means of exchange between successive
stages of production. We observed above that all firms are value chains, but most firms are embedded
within a longer industry value chain incorporating the firm’s suppliers and customers. Focusing on a
firm in the middle of an industry’s value chain, if it acts to produce some or all of the intermediate
goods or services that it would otherwise purchase from suppliers it is described as having vertically
integrated upstream. If the firm acts to utilize its output as an input to another value-adding activity,
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it is described as having vertically integrated downstream. Thus, a vertically integrated firm not only
has property rights over the means of producing one or more separable stages of the production of an
output, but also it has complete discretion as to how the intermediate product will be exchanged be-
tween the successive stages. Put another way, a vertically integrated firm controls by management
authority the flow of production between two or more stages of the industry value chain.

Vertical integration may occur when a firm is set up — this is known as vertical formation.
Alternatively, vertical integration that occurs as a result of organic growth is known as vertical ex-
pansion and vertical merger describes vertical integration that occurs through a merger or
acquisition. Since the 1980s, two new words have entered the business language — ‘downsizing’ and
‘outsourcing’ — reflecting a move away from vertical integration: their use is perhaps understandable
given the alternative of ‘disintegration’. In many cases, the internal governance of value exchange has
been replaced with procurement via spot market transactions, but equally likely is outsourcing that
takes the form of a vertical relationship lying somewhere between the polar extremes of a spot
market transaction and vertical integration. One consequence of these vertical relationships is that
firms build inter-organizational structures with suppliers and/or customers, the effect of which is to
blur the boundaries of the firms involved. As governance in such arrangements is shared between
two or more separate entities, there are no clearly defined boundaries and it is more realistic to think
of the firms involved in such relationships as having virtual boundaries.

The theme underlying this chapter’s focus on vertical and virtual boundaries is how the issue of ver-
tical co-operation is influenced by the existence of incomplete knowledge, imperfect and
asymmetric information. In later chapters, we will return to vertical integration and vertical rela-
tionships as a means of engaging in or resolving strategic conflict. Here our focus is within the firm
and, in particular, how the presence of uncertainty can determine whether a firm chooses to produce
its inputs in-house, or buy them from the market, or produce them jointly in partnership with other
entities. These issues are key strategic elements and address the fundamental difference between a
subsidiary and a supplier, an employee and a sub-contractor, an acquaintance and a partner. By read-
ing this chapter you will:

e Appreciate how a firm’s vertical boundaries determine its influence within its value chain.

e Understand how the efficiency criterion can explain the number of separable production stages
within a firm’s boundaries.

e Know why outsourcing frequently involves the creation of a new type of vertical relationship
rather than spot market procurement.

This chapter is divided into six sections. In the first, we will start by defining and measuring vertical
integration. We will then go on in the second section to explore how imperfect and asymmetric infor-
mation can encourage vertical integration, and in the third section we will examine the role of
transaction costs in the ‘make-or-buy’ decision. In the fourth section we will analyse the governance
approach to vertical integration, and in particular how Oliver Williamson’s development of Ronald
Coase’s perceptive insight into the nature of the firm has yielded a theory of vertical boundaries that
explains why they are not fixed and are likely to wax and wane over time. As discussed in the previ-
ous chapter, despite the many valuable insights of the governance approach to the firm it is not a
complete theory and needs to be complemented with the competence approach, which provides fur-
ther insights as to why some firms grow by expanding their vertical boundaries. In the fifth section
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we will briefly outline the competences approach to vertical boundaries, before turning in the last
section to investigate vertical relationships, and in particular joint ventures and partnership al-
liances, as alternatives to vertical integration.

Vertical Integration

We noted above that a firm can be described as vertically integrated if it encompasses two, or more,
technologically separable, sequential production processes whereby the output from the upstream
process is an intermediate product that becomes an input to the downstream process. Inherent in this
definition is the substitution of market exchange, either a planned or spot transaction, with internal
governance to procure the intermediate product. This definition implies ownership of the property
rights in the resources utilized in the separable, but neighbouring, production stages and complete
control over the production and exchange decisions at each stage.

In the rather special case of a new, functionally unique, product, e.g. the light bulb at the end of the
nineteenth century, there may be no suppliers of key inputs. This may reflect a lack of technological
knowledge or it may reflect incomplete knowledge as to the likely volume of sales. In such circum-
stances, the innovating firm may have no alternative but to produce these inputs itself as a vertically
integrated business. To quote Adam Smith, (1776), the division of labour is ‘limited by the extent of
the market’. If the new product is successful, demand will grow and as it does so, this will create op-
portunities for the development of specialist producers of key inputs and, hence, procurement via
market exchange. All other factors remaining equal, the outcome of a number of specialist producers
competing to supply an intermediate input should result in the lowest possible unit price. But for the
firm producing a highly specialized product it may never be economic to source key intermediate
inputs from the market. It is not the price, but the total cost of the exchange that is critical to the de-
cision. Before exploring the costs of exchange and their influence on a firm’s vertical boundaries, we
need to be clear as to how a firm’s internal value chain relates to an industry or sector value chain. A
highly simplified representation of a firm’s internal value chain involving only one production stage
before assembly of the product is shown in Figure 3.1

Say, for example, that Figure 3.1 represented a food processor who makes cheese flans. The processor
purchases key inputs from the market, e.g. butter, cheese and flour, and then at the production stage
prepares the flan base and fillings before baking the flan (assembly) to produce the finished product.
Before packaging and despatching (sales) the product to customers, samples are likely to be tested.
Figure 3.2 shows how our highly simplified, internal value chain (i.e. our food processor) sits within
a greatly simplified value chain. All value chains start with raw materials, i.e. primary inputs or raw
materials, which are then processed at successive stages in the chain into a finished product. In the

Procurement Production Assembly te:':%du:;zd Sales of
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Figure 3.1: An internal value chain
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example shown, inorganic fertilizers made from nitrogen become inputs into agricultural production.
Note that some of the cereal output from arable farms is the raw material for animal feed processors
(a separate value chain). Continuing down the chain, these agricultural commodities are then
processed into flour, butter and cheese before being utilized by the food processor in the manufacture
of its food products. These products are then packaged and distributed to the point where they are
sold to consumers for consumption.

In Figure 3.2, starting with our representative firm — the food processor — moving back through its
suppliers and its suppliers’ suppliers is described as moving upstream. Alternatively, starting with
the fertilizer manufacturer, the food processor is located downstream in the food value chain; that is,
the flow of material inputs is described as moving down the chain. If we go downstream from our
representative food processor, then we move to retailers and other outlets. It is the physical move-
ment of resources down the chain that gives rise to the idea of vertical movement. Figure 3.2 is
highly simplified; not shown are the merchants, wholesalers and distributors who move the interme-
diate products between each stage in the supply chain. Each stage in the value chain also purchases
goods and services from other value chains, e.g. the purchase of machines. In practice, value chains
are a highly complex web or network of exchange transactions. Figure 3.2 implies that each stage in
the value chain deals only with firms that are immediately up- or down stream. Increasingly, this
may not be the case; for example, in order to ensure safety and traceability, supermarkets and other
final food sellers now routinely build links with farm businesses. Figure 3.2 also implies that our
food processor only buys from one milk processor, one ingredient manufacturer and so on. In prac-
tice, unless the supplier has a monopoly, firms will usually trade with more than one supplier,
though for reasons that will be discussed below, the trend is for firms to reduce the number of sup-
pliers. By sourcing inputs from more than one supplier, the firm reduces the risk of a breakdown in
supply and and also partly ensures the prices charged are competitive.
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Figure 3.2: A schematic value chain
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As illustrated, the food processor’s vertical boundaries are clearly shown. If, however, the food
processor decided to develop the in-house ability to undertake an upstream or downstream function,
this would represent vertical expansion. To vertically expand the food processor could merge with,
or acquire, a firm at the appropriate stage in the value chain or it could decide to develop the expert-
ise itself. For example, if our food processor purchased a milk processor, or acquired the assets and
the necessary skills to turn milk into butter and cheese, it would have added a separable production
stage to its existing activities and in so doing the firm would have vertically expanded upstream. The
effect of the processor’s action would be not only to increase its vertical boundaries, but also to alter
the structure of the food chain, as shown in Figure 3.3. Now the milk processor is missing from the
value chain and dairy farms supply the food processor directly with milk. In the value chain shown,
the range of activities that are co-ordinated within a governing hierarchy has increased and the
number of transactions determining market exchanges has declined.

Vertical expansion will alter a firm’s cost structure, as shown in Table 3.1, which continues the ex-
ample of the food processor absorbing milk processing activities. The food processor sells products
valued at €1,600m and to keep matters simple let us assume that before vertically expanding it pur-
chased all €200m of the milk processor’s output. These dairy products are then combined with
€700m of other purchased inputs to total €900m of purchased inputs, generating a gross margin of
€700m for the food processor. The annual cost of the food processor’s labour and capital depreciation
amounts to €300m, delivering a net margin — or profit before interest and tax — of €400m. Similarly,
the milk processor, in producing milk products to the value of €200m, purchased intermediate inputs
— mainly raw milk — to the value of €100m. After allowing for labour and capital costs of €90m, the
milk processing company achieved a net margin of €10m. If now the milk processor is absorbed
within the food processor, the situation is shown in the right-hand column of the table. In our simple
example, the value of the food processor’s output remains unchanged but the value of its purchased
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Table 3.1 Vertical integration and costs

now purchasing €100m of raw ; ; Milk Food Integrated
milk instead of milk products All figures in €m processor processor  food processor
to the value of €200m. [po one 200 1,600 1,600
However, the vertically ex- less

panded food processor now Purchased inputs 100 900 _ 800
incurs the cost of turning the  Gross margin 100 700 300
milk into milk products. To do Less:

this, it must increase its labour Wages and salaries 40 100 140
force and add the necessary Capital costs _ 30 _200 _ 250
fixed assets to its stock of capi- ~ Net margin 10 400 410
tal; hence, the increased costs Ratio: (Inputs/gross margin) 2.0 1.28 1.0

of its labour and capital.

The foregoing is a very simple example, but it shows how moving from reliance on market exchange
for inputs to making them in-house reduces the ratio of the firm’s purchased inputs to its gross
margin, and increases its labour and capital costs. As shown, the vertically integrated business makes
no saving on the labour and capital costs of processing milk and hence the vertically integrated net
margin is equivalent to the combined net margin prior to integration. The example has been prepared
for heuristic reasons but if, in vertically expanding, our firm cannot generate a net margin that is
greater than the combined net margin of the buyer and seller prior to vertical integration, then a ra-
tional justification for integrating the separate production stages must rest on less tangible cost
savings, e.g. reducing uncertainty. Our food processor might believe that by vertically integrating it

Vertically Expanding Farmers

The 1990s were tough times for Britain’s
dairy farmers. As producers of a commodity
product in over-supply, they were classic
price takers and when the pound appreciated
markedly against other European currencies
they found their returns pushed to historical-
ly low levels. Even worse, in 1999 the
Competition Commission (CC) determined
that Milk Marque, the farmer-owned milk
buying company, was a scale monopoly
owing to its control of almost half of the
country’s sales of milk. The CC recommend-
ed, and the government implemented, the
division of Milk Marque into three independ-
ent companies. One of these farmer-owned
businesses is called Milk Link.

Milk Link realized that if it was to increase the
returns to its 3,400 farmer members it had to
capture more of the value that was added
downstream to the 1.4 billion litres of milk
that Milk Link’s farmers produced each year.
In order to achieve this objective Milk Link
took the strategic decision to move into the
processing of milk and set about raising suffi-
cient funds to purchase processing capacity. In
essence, the farmer members of Milk Link
agreed to provide security for institutional fi-
nancial support. Within a year Milk Link had
sufficient funds to embark on a strategy to buy,
merge or jointly produce with creameries,
cheese and yoghurt businesses.
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secures supplies of a key resource and thereby reduces the risk of a breakdown in supply or perhaps
a reduction in quality. In fact, as we shall see, the desire to reduce uncertainty is a major determinant
of vertical integration.

Before turning our attention to the main determinants of vertical integration, it is worth pointing out
that merely measuring the ratio of the value of a firm’s purchased inputs to its gross margin is not
always an accurate measure of the degree of vertical integration. If we are comparing two firms at the
same stage in the supply chain, then it may be a reasonable indicator, but not if we compare firms at
different stages in the supply chain. Consider a coal mine and a retailer. The coal mine spends a rela-
tively small proportion of its revenue purchasing inputs from other industries, but it incurs high
labour and capital costs in bringing the primary input, coal, to the surface for sale. Typically, there-
fore, a coal mine — like other primary producers — will have a relatively low ratio of purchased inputs
to gross margin. In contrast, a retailer who sells the products it purchases in a competitive market
will have a purchased input-gross margin ratio that is relatively high — for UK supermarkets, it is
typically around 1.8.

Private Information and Uncertainty

Vertical integration may arise from technological economies. For example, in the production of steel
the blast furnace and the basic oxygen furnace are co-located within one firm on one site. In practice,
the energy savings from not having to reheat the pig iron from cold are so large that only by co-locat-
ing the two stages can unit costs be minimized. The energy economies arising from the co-location of
the two steel-making stages are not per se the subject of this chapter. What is the focus of this chapter
is why the co-location of the two furnaces under separate management might result in a less efficient
outcome than would be the case if the two production stages were under the control of the same gov-
ernance hierarchy. As separate entities, the two firms would be highly dependent on each other, but
on the basis of private information may make decisions that are adverse to the relationship. The
downstream steel producer in attempting to profitably meet the demand for steel, seeks the certainty
that the supply and price of pig iron will enable it to meet all variations in demand. For its part, the
iron producer also seeks certainty in demand from the steel producer. The separate managements may,
on the basis of private information, form different views as to the demand for steel in the next produc-
tion period. As a result, the supply and demand for pig iron will be misaligned, causing either a fall or
rise in its price. Let us examine the situation from the perspective of the buyer, i.e. the steel producer.

Being able to obtain the key input of iron in sufficient quantity and of the right quality, as and when
needed, at a known cost, helps the steel firm in its planning and co-ordination. In principle, if the
steel producer could source its iron from a competitive market this would provide greater certainty in
respect of quantity and quality, but it would involve the additional cost of reheating the iron. The
issue here is the extent to which the supplier of iron will exploit its quasi-menopely position. If the
upstream supplier behaves like a monopolist, this implies the downstream purchaser will have to pay
a price in excess of marginal cost (MC). This might seem to suggest sufficient justification for vertical
integration; namely, for the buyer to reduce and control the price of a key input and thereby to in-
crease the purchasing firm’s profit. But again, this is not a sufficient justification for vertical
integration. To see this, consider the following, simplified example. Say firm (S) is our steel firm pur-
chasing pig iron as an intermediate product from the upstream monopolist, firm (I) for which there is
no scope for substitution. The annual profits for the upstream monopolist (I) can be represented thus:
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m, = PQ - c(Q) - 8K (3.1)

where ¢(Q)) represents annual variable costs, K| capital costs and 6 the depreciation rate. To keep
matters simple, we will assume that firm S’s only variable cost is the intermediate input — pig iron —
purchased from firm I, and hence annual profits for firm S are:

g = PgQg — P — 8K (3.2)

where Ky represents capital costs and 6 the depreciation rate. The profit-maximizing condition for
firm S is to set marginal revenue equal to marginal cost, i.e. MR = MC, and hence the profit-
maximizing condition under the situation described can be written as:

SS
P11+ = =P, (3.3)

where s_ is firm S’s market share and &4 is the price elasticity of demand for its output. Appendix 3A
explains the derivation of the left-hand side of Equation (3.3). In this example, P, is the supply price
for the pig iron, which is fixed for the production period and hence P, is firm S’s marginal cost. If S is
a monopolist, then s, = 1. If S operates under perfect competition, then s, — 0 and s /eq — 0.

Given that P, > MC,, by vertically integrating, firm S could, in principle, source its pig iron (the key
intermediate input) at marginal cost (MC)) and from Equation (3.3) this would allow firm S to lower
its price, thereby selling a greater volume of output and increasing its economic rent. In the process
there would be the welfare gain for consumers of a lower price and increased supply. But, in fact, in
this situation the two firms could come to a mutually beneficial arrangement involving a two-part
tariff without resort to vertical integration. In essence, the upstream supplier, firm I, would provide
pig iron at MC in return for a payment from the steel firm (the buyer) sufficient to restore I's econom-
ic rent. We will return to this issue in Chapter 12 when considering vertical restraints. Vertical
integration could, however, be a rational response to uncertainty in the quantity or quality of a key
input supplied by an imperfectly competitive market.

There are several important respects in which intermediate products, or rather their exchange, differs
from final products. Unlike consumer products, a purchaser of an intermediate good will generally
purchase a high volume, increasing the severity of the problem of adverse selection. In many in-
stances intermediate products will possess complex bundles of attributes, increasing the risk of
moral hazard. The downstream buyer’s competitive advantage is likely to be heavily dependent on
the private information and hidden actions of its suppliers. Kenneth Arrow (1975) pointed out that
in a world of imperfect and asymmetric information, a justification for vertical integration could be
the acquisition of valuable private information regarding effort and performance. We can demon-
strate this observation with the extensive form game set out in Figure 3.4. The game represents a
situation of asymmetric information involving a contract between an upstream supplier, firm A, who
might be a monopolist or an oligopolist, and a downstream purchaser, firm B. The contract specifies
the price and quality of the intermediate product, but only the upstream supplier knows at the time
of supply whether the quality criteria have been met, and if the quality is represented by durability it
may be some years before the buyer becomes aware of any problem.

At node «, buyer and seller agree a contract. If the seller, firm A, fulfils the contract the quality is
high, generating total profits of n, and &, for firms A and B, respectively, over the lifetime of firm B’s
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product. The probability of fulfilling the contract is p, where 0 < p < 1 and the probability of failing
to fulfil the contract is (1 — p). In the situation of not fulfilling the contract, firm A’s profit increases to
um,, where p > 1 owing to reduced effort by firm A. In contrast, as the durability of firm B’s products
falls below expectations it suffers a loss of profits, i.e. —n;, and must now decide whether to accept
the situation or sues for compensation. There is a probability, A, where 0 < A < 1 that firm B will sue,
but if firm B resorts to litigation there is no guarantee of success and this is represented by ¢Z, where
Z is the award of compensation and ¢ the probability of an award where 0 < ¢ < 1. As set out and as-
suming no other influence on firm A, e.g. reputation, whether or not it puts effort into supplying firm
B will depend on whether [A(r, — ¢Z) + (1 — M)un,] < ©,. Faced with this situation of asymmetric in-
formation, firm B may have a strong incentive to vertically integrate, either by acquiring firm A or
setting up its own facilities.

The inability to monitor the behaviour of a supplier, and in particular behaviour relating to undertak-
ing the necessary performance-enhancing investment, has given rise to a complementary theory of
vertical integration. Grossman and Hart (1986) put forward the theory that vertical integration, by
granting the vertically merged firm control of productive assets, allows it to exploit its property
rights unencumbered by contract stipulations. Most importantly, ownership of assets allows the firm
to capture the value created by performance-enhancing investment and hence increases the incentive
to make the necessary investment. As demonstrated in Figure 3.4, without vertical control property
rights are shared between buyer and seller, raising the possibility that joint profits are not maximized
and consequently there is under-investment by both firms. Grossman and Hart point out that with
vertical control the production decisions are vested in a single governing hierarchy which does not
have to consider the probability, given incomplete contracts, of recontracting for the sale or purchase
of the intermediate product.

Imperfect and asymmetric information can also justify downstream vertical integration. For exam-
ple, consider a brewer who puts great effort and care into producing a quality beer. Whether or not
the beer reaches consumers in perfect condition depends on the efforts of the owners of bars and
restaurants who have a vested interest in attempting to negotiate a lower price with the brewer in
order to offset the extra costs of serving ‘perfect pints’. If the downstream buyers are imperfectly
competitive, e.g. oligopolists, the brewer cannot rely on competition to drive out inferior perform-
ance. The extra effort is private information, which may only be revealed by the brewer vertically
integrating downstream. If the brewer
owns a number of retail outlets it will
obtain private information that will help

it to write a more complete contract with

other publicans in order to minimize the
probability of beer being sold in less than o
perfect condition. The gathering of pri-

vate information at the retail level may

also have the beneficial effect of helping Fails (1 - p)
the brewer remain competitive. The diffi-

culty in evaluating performance is a

significant factor in accounting for the

fact that some manufacturers employ a

direct sales force. Figure 3.4: A contract to supply game
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Fashion to Go

When Spain’s Crown Prince Felipe and
Letizia Ortiz Rocasolano announced their en-
gagement in 2003, the bride-to-be wore a
stylish white trouser suit. Within a matter of
weeks, woman across the European Union
were wearing what, to the untutored eye,
looked like the same white trouser suit. The
firm with the vision and capability to seize
this opportunity was Inditex, a holding com-
pany of eight retail brands and one of Spain’s
biggest business success stories.

One of its brands, Zara, has built a global rep-
utation for timely and relevant fashion
designs. Not for Zara the catwalks of fashion
houses or large advertising budgets. Zara’s
business success is built on its ability to
reduce the informational uncertainties of the
fashion world by monitoring the demands of
its customers and fashion statements of
public icons. Once it identifies a demand, the
appropriate fashion design is sent to its out-
lets within a matter of weeks. While most
Spaniards were rejoicing at the sight of the
royal couple, Zara saw a very different pic-
ture, a fashion statement and an opportunity
to be exploited.

Its ability to respond rapidly to such opportu-
nities has raised Inditex from its humble
beginnings in the 1960s to one of the world’s
fastest expanding makers of affordable fashion
clothing. By 2004, it had more than 2,250 out-
lets and annual sales of more than €5 billion.
Just as the European Union’s textile industry
was coming under pressure from cheap im-
ports, Inditex was demonstrating how a
modern European clothing company could
counter the threat of cheap imports. Inditex, or

rather Zara’s, strategic response is based on the
value of being fleet of foot. In contrast to many
of its rivals, Zara is vertically integrated from
design through just-in-time production to
retail and this allows the company to respond
very rapidly to market opportunities.

The production process starts with the 3,000
designers who work at the firm’s head office
in La Coruna in Galicia. Fabric is cut in-house
and then sent to a cluster of local co-opera-
tives for sewing. When the finished product
returns it is ironed, wrapped and distributed
to the firm’s retail outlets in Europe and other
parts of the world. In order to retain some ex-
clusivity, production is deliberately carried
out in small batches, Anyone buying a Zara
design knows that only a limited number of
people around the world will be wearing the
same item. They also know that new designs
arrive frequently and that they will reflect the
latest in fashion thinking.

As aresult of its vertically integrated organiza-
tion, Zara’s production cycles are much
shorter than those of old rivals such as
Sweden’s Hennes and Mauritz or the US giant,
GAP. In a typical year Zara launches more
than 10,000 new designs. All Zara’s shops use
point-of-sale terminals to report directly to La
Coruna and each evening store managers can
check what designs are available and place
their orders accordingly. In the case of Zara,
vertical integration speeds the flow of infor-
customer up to the
organization for rapid decision making and it
also speeds the product response, ensuring a
close match between Zara’s products and the
demands of fashion-conscious customers.

mation from the
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So far we have focused on imperfectly competitive markets, but information can be lacking in com-
petitive markets. Think of a milk processor whose need for a daily throughput of milk is supplied by
a competitive dairy farm sector. The processor is dependent not only on a secure supply of milk, but
also the assurance that the milk is safe to drink. However, because the dairy sector is an atomistic in-
dustry, the processor will be unable to monitor safety effort on the part of its farmer suppliers if it
engages in spot market transactions. In this situation the need for assurance will encourage, at the
very least, contractual arrangements between buyer and seller and in many cases these develop into
longer-term relationships and even vertical integration in order to secure the desired degree of trans-
parency and safety effort. It should be noted that the milk processor also faces uncertainty in the
volume of milk supplied. Given the nature of an agricultural product, its quantity and quality are
likely to vary according to the season. However, the uncertainty that arises from this potential source
of instability cannot be avoided by vertical integration.

It might seem tempting to argue that, regardless of the extent of imperfect information a modern in-
dustrial organization will always gain from vertical integration because it avoids duplication of
specialist support services such as human resource (HR) management, accounting and marketing.
However, even if it is true that bringing successive production stages within a firm’s boundaries econ-
omizes on specialist support activities, it does not follow that vertical integration results in an overall
reduction in production costs. Indeed, if this were the case, we would need to explain why all firms
are not vertically integrated. Any specialist support economies, e.g. HR management, arising from ver-
tical integration must be set against the capital costs of acquiring the necessary assets, the costs of a
lack of the specialization and the less tangible organizational costs associated with ensuring the activi-
ty is performed efficiently and in accordance with the goals of the vertically integrated organization.
The organizational costs are known as agency costs and arise out of the need to co-ordinate, monitor
and motivate a particular activity.

Transaction Costs

Information, or rather the lack of it, is central to the transaction cost approach to vertical integration,
where the emphasis is to view value chain relationships from the perspective of exchange rather than
production. All market transactions necessitate a human facilitator, but for the transaction cost school,
the replacement of the neo-classical assumption of hyper-rationality with bounded rationality creates
scope for opportunistic behaviour. Viewed from this perspective, the foregoing focus on market im-
perfections is incomplete because it ignores the transaction costs of exchange. If there is only one or a
few suppliers of a particular input, uncertainty is created by the scope for opportunistic behaviour.
Given the impossibility of writing a complete contract at some point in the future, an oligopolistic
supplier might take advantage of an unforeseen contingency to charge an excessive price for a key in-
termediate product thereby capturing some or all of the buyer’s economic rent and possibly making
the final product more expensive and less competitive. Thus, a focus on imperfect competition is not
sufficient because it does not explicitly take into account the implications of imperfect information
and incomplete contracts. The attractiveness of the transaction cost approach is that it deals with
these issues and in so doing it can explain a much wider range of motives for vertical integration.

The transaction costs approach is based on a straightforward proposition: if the transaction costs of

market exchange outweigh the internal organizational costs of exchange, then vertical integration is
to be preferred to market exchange. We can approach the transaction costs of exchange with a simple
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example. Think of the transaction involving the purchase of paperclips. For a firm this is a transac-
tion that is probably undertaken frequently, the product is unlikely to be critical to the purchasing
firm’s achievement of its goals, and there is little doubt or uncertainty as to what will be received in
return for the price paid. The paperclips’ quality and performance will be very familiar and if paper-
clips are produced by a competitive industry, i.e. there are many suppliers, the price charged is
likely to be competitive, i.e. close to MC. In this situation the problems of adverse selection and
moral hazard are minimized. In short, the existence of competitors and knowledge based on experi-
ence of the product means that the transaction costs to the purchaser are minimal. In these
circumstances paperclips will be sourced from the market.

But now consider the position of a firm contemplating the purchase of a highly specialized input that
is critical to a new strategy, e.g. the launch of a new product. The existence of bounded rationality
will ensure that uncertainty and risk are attached to the new strategy and both are greatly enhanced
if the input is very complex and a potential supplier will only enter into a long-term contract. In this
situation, the transaction costs of purchasing the input in the market are likely to be very high. For
example, when developing a new model, the period from concept to mass-production is likely to be a
complex three-to-four-year undertaking for a vehicle manufacturer. In such an environment key com-
ponents are unlikely to be procured by simply announcing performance and design requirements
and awaiting offers to supply. The risks of adverse selection and moral hazard are high as the buyer
will have to trust the assurances of a potential supplier regarding price and performance. There is
great uncertainty in such a transaction: is the price being charged too high? Will the part perform as
required? Will it be produced in sufficient numbers? What happens if the supplier runs into financial
difficulties? The more dependent a purchaser is on a particular supplier, the greater the purchaser’s

Cosworth

In 1958, two young, very enthusiastic engi-
neers, Keith Duckworth and Mike Costin,
who worked for Lotus Cars, founded
Cosworth Engineering, where they worked
at night. At first, they worked in a small
garage in Shaftesbury Mews, West London,
but by 1964 Cosworth Engineering had
established itself as a producer of high-
performance engines and the company
moved to Northampton. Both men were now
working full time for the company and in
1966 they signed a contract with Ford to put
their DFV engines in Ford’s high perform-
ance cars. The deal turned Cosworth into a
world leader and in the following years the
DFV engine piled up Grand Prix victories.

Critical to the success of a high performance
engine is the quality of the engine block cast-
ing. Only the highest-quality castings will
allow the engine block to be machined to a
width that will withstand the pressures of high
performance whilst weighing less than a con-
ventional engine. Grand Prix racing not only
involves frequent changes in engine design, but
also race track success demands that each new
engine block casting be as near perfection as
possible. In 1979, Cosworth Engineering decid-
ed that only by vertically integrating to
produce their own castings could they achieve
both the flexibility and the care and attention
they demanded to remain amongst the leaders
in engine design and Grand Prix racing.
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vulnerability to opportunistic behaviour following an unexpected contingency. The situation is
equally uncertain from the perspective of potential suppliers. The more specialized the intermediate
input, the more likely that the supplier would need to invest in one or more specific assets in order
to supply the product. In order to cover the risk, the supplier may want to charge a higher price for
the intermediate product. In this situation, the transaction costs of market exchange might be so high
that it would be more efficient for the buyer to produce its own intermediate component.

For the purchasing firm, the transaction costs associated with exchange are positively related to the
importance of the intermediate product to the firm’s final product and inversely proportional to the
number of sellers of the intermediate product in the market and the frequency of transactions be-
tween buyers and sellers. If the intermediate input is not particularly specialized and the number of
alternative suppliers is large, then it is likely that the market price is a ‘sufficient statistic’, i.e. deci-
sions can be made on the basis of price information alone. However, in the case of a new technology,
a highly specialized input or the likelihood of the exercise of upstream market power, the quoted
market price is unlikely to be a ‘sufficient statistic’ and the alternative of making rather than buying
the intermediate product might be the optimal solution.

We noted above, the technological economies of an integrated steel mill and the difficulties, even if
the two furnaces are co-located, in aligning supply and demand for the intermediate pig iron. But
transaction costs are also likely to rule out the separate ownership of a blast furnace and a basic
oxygen furnace. If the blast furnace and basic oxygen furnace are separately owned, the scope exists
for either the supplier or purchaser of pig iron to engage in opportunistic behaviour depending on
whether demand for steel is high or low. Iron- and steel-making are linked via technology, but from a
transaction cost perspective it is the scope for opportunistic behaviour that militates against market
exchange and dictates the vertical integration of iron and steel production. We can represent this sit-
uation with the extensive form game set out in Figure 3.5.

Both the managers of the blast furnace and the managers of the steel furnace will have the incentive
to draw up a contract that minimizes the scope for opportunistic behaviour. But both sets of man-
agers will be boundedly rational and hence will not be able to contract for all possible contingencies.

. Mg, T
Trusting B

relationship

Market procurement Steel producer prg, —1s
(incomplete contract) opportunism
Untrusting
Steel producer relationship
L . Iron producer
Vertical integration opportunism
where p > 1 (T, + 7s) ~g, Pres

Figure 3.5: A relationship game
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An unexpected change in demand for steel may provide the managers of the blast furnace with the
opportunity to charge the highest possible price for the supply of pig iron, with the effect that the
steel producer’s margin or sales volume would be lower than anticipated. We can represent this situ-
ation as the steel furnace making a loss, -mg, and the blast furnace enjoying an increased profit of fry,
where B > 1 and the subscripts ; and ¢ refer to blast furnace and steel producer, respectively. But
when the game is repeated in the next production period, the steel producer’s management will not
be prepared to trust the blast furnace managers and will be more disposed to engage in opportunistic
behaviour should an unexpected contingency allow them to take advantage of their blast furnace
suppliers. This is a situation of distrust and the net effect is that both supplier and purchaser run the
risk that over a period of time both will make lower profits than need be. If the game is repeated,
being rational, the managers of the blast furnace and the managers of the steel furnace will choose to
co-operate in a trusting relationship, with the effect that average annual profits are ©; and ng. That is,
the outcome over a finite period will in fact be:

PV, = inB/(l +1)t and PVg= ins/(l + 1) (3.4)
i=1 i=1

where r is the cost of capital and 0 < r < 1. Being rational, both players will realize that the outcome of
distrusting each other and seeking ‘advantage with guile’ will be reduced profitability over n time peri-
ods. If, however, one of the parties cheats on the agreement to co-operate or if either for some reason feel
unable to enter into a longer-term trusting relationship, vertical integration may offer a better outcome.

The foregoing highlights the importance of trust. As explained in the previous chapter, in practice con-
tracts cannot adequately deal with situations where agents are boundedly rational and prone to
opportunistic behaviour. The more infrequent the transaction and/or the more complex and specialized
the product being exchanged, the greater the difficulty of writing, executing and policing a complete
contract, i.e. a contract that
covers all contingencies. The

existence of incomplete con- Transaction costs
tracts creates scope for Low High
opportunistic behaviour, par-
ticularly if potential suppliers Frequency Uncertainty
are few in number. Once the
contract comes into effect, ex The risk of Bounded rationality
post the contractual relation- - ) adve_rse selection _ necessitates
ship between buyer and seller nformation is greatly incomplete contracts
is transformed. reduced

. Competition Few sellers
Any unexpected contingency
gives one party the opportu- Moral hazard Incomplete contracts
nity to exploit the situation. P is significantly increase scope
It is therefore the scope for ontracts reduced by for opportunistic
opportunistic behaviour — market incentives behaviour
as opposed to the lack of

information — that from the =
. . et specificity
perspective of transaction
costs creates the conditions
where it can be beneficial for Figure 3.6: Make or buy?
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a firm to consider vertical integration rather than market procurement for a key input. In the pres-
ence of uncertainty and boundedly rational decision makers, the transaction costs associated with
co-ordinating the flow of material inputs down the value chain may render market transactions inef-
ficient. These points are summarized in Figure 3.6. The first column represents the situation when
an intermediate input is purchased frequently in a competitive market. The second column repre-
sents the situation when the intermediate product is highly specialized. Ex ante there may be a
number of potential suppliers, but once a contract is signed ex post there will be only one supplier of
the specialized input.

The more specialized a particular intermediate input, the more likely that its production involves
the employment of a highly specialized asset, i.e. an asset that either cannot be redeployed to alter-
native productive uses or can be redeployed only by incurring considerable additional expenditure
or loss of productive value. In its intended use, a highly specialized asset is likely to yield econom-
ic gains in terms of productive efficiency, but being highly specialized has little or no value in any
other uses. Williamson (1971) describes the extent of asset specialization as asset specificity. The
greater asset specificity, the greater the scope, ex post, for opportunistic behaviour and the higher
will be the transaction costs of products necessitating the use of a highly specialised asset. There
has been a considerable amount of empirical work in this area and, as Shelanski and Klein (1995)
report, it has tended to support this prediction. Put succinctly, there is a positive relationship be-
tween asset specificity and transaction costs, as indicated in Figure 3.6. Williamson defines five
types of asset specificity:

e Site specificity — arises when there are cost advantages to locating the assets for successive produc-
tion stages in close proximity, e.g. an iron foundry and steel mill.

e Physical asset specificity — arises when there are cost advantages associated with a customized
asset, e.g. specialized dies.

e Human asset specificily — arises where cost advantages are gained from learning and tacit knowl-
edge.

e Dedicated asset specificity — arises when a discrete investment in general purpose plant is made at
the behest of a particular customer.

e Brand asset specificity — arises when a brand’s reputation depends on its specific use.

The common characteristic of these five types of asset specificity is that in principle rents can be
earned as a result of the deployment of the specific asset — e.g. a specialized machine reduces produc-
tion costs — but, in a world of bounded rationality, it is not possible to specify the sharing of these
rents between buyer and seller under all possible contingencies. The purchase of such an asset is a
sunk cost and gives rise to what Klein et al. (1978) call appropriable quasi-rents. Once a supplying
firm has deployed a specific asset, its ex post quasi-rent earning capacity becomes vulnerable to the
opportunistic behaviour of the firm’s customers. For example, a supplier that has invested in plant
dedicated to supplying a unique input to an individual buyer is locked into the supply relationship
and is vulnerable if an unexpected contingency arises. Alternatively, if individuals in the supplying
firm accumulate a deep understanding of the buyer’s routines and systems, the buyer’s future profits
may be at risk if the supplying team is broken up. In the extreme, the quasi-rent associated with spe-
cific assets may be reduced to zero (see below). The likelihood of either the buyer or seller engaging in
opportunistic behaviour has been described by Goldberg (1976) as a problem of hold-up.

o
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Hold-Up

Say a distributor has been offered a contract
to supply a major multiple. This requires the
distributor to invest in some highly spe-
cialised computer software. Not only would
the software have to be specially developed
and therefore very expensive, it would not be
capable of being used for any other purpose.
The multiple has offered a contract to pay the
distributor a fixed price (p,) for a minimum
number of deliveries, Q per year, which, after
allowing for the variable costs and a return on
the cost of investing in the specialist software
generates an acceptable economic rent () for
the distributor, as shown:

T = poQ, —c(Q) - (r+8)K (1)

Where p,Q, is the expected revenue per year,
c(Q,) is the variable costs and ignoring the
distributor’s other capital costs, K is the in-
vestment cost of the software and r and 6 are
the costs of capital and the depreciation rate,
respectively, where 0 < r, 6 < 1. Now consider
the risk the distributor is taking. As the soft-
ware is highly specialized, the capital costs
are sunk. A contract has been entered into
with the multiple regarding P, and Q, but the
contract is necessarily incomplete and once
the software has been purchased the distribu-
tor will be in a weak position if the multiple

demands, owing to force majeure, a reduction
in the price charged for each delivery. In con-
sidering the contract, ex ante the distributor
faces uncertainty regarding future deliveries
and would therefore need to charge a suffi-
ciently high price to cover the risk associated
with the purchase of a dedicated software
program. Once the specialized software is in-
stalled, under force majeure or blatant
opportunistic behaviour, the multiple could
drive the price down, at the extreme to p,
such that quasi-rent is reduced to zero:

p1Q =c¢clQ) (2)

That is, the price has been reduced to a level
that allows the distributor to cover variable
costs, but makes no contribution towards the
investment cost of purchasing the specialized
software. The actual outturn in the extreme is
the failure to recoup (r + 8)K per period as op-
posed to the expected outturn of an economic
rent of n. In this example, the difference be-
tween the expected rent and the quasi-rent
measures the magnitude — the risk — of the
hold-up problem. The (transaction) costs of
market procurement are very high and the
multiple may be forced to share the cost of
the software or undertake its own distribution
rather than using the market.

Governance Approach

We noted above, that if a firm is contemplating sourcing an intermediate input from the market it
faces two costs: the price paid plus the transaction costs associated with the contract. However, if it
is contemplating vertical integration it also faces two costs: the cost of physically making the good;
and the internal organizational cost of ensuring production is carried out efficiently and in congru-
ence with the firm’s goals. We introduced the phrase agency costs above to represent the
organizational costs that arise out of establishing appropriate incentives and monitoring performance
within the vertically integrated firm. Depending on the degree of asset specificity associated with the
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production of an intermediate product, the transaction costs of using the market may or may not
exceed the agency costs of organizing production in-house. Hence, highly relevant to a decision to
vertically integrate will be a calculation of the agency costs of in-house production relative to the
transaction costs of market procurement. We can demonstrate the relevance of asset specificity,
agency costs and transaction costs using a heuristic model developed by Williamson (1998). If we
define the agency costs of producing a fixed quantity of an intermediate product as A(Q), where Q is
the fixed quantity and the transaction costs (not the price paid) of obtaining the same quantity from
the market as T(Q), then we can define the net governance cost (NGC) as:

NGC = Ak, Q) - T(k, Q) (3.5)

where k is a measure of the degree of asset specificity. For an asset that can be used generally k = 0
and as the specialization of an asset becomes greater (i.e. its alternative uses become fewer), so k > 0.
If k = 0 transaction costs are minimal and the agency costs of intermediate production outweigh the
transaction costs of using the market, hence:

A(0, Q) > T(0, Q) (3.6)

but as the index of asset specificity increases above zero, so the change in the transaction costs,
T(AKk), is greater than the change in agency costs, A(Ak), where A represents change. Hence the
change in net governance costs, ANGC

ANGC = A(Ak, Q) — T(Ak, Q) (3.7)

is an inverse function of Ak. Where asset specificity is slight A(Ak) > T(Ak), but as the value of k in-
creases so, at some point, T(Ak) > A(Ak) and ANGC becomes negative, i.e. ANGC < 0 and from this
point on internal organization is progressively cheaper than the transaction costs of market exchange.
This function is shown as curve AB in Figure 3.7 and the switchover point is shown as k.

Consider now how the relative physical costs of producing and procuring an intermediate product
alter as the production process is increasingly subject to asset specificity. One of the benefits accruing
to a firm that supplies a product to the market is the unit cost reductions arising from cumulative pro-
duction, i.e. learning and more than likely economies of scale. It is reasonable, therefore, to expect
that a firm specializing in the production of a standardized intermediate product is more likely than a
vertically integrated firm to benefit from productive and allocative efficiency. Its learning enables it
to enjoy relatively higher productivity and by supplying many customers it achieves economies of
scale. Providing outside suppliers can find customers for the intermediate product, the ability to ag-
gregate demands will impart cost benefits, e.g. fixed costs can be spread over a larger volume of
output, and hence the cost of supplying the buying firm with any given volume, Q, will benefit from
learning and scale economies. We will represent the market price of market procurement as P(Q). To
simplify matters, we will continue with the assumption that the buying firm’s demand for the inter-
mediate product is fixed at Q and we will further assume its production does not yield economies of
scope. If we now represent the physical costs — materials, labour and capital — of producing the inter-
mediate product in-house, i.e. within a vertically integrated firm as I(Q), we obtain the following
expression for the relative advantage of market exchange over internal production:

NPC = Ik, Q) - Pk, Q) (3.8)
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Figure 3.7: Asset specificity and vertical integration

where NPC is the net production cost of internally sourcing the intermediate input. Equation (3.8) ex-
presses NPC as a function of the degree of asset specificity that influences relative ‘make’ costs in the
following manner. A firm that decides to vertically integrate to produce a standardized product that uti-
lizes assets that can be redeployed cheaply to other uses will incur relatively high production costs
because, as explained above, an external supplier will enjoy the cost advantage of supplying other cus-
tomers, i.e. economies of scale and cumulative learning. However, the NPC disadvantage of bringing
production within the boundaries of the firm decreases as asset specificity increases. The more special-
ist the asset needed to produce the intermediate product — i.e. the greater the value of k — the less likely
that it can be used by external suppliers to service other customers; by definition, the scope for
economies of scale and specific cumulative learning will be diminishing. Put simply, as asset specifici-
ty increases, so the external advantages of economies of scale and learning diminish, i.e. as Ak increases
in value, so ANPC declines towards zero:

ANPC = f(Ak, Q) (3.9)

The function ANPC is an inverse function of asset specificity and is shown as the curve CD in Figure
3.7. As illustrated, although CD declines as k increases, it remains positive. This reflects the fact that
despite the external supplier charging a higher price to compensate for the risk of hold-up, the spe-
cialist supplier’s unit costs still benefit from experience. In an extreme case when the specific asset is
unique and the specialist supplier has no experience to impart, the curve CD may touch or even fall
below the horizontal axis. The strategic object for a cost-minimizing firm is not to minimize ANPC or
ANGC separately, but given the optimal level of asset specificity to minimize the sum of net produc-
tion and governance costs. In Figure 3.7, the vertical sum of ANPC + ANGC is shown as curve EF and
its crossover value — the point at which the sum of ANPC + ANPG is equal to zero — given by point X.
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Beyond this point, movements to the right along the horizontal axis reflect higher levels of asset
specificity and result in ANPC + ANGC becoming increasingly negative.

Figure 3.7 is interpreted in the following manner. Given a fixed demand, Q, by the firm for the inter-
mediate product, if its production involves only a limited degree of asset specificity the appropriate
place on the horizontal axis might be k. At k;, the sum of ANGC + ANPC is represented by point G.
That is, at k, the net physical cost is represented by point H and the net governance cost by point J.
In contrast, at point k, production of the intermediate product involves a high degree of asset speci-
ficity and consequently the sum of ANGC and ANPC is negative, represented by point K. Thus at k,,
which is to the right of X, it would be more efficient for the firm to incur the physical and agency
costs of producing the intermediate product rather than sourcing it from the market.

Figure 3.7 makes clear the importance of agency costs to a successful vertical integration. Whether or
not a merger or acquisition between a buyer and a seller enhances efficiency depends critically on
the buyer’s organizational architecture. The success of a vertical integration depends not only on
the ownership of the property rights associated with a specialized asset, but also on the synergies
that can be achieved by co-ordinating the use of the specialized asset within the firm to better
achieve its goals. This is particularly the case when the asset specificity that merits vertical integra-
tion is human. For example, if a firm purchases one of its suppliers to benefit from the supplier’s
employees’ specialist knowledge, the vertically integrated firm will require careful and sensitive
management if it is to continue to benefit from such knowledge — particularly if knowledge is tacit.

The foregoing has focused on backward integration, but forward or downstream integration can also
be analysed using the forces summarized in Figure 3.7. Transaction costs increase when the actions
of downstream firms directly affect the success of upstream suppliers, e.g. brand reputation. For ex-
ample, a brand’s reputation may be highly dependent on the quality of service at the point of sale. In
these circumstances, the transaction costs of monitoring and motivating retailers may be so high that
it is cheaper to exercise hierarchical control over the quality of service to consumers. This can be
demonstrated by returning to the earlier example of draft beer. Draft beer has a relatively short shelf
life; it also requires careful storage and tends to sell better in premises that provide comfortable, hos-
pitable surroundings. The higher the reputation of a particular beer — a specific asset — the greater the
transaction costs for the brewer of ensuring that independent publicans devote sufficient resources
and care to the storage and serving of its beer. Traditionally, these transaction costs have encouraged
brewers to vertically integrate downstream. However, we should add that when UK brewers were in-
vestigated by the competition authorities, vertical integration by breweries was viewed as a threat to
the selling of beer at competitive prices.

There are market alternatives to downstream integration, e.g. franchising and vertical restraints,
which we shall return to in Chapter 12. As the above reference to the competition authorities
serves to indicate, there is another motive for vertical integration — to gain and exploit monopoly
power. As the sole supplier of a key input, an aggressive motive would be the opportunity — sub-
ject to the competition authorities — to exploit the monopoly power by charging rivals using the
same input a higher price than justified by production costs.
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Power in More Than One Sense

Lignite is a low-quality, brownish-black coal. It
is highly volatile and is used primarily to gen-
erate electricity. Its use does, however, attract
criticism from environmentalists, who argue
that its open mining techniques and the pro-
duction of sulphur dioxide when it is burnt
are damaging to the natural environment. In
Greece, lignite accounts for more than 75 per
cent of total electricity production and this is
mostly supplied by two thermal power plants
located at Ptolemais and Megatopolis.

In 2001, the state-controlled electricity gener-
ator Public Power Corporation (PPC) acquired
the Greek lignite mines. As a consequence,
PPC became responsible for 95 per cent of all
lignite mined in Greece. The vertical integra-
tion was justified by the Greek government as
a response to the EU’s intention to create a
single market in energy. In principle, the
opening up of the Greek energy market to out-
side competition made it imperative that the
Greek lignite mines improve efficiency. This
involved large capital investment, which the
Greek government was persuaded would only
be forthcoming from PPC. One consequence

of PPC’s exclusive rights is that despite the
signing by Greece of the Kyoto Protocol —
which identifies lignite as one of the main
sources of greenhouse gas emissions — under
PPC’s control, the extraction of lignite has in-
creased over recent years.

The claims that PPC’s vertical integration was
a response to potential competitors did not
impress the European Commission. In April
2004, it warned the Greek government that
the exclusive rights granted to PPC to mine
lignite may be in breach of European compe-
tition rules and in particular Article 86 of the
EU Treaty in conjunction with Article 82.
This, the Commission argued, follows be-
cause PPC is able to protect its dominance of
the Greek electricity market due to its exclu-
sive rights in the lignite sector. Put simply,
the vertical power of PPC gives it an unfair
competitive advantage and the Commission
issued a Letter of Formal Notice, giving
Greece two months to either provide a satis-
factory explanation for the exclusive rights or
to abolish them. PPC is still the country’s
only supplier of electricity.

A Competency Approach

The foregoing makes it clear that the decision to vertically integrate will always be a matter of judge-
ment for senior managers who must weigh up the benefits of market exchange and the benefits of
controlling exchange in-house. As we have seen, for the governance approach to the determination of
a firm’s vertical boundaries, the decision is based on the efficiency criterion of minimizing transac-
tion costs. An alternative approach to determining a firm’s vertical boundaries is provided by the
competency school. From this perspective, it is not the exchange of products between stages in the
value chain, but the exchange of knowledge between separate stages. The idea is that it is efficient to
vertically integrate activities that benefit from a firm’s core competency, i.e. activities that would
benefit from a common repertoire of knowledge.
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A firm, as we have previously noted, is a collection of resources — some of which, e.g. materials and
physical assets are purchased from the market — that are controlled by a single strategic decision-
making hierarchy. But other resources, in particular organizational and product knowledge, are
internally generated and by definition are a potential source of heterogeneity for individual firms.
Internally accumulated knowledge-based resources are rooted in the skills, experiences and co-oper-
ative routines that individuals and teams have developed within the firm. In this context, the
knowledge may be largely tacit; that is, it cannot be codified and if so is not capable of market ex-
change. If a firm has developed a specific knowledge resource that can contribute to the generation of
economic rents, this is equivalent to the firm acquiring a unique stock of a specific asset: in the lan-
guage of strategic management, the firm has acquired a core competence. If this particular resource,
e.g. a design skill, can be transferred across a firm’s vertical boundaries to be used productively up-
stream or downstream, this may provide an alternative explanation of vertical integration.

This competency approach to vertical integration has a great many similarities with the governance
approach. Indeed, the two approaches are complementary in explaining how a firm’s vertical bound-
aries are determined. Both approaches recognize the existence of asymmetric information between
stages in the value chain and the constraints imposed by bounded rationality. Both approaches view
the heterogeneity of some assets as limiting or preventing market exchange. The divergence between
the two schools arises from the way resources are acquired. For the competency approach, the
boundaries of the firm are determined by the accumulation of internal resources, which in turn puts
the focus on knowledge and learning. As such, resources have the potential to be firm specific and
this limits the scope of beneficial vertical integration to those areas where the firm has a resource
competency. That is, the competency approach suggests that the vertical expansion is limited to
those areas where the firm can transfer its competencies along the value chain, i.e. the vertical
growth of the firm is path dependent.

A firm’s heterogeneity, i.e. tacit knowledge, can be confined to its procurement, production or market-
ing techniques and/or it can be embodied in the firm’s organizational architecture. In both cases, a
firm’s accumulation of repertoires of such knowledge resources is equivalent to an investment, and effi-
ciency demands that the firm strives to achieve the maximum return on its investments. In the
previous chapter, we quoted Penrose (1959, p. 76): ‘a firm’s opportunities are necessarily widened
when it develops a specialised knowledge’. If this knowledge offers economies of scope, these may be
efficiently realized by expanding the firm’s vertical boundaries. Economies of scope may arise from
competencies in product design, production techniques, marketing campaigns or specific elements
within the organizational architecture, e.g. strategy formulation. Alternatively, economies of scope may
arise from the merging under a single governance hierarchy, complementary skills and knowledge. A
buyer and a seller may be strong in complementary fields of, say, IT (e.g. software and databases) and a
vertical merger could be justified in order to leverage rent from co-ordinating these two strengths.

It is the generation of specialized knowledge and the opportunities for economies of scope that such
knowledge offers that provides a clear contrast to the asset specificity of the governance approach. If a
specialized knowledge offers economies of scope, the knowledge cannot be specific to a particular prod-
uct or firm. The logic of the competency approach to vertical integration is that the distribution of tasks
along the value chain is not pre-ordained, but derives from knowledge accumulated by firms within the
supply chain. Based on the extent to which a firm’s knowledge can be applied to other stages in the
supply chain, this would determine which inputs it will purchase from a specialist supplier and which
are to be produced internally. In turn, the specialist supplier will, according to their competencies,
decide what elements to purchase from upstream suppliers and which to produce themselves.

o
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Vertical integration involves the ownership of productive assets and hence control. It also includes the
right to exert control over the co-ordination of sequential activities in the value chain. And, signifi-
cantly, it also confers the power to share tacit knowledge between sequential stages. A vertically
integrated firm might better control the sharing of tacit knowledge and thereby realize the efficiency
gains. That is, vertical integration is efficient if it minimizes the costs of transferring beneficial knowl-
edge between the separate stages of the value chain. If vertically broadening the strategic use of
heterogeneous knowledge under the control of a single hierarchy enables the firm to better capture the
value inherent in the knowledge, then the firm has an incentive to vertically expand its boundaries.

So far in this section we have viewed the incentive for a firm to vertically integrate as arising from
the desire to utilize and control specific knowledge. But an alternative incentive could be the desire
to develop new knowledge, i.e. capabilities. Studies suggest (Conner and Prahalad, 1996) that a gov-
ernance hierarchy has distinct advantages when it comes to developing new knowledge, particularly
if the knowledge is tacit. Thus, if the capabilities a firm wants to develop are tacit, it may be neces-
sary for the firm to use vertical integration in order to gain access to the opportunities and
information deemed necessary to develop a specific capability. This competency approach to vertical
integration elevates the importance of learning. Learning, innovation and knowledge are among the
key issues for contemporary strategic decision makers. Rapid organizational learning and continuous
innovation are perceived as important sources of competitive advantage and knowledge is the critical
factor that underpins these capabilities. Rival firms are involved in a learning race and if vertical in-
tegration offers a rapid learning opportunity, then the need to enhance learning may dominate.

It would, however, be fair to observe that vertical integration poses difficulties for the competence
perspective. Consider the vertically integrated oil companies. The capabilities to find and drill for oil
are very different to those required to run a refinery and different again to those required to run a
chain of retail service stations. Whereas the governance approach can explain why vertical integra-
tion may be pursued regardless of any similarity in capabilities at the separate stages in the supply
chain, the competence approach is left to search for knowledge-sharing across vertical boundaries.
Arguably, management is such a resource, but the competence school still needs to explain why a
firm with such a skill would seek a vertical strategic direction rather than the opportunities afforded
by a horizontal strategic direction.

Vivendi

By April 2002, Jean-Marie Messier, the chief
executive of Vivendi, could feel rather
pleased with himself. The French-based con-
glomerate had successfully completed a
vertical integration with Seagram’s Universal
music and filmed entertainment businesses
and Europe’s largest pay-TV operator, Canal
Plus. The French are extremely proud of

Canal Plus, the channel is seen as epitomiz-
ing French culture and it spends vast sums
investing in home-grown movies. After the
merger, Vivendi, a company that started out
as the water utility, Compagnie Générale des
Eaux in 1853, became the world’s second
largest media company, after AOL Time
Warner.
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The logic of the vertical merger was very
straightforward. Seagram’s Universal owned
the world’s second largest library of films and
TV programmes, as well as the world’s largest
music library. The vertically merged con-
glomerate would therefore be in a very
powerful position in the pay-TV market and
also in a strong position to develop new serv-
ices and markets for consumers. After an
investigation by the European Commission,
the vertical merger was cleared, in part be-
cause Vivendi gave an undertaking to grant
open access to Universal’s library and in part
because the European Commission took into
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In the event, the market was less convinced
as to the opportunities the merger would pro-
vide for creating value. By July 2002,
Vivendi’s share price had fallen 60 per cent
over the year and the company posted the
largest single loss in French corporate history
— €12 billion. Messier’s audacious move had
landed the company with a €19 billion debt
and under pressure from the board, he re-
signed. He successfully negotiated an €18
million severance package, which was ulti-
mately rescinded due to his illegal activities.
As a young man, the Total Oil Company had
turned down his application for sponsorship

through Harvard Business School. Mr
Messier’s handwriting, Total said, showed he
lacked ambition.

account the potential the merger offered for
the development of new capabilities, ulti-
mately benefiting consumers.

Alternatives to Vertical Integration

The essence of a successful vertical integration is that the benefits of hierarchical co-ordination out-
weigh the benefits of market transactions when exchanging an intermediate product between
successive, technologically separable stages in the value chain. If an integrated firm is to deliver
better levels of efficiency than market exchange, it will incur the agency costs of monitoring perform-
ance and providing appropriate incentives. One way of reducing agency costs is to benchmark
internal performance and this can be achieved by combining the internal production of an intermedi-
ate good with purchases of the same good from the market. This combination of market purchase and
vertical integration is known as tapered integration, where some proportion of the total quantity of
an intermediate product is purchased from an independent supplier(s) to augment the quantity pro-
duced within the vertically integrated firm. For example, Coca-Cola has its own bottling subsidiaries,
but also relies on independent firms to bottle (and distribute) their drinks. Tapered integration has a
number of advantages. Firstly, it serves as a check against X-inefficiencies in vertically integrated
firms. Using independent suppliers (outlets) provides a check on costs and a source of motivation for
its internal suppliers (outlets). Secondly, the firm can use information and knowledge gained from its
own operations to negotiate contracts with independent suppliers (outlets). Thirdly, the use of inde-
pendent suppliers (outlets) reduces the vertically integrated firm’s capital outlays and it provides
additional security in the supply of the particular input or outlets for the firm’s products.

One of the main advantages accruing to the governance approach to vertical integration is that it
offers an explanation for the trend towards ‘downsizing’ and ‘outsourcing’. Since the 1980s, there has
been a distinct shift away from vertical integration, in many cases replacing internal production with
spot market procurement, but in many instances firms have turned to alternative forms of vertical
relationships — that is, vertical inter-organizational structures that lie between the extremes of
market procurement and vertical integration. Before considering the potential advantages of vertical

o
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relationships, it is instructive to consider how the governance approach helps explain the trend
toward outsourcing. On the basis of the governance approach, the trend towards vertical relation-
ships must reflect a change in the balance of costs between market exchange and the internal
exchange of intermediate inputs. Over the past 15 or so years, two trends have come to dominate
much of business life; namely, information and communication technology (ICT) and globalization.
The use of computer-based systems to store, process and transmit data and information is now all-
pervasive. Investment in ICT has grown rapidly since the 1980s, giving rise to new business models
and facilitating global business relationships. Globalization is more difficult to define precisely, but
broadly it sums up the growing openness of national markets to trade and investment and the in-
creasing integration of global economic activities.

One of the consequences of the ICT revolution has been an exponential increase in information and its
sources and it will be recalled that information, or rather its lack, plays a key role in the governance
approach to vertical integration. The influence of imperfect and asymmetric information on transac-
tion costs was captured in Figure 3.7 and this is now repeated in Figure 3.8. On the not unreasonable
assumption that the increased flow of information has had a greater impact on reducing transaction
costs than reducing agency costs, the effect of ICT would be to rotate curve AB — the net changes in
agency and transaction costs — around point A to give a new curve, such as AB'. The competitive
impact of globalization is likely to influence the position of curve CD — the net production cost of in-
ternal sourcing. The reduction in trade barriers, increased foreign direct investment by multinationals
and the growth of export-orientated industries in low cost areas of the world have all combined to in-
crease the scope for firms to source intermediate products from competitive overseas markets. The
effect of this, ceteris paribus, is not only to lower the market price of competing intermediate inputs,
but also to further reduce transaction costs associated with adverse selection and moral hazard. The
price effect of heightened

competition is reflected

as an upward movement E'

in curve CD to CD' in Net | E

Figure 3.8, as the physi- costs
cal costs of production C
within the firm rise rela-
tive to the cost of market
procurement. The overall
effect of these changes is
captured in curve E'F',
which has shifted to the
right of EF. Consequently,
the original point at
which vertical integra- 0
tion made economic

sense has shifted from X

to X,,. Put another way, a
vertically-integrated firm

operating at X, would — F
following the changes \ B
outlined above — find it

beneficial to return to the Figure 3.8: Outsourcing

DI
D

Increasing
asset
specificity
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market to source the intermediate input, involving a high degree of asset specificity, i.e. it would out-
source its need.

Outsourcing does not, however, always involve a switch to pure market exchange. Many firms have
chosen the intermediate solution of a vertical relationship, lying somewhere between vertical inte-
gration and a spot market transaction. A major influence on the attractiveness of a vertical
relationship is the growing power of technology to improve communications and information. We
noted above that ICT has reduced information asymmetrics and therefore in principle reduced
transaction costs, but at the same time these new technologies have made it easier for firms to co-
operate in innovative, inter-organizational arrangements that offer the prospect of combining the
co-ordination benefits of vertical integration without sacrificing the cost advantages of specialist
suppliers. Inter-organizational innovations that have been established or emerged over recent years
all have one or more of the following purposes: to facilitate close planning between the co-operating
firms; to protect specific investments from hold-ups; to develop and/or fully exploit heterogeneous
knowledge; and to establish a better understanding of final consumers. Most importantly, these
inter-organizational structures seek to achieve these aims without lessening the profit incentive for
suppliers inherent in delivering a superior competitive performance when supplying a key interme-
diate input. The main inter-organizational innovations that have developed as alternatives to
vertical integration are:

e A partnership alliance — where two or more firms formally agree to collaborate and share resources
be they information, knowledge, human or physical assets. When first privatized, the Rover Car
Company entered a strategic alliance with Honda to develop an engine for a new range of cars.

® A joint venture — where two or more firms create a new, jointly owned, independent organization.
A prominent example is Coca-Cola’s and Cadbury Schweppes’ agreement to jointly set up a plant
to bottle their products in the UK.

e Franchising — more common as a downstream alternative to vertical integration. Generally, the
franchisee owns and runs a business using the franchisor’s brand name and buying inputs from
the franchisor, e.g. a McDonald’s restaurant. This organizational arrangement takes advantage of
the owner-operator’s incentive to attract customers and care for the premises. At the same time,
the control exerted by the franchisor adds value by providing the benefits of economies of scale
and overcoming the hold-up problem of specific assets.

e Co-operatives — business organizations that are owned by their members. They take a number of
forms, but of interest here are producer—processor co-operatives, which are particularly prevalent
in the food industry. Of the world’s largest 25 dairy companies, ten are producer—processors,
where the farmers own and control the business. This organizational structure allows the benefits
of economies of scale and value added to be shared amongst its members, who would otherwise
have little alternative but to take a market-clearing commodity price.

e Long-term contracts — by definition involve a longer-term relationship and therefore the opportu-
nity to gain information and develop knowledge that will benefit the relationship.

These alternatives to vertical integration lie within a spectrum between a spot market transaction and a
vertically integrated firm. Figure 3.9 attempts, following Bart Nooteboom (1999), a schematic posi-
tioning of the more common vertical relationships within a spectrum bounded by organizational
co-ordination and financial integration.
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Figure 3.9: Degrees of vertical relationships

Our focus here is primarily on strategic alliances as alternatives to the polar extremes of vertical in-
tegration and spot market transactions. A joint venture is a particular type of strategic alliance
involving the setting up of a firm under the shared ownership of two or more existing firms.
Ownership may be shared equally or one firm may have a dominant stake, implying a distribution of
decision rights and profits in favour of the dominant firm. A joint venture will normally result in the
creation of a limited liability company, with its own legal identity and a clear strategic objective of
creating value for the joint owners. The joint venture may serve as an outlet for products or knowl-
edge produced by the owners or it may serve to provide the owners with intermediate products or
knowledge, e.g. R&D. By definition, the relationship involved is expected to last over a number of
time periods.

A superficial justification for a joint venture would be the sharing of capital costs, though with the
existence of an efficient capital market this is a weak justification. More credible, in a world of im-
perfect and asymmetric information, is a joint venture which can facilitate the bringing together of
private information and capabilities within a formal and controlled environment to the mutual bene-
fit of the joint owners. A very common reason for a joint venture is as a vehicle for entering a
national market. One partner has the product knowledge and the other knowledge of the particular
market. We know from game theory that the prospect of a longer-term relationship — an infinitely re-
peated game — encourages a co-operative attitude on the part of rational players.

Another form of strategic alliance is a partnership alliance, which is defined as consisting of two or
more firms who agree to co-operate closely, but the relationship does not involve the sharing of taking
of equity and, most importantly, lacking a legal basis it is based on a high level of trust and a high in-
tensity of co-operation. Thus, as defined here, a partnership alliance differs from a network of
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suppliers, hub sub-contractors and long-term contractual relationships, in that the level of trust is
much higher than the contractual trust involved in these relationships. A partnership alliance involves
‘goodwill trust’ (Sako, 2003), which consists of actions by partners designed to deliver more than
would be formally expected for the success of the relationship. Goodwill trust implies the absence of
opportunistic behaviour and can only be fully developed within a longer-term relationship involving a
small number of participants. A partnership relationship between buyer and seller therefore avoids, or
greatly reduces, transaction costs and is thus an efficiency improvement on market exchange.

A partnership relationship between buyer and seller replaces market exchange by a governance structure
founded on mutual trust and as such can be described as a quasi-vertically integrated organizational
structure. A vertical partnership achieves the benefits of co-ordination by means of close collaboration
between the buyer and seller based on a willingness by both participants to work for the benefit of the
relationship. Such a relationship is a powerful means of economizing on bounded rationality.
Partnership relationships are common within Japanese industry, where typically buyers and sellers are
prepared to share confidential information and work together to resolve problems. In Japan, large com-
panies refer to their SME suppliers as kyoroku gaisha (co-operating company) in order to highlight the
mutually co-operative atmosphere of firms working towards a common goal. In a partnership alliance,
the traditional arm’s-length relationship with suppliers is replaced by an implicit contract between
buyer and seller — that is, a contract that is not codified and there is no legal remedy if one party defaults
or behaves opportunistically. The mechanism for making such contracts viable is loss of reputation and
the prospect for the party that breaks the implicit contract of losing future business. This threat is more
powerful than it at first appears. If two firms within a value chain have established a longstanding rela-
tionship that has enabled them through joint planning and monitoring to co-ordinate their activities,
breaking the implicit contract means greater uncertainty and new contracts.

A partnership alliance can be explained and understood by either the more contractually focused gov-
ernance approach to the firm, or the capabilities-orientated competency approach to the firm. A
vertical relationship founded on trust reduces the potential for opportunistic behaviour and it also fa-
cilitates the combining of knowledge and capabilities in ways that will generate economic rents.
Although the governance and competency approaches were originally developed to address different
issues — exchange issues and competitive advantage, respectively — there is, as previously noted, a large
element of overlap between the two. Both approaches are central to a strategy that seeks economic
rents. This can be seen with the aid of the normal form game, set out in Figure 3.10.

The game is a ‘simultaneous move’

game in which both the buyer and Seller
seller have imperfect information, i.e. T
they do not observe some of the buyer’s
or seller’s actions before engaging in ex- g ATtg-C
change. In the absence of a trusting Trust
relationship, the buyer and seller enter
into pre-play discussion before sepa-
rately . decidix}g their  exchange @pportiinistic
strategies. If neither player trusts the AMtg-C Tg-C
other, they will withhold information
and expect the other to engage in op-
portunistic behaviour if the scope Figure 3.10: The benefits of trust

Opportunistic

Tg 0
Buyer

0 Tg-C
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arises. In terms of pay-offs, both the buyer’s and seller’s potential rents, n, and ng respectively, are re-
duced by the transaction costs of minimizing the scope for opportunistic behaviour and/or the
opportunity costs of not sharing information that could add value to the exchange; both costs are rep-
resented by c. If a player is trusting enough not to limit the scope for opportunistic behaviour or
willing to share valuable information, but the other then takes advantage of this trust, the outcome is
a much reduced rent for the trusting player — represented by 0 in Figure 3.10 — and an increased rent
for the opportunistic player, where A > 1. If the game is played once, the game has a unique Nash
equilibrium: the dominant strategy for each player is to distrust the other and engage in opportunis-
tic behaviour. If, however, the game is to be repeated over an unknowable number of time periods,
the best strategy is for the players to trust each other and achieve a co-operative equilibrium.

Partnership alliances have the effect of extending the boundaries of the firm, but in a virtual manner.
Under a vertical partnership, the vertical boundaries of the firm are based on:

e Trust—a highly efficient governance mechanism for minimizing transaction costs.

e Shared knowledge and information — in order to co-ordinate and increase the value of interde-
pendent tasks.

e Seclf-enforcement — both partners have a vested interest in prolonging the relationship.

A successful application of this type of relationship is employed by Toyota. Over many years, the
company has steadily developed long-term partnerships with first-tier suppliers who enter into im-
plicit contracts regarding future business. In return, the suppliers are prepared to make asset-specific
investments, which enhance the productivity and efficiency of the Toyota partnership. This virtual
vertical integration has gained considerable support in the US and Europe over recent years. Firms
are coming to see strategic advantages in such relationships and the process has been given an enor-
mous boost with the development of the internet. This allows firms in a partnership relationship to
share information in real time. In establishing partnership relationships, western firms have over-
come the idea, long peddled in organizational theory, that a firm loses power when it increases its
dependency on outside suppliers. They also have to overcome the western legal philosophy, which
focuses on contractual, rather than trusting, relationships.

By their very nature, such partnership relationships will vary according to the culture of the firms in-
volved and the strategic importance of the intermediate product being supplied. The closer the
relationship, the greater the interaction between employees of both firms. Design engineers must co-
ordinate with buying engineers, the buyer’s marketing team must share information with the
supplier’s planners and so on. As these functional interrelationships multiply, so the boundaries be-
tween buyer and seller blur. The partners’ destinies become ever more tightly intertwined and
consequently both partners have a strong incentive to help the other. But partnerships may not last
forever. Marks and Spencer had an enviable record as the best brand on the high street, a record that
was in part built around partnership relationships with suppliers. However, in the 1990s, under pres-
sure from shareholders, it started to exploit these supplier partnerships to improve short-term profits.
Instead of improving matters, profits deteriorated. In eroding the very relationships that had made
Marks and Spencer different, it appears the company also eroded the source of its higher profits.

The success of a partnership alliance depends not only on what resources are subject to joint deci-

sion making, but how this is accomplished. This starts with the partner selection process involving a
search for partner compatibility in terms of vision, competencies and attitudes. The management of
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the alliance will involve an inter-firm organization architecture, involving a decision hierarchy,
measurement systems and incentives. It must also be able to adapt to changing circumstances. The
strength of a partnership alliance depends in part on the complementary knowledge that the partners
bring to the alliance, but fundamentally the capture of value requires that the parties proactively and
entrepreneurially engage in the relationship and make investments in relational specific assets. The
important point is that the management of a partnership alliance requires a mindset that involves
treating the relationship itself as a renewable asset (or resource) whose value-generating potential is
enhanced by its management.

Dell computers

Michael Dell launched his computer compa-
ny in 1984. It was not, however, just another
computer company. By 2000, Dell had grown
to a $20 billion company — a remarkable suc-
cess story based on Michael’s vision and
confidence to develop a new business model.
In contrast to the polar models of vertical in-
tegration and a value chain comprising
arm’s-length market transactions, he devel-
oped a compromise model which he
described as virtual integration. The comput-
er industry is about 50 years old and the
founding companies had to build large verti-
cally integrated firms to manufacture memory
chips, disk drives, application software and
so on. In short, they produced themselves
everything a computer needed. As the indus-
try grew, specialized companies developed to
supply specific components, and it was
Michael Dell’s great achievement to realize
that the computer industry did not have to
develop into the traditional value chain.

As a small start-up, Dell was not going to sur-
vive if it merely attempted to replicate the
‘engineering-centric’ structure of IBM, HP and
Compagq. Instead, it used ICT to integrate the
value chain and make it very responsive to
demand. Michael Dell’s virtually integrated
value chain involves the innovative use of
technology to co-ordinate across company

boundaries in order to achieve levels of pro-
ductivity and efficiency that lead the industry.
The Dell model of virtual integration harness-
es the economic benefits of two separate
business models. It offers the advantages of a
tightly co-ordinated value chain that previous-
ly had only been achieved through vertical
integration. And it also harnesses the benefits
of focus and self-interest that traditionally had
only been achieved by independent firms.

The virtual value chain pioneered by Dell has
significant cost advantages. Firstly, Dell does
not have to invest in the assets to manufac-
ture components, hence its accounts boast a
very high sales to assets ratio. Secondly, it has
fewer operations to manage, including a
smaller workforce. Thirdly, in the fast-moving
computer industry Dell can rapidly respond
to change. For example, it holds only a few
days of inventory compared to three months
of inventory for its rivals. In achieving these
cost advantages Dell also incurs risk — for ex-
ample, an interruption to supply as a result of
a delivery failure by one of its first-tier sup-
pliers. But in minimizing this risk, Dell has
created another strength.

In order to minimize the adverse effects of a
supply failure, Dell needs to understand very
well the needs of its customers. Some have a

continued
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priority for delivery, others are prepared to
wait — in return for a lower price. To obtain
this intimate knowledge of its customers —
90 per cent of Dell’s sales go to organizations,
not individuals — Dell has put enormous
effort into looking inside its customers’ busi-
nesses and understanding the growing, and
separate, needs of the parts of the organiza-
tion. By making it easy for individuals within
large organizations to do business with them,
Dell build up individual-specific information
within organizations. In this way, the Dell
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value chain can truly be described as a
demand chain: it is fully responsive to the
needs of individuals who use its products,
not the average needs of the organization.

The Dell model, formally described as virtual
integration, represents an improvement on ver-
tical integration in that all elements in the
supply chain are focused on understanding
and meeting the current and developing needs
of its customers and all elements obtain a
higher reward by performing better.

Concluding Thoughts

Vertical integration is only of benefit when a single organizational governing hierarchy is superior to
the market as an exchange co-ordinating mechanism. We have set out above the main economic expla-
nations as to the circumstances in which hierarchical organizations have advantages over market
exchange. But, vertical integration is not without its costs; internal sourcing of an intermediate product
will incur the agency costs associated with ensuring it is produced efficiently and managers keep
abreast of related technological developments. These costs must be set against the transaction costs of
sourcing from the market and/or the additional value that might be generated if the firm’s capabilities
are enhanced. From a strategic perspective, firms rarely compete on the basis of cost alone, but rather
on the basis of value delivered. Value is manifested as the rent-earning capacity of an asset or resource,
whether tangible or intangible. A single governance hierarchy might capture the available rent by low-
ering transaction costs or alternatively by co-ordinating initiatives that generate new knowledge.

By definition, vertical integration increases the size of the firm and it needs to be emphasized that as
organizations grow in size so they are vulnerable to control loss. Given the limited span of control for
any individual manager, increasing size implies either increasing hierarchical levels within the firm
or innovative ways of circumventing control loss. As the number of hierarchies grows, so there is an
inevitable loss of information as it is transmitted through the organization and this is paralleled by a
reduction in the firm’s ability to monitor. If vertical integration is an organizational form that devel-
oped purely as a result of senior managers seeking greater efficiencies in buyer—seller relationships,
then we should expect new technologies and a changing business environment to alter senior man-
agers’ perceptions of the balance of forces.

This is precisely what has been happening since the 1980s. Just as at the end of the nineteenth centu-
ry we witnessed the impact of new technology on industrial organizations — the coming of the
railways and the telephone permitted the establishment of vertically integrated giants who dominat-
ed large sections of industry for most of the twentieth century — the 1990s witnessed the arrival of
ICT, together with a concerted global drive to reduce trade barriers and increase competition. The in-
creasing competitive pressures emanating from global competition have encouraged firms to view
closer vertical relationships as an indispensable tool of strategy formulation and conduct. Advances
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in ICT are giving rise to new organizational structures and relationships. These new structures and
relationships use the rapidly developing information and communications technologies to achieve
the benefits of co-operation and co-ordination without sacrificing the efficiency benefits of the rent-
seeking motive inherent in the independent firm.

One consequence of the focus on vertical relationships has been the outsourcing of many technologi-
cally separable activities that were formally co-ordinated by a single governance hierarchy. We now
speak of the hollowed out firm, which relies on outside suppliers for the procurement of key inputs —
in many cases, involving vertical collaboration such as joint ventures or alliances. The prevalence of
vertical relationships demonstrates that the vertical co-ordination of value chain activities is no longer,
if it ever was, solely about reducing the contractual costs of exchange. The opportunities such relation-
ships offer for the pursuit of competitive advantage through the efficient and effective development of

organizational capabilities is now central to strategy and the search for economic rent.

( . . )
Key Learning Points

® Any good or service sold to a final consumeris @ Vertical integration avoids these transaction
the culmination of a value chain comprising a costs, but to be efficient the savings must
number of sequential processes and activities outweigh the costs to the vertically integrated
that convert raw materials into final goods or firm of a limited scale of production for the
services. internally produced input, as well as the

@ At one extreme, all sequential processes and agency costs of achieving efficiency.
activities involved in a value chain could, in Transaction costs emphasize the costs of
principle, be carried out within one vertically imperfect and asymmetric information. The
integrated firm; at the other extreme, each step combination of globalization and ICT have
could be carried out by a separate, increased competition and the flow of
independent firm. information, thereby reducing transaction costs

® As a general rule, individual firms are and making outsourcing more attractive.
involved in one or a limited number of The competency approach focuses on the
sequential stages relying on independent importance of heterogeneous knowledge and
upstream suppliers for intermediate products capabilities. From this perspective, the motive
and downstream independent outlets for sales. for vertical integration is to develop and

® Once we depart from the ideal of perfectly exploit knowledge assets so as to capture their
competitive markets, the costs of using market full value.
exchange are positive. In a world of The competency approach to the firm can also
uncertainty and bounded rationality, the provide an explanation for the trend toward
transaction costs of using the market are vertical relationships over recent years. Driven
inversely related to the number of potential by increasingly intensive competitive
suppliers, the level of complexity and the conditions, firms seek knowledge development
degree of asset specificity. opportunities inherent in joint ventures and

® The governance approach to vertical partnership alliances.
integration elevates asset specificity and the Alliances, joint ventures and other forms of
scope this affords for opportunistic behaviour vertical relationships extend, in a virtual
to a central role in explaining the incentive to manner, the vertical boundaries of the firm by
organize and control production within a reducing transaction costs, building new inter-
single governance hierarchy. firm organizational resources and retaining the

benefits of market incentives.
\. J
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( . )
Exercises
3.1 Can upstream vertical integration providea 3.4 The competency school focuses not so
solution to a stochastic pattern in the much on the stock of specific assets, but
supply of a key commodity, intermediate rather how they are acquired and employed.
input? What are these assets and how does vertical

integration help?
3.2 Why is vertical integration unlikely to be

efficient if the target input is a frequent 3.5 Using the governance framework, explain
purchase and is supplied by a competitive why globalization and ICT are encouraging
industry? many previously vertically integrated firms

to outsource.
3.3 The governance approach to vertical

integration places emphasis on the scope for 3.6 List the advantages of a trusting vertical

opportunistic behaviour by either the buyer relationship between buyer and seller of a
or seller. How does asset specificity increase key intermediate input relative to vertical
the scope for opportunistic behaviour? integration and a spot market transaction.
\. J
( )
Problems

3.1 Suppose the inverse market demand curve for Manchester United (MU) paperweights is p = 100
— Q. MU paperweights are exclusive to MU, who obtain them from a monopoly wholesaler (MW)
at price w, per weight. MW in turn obtains the paperweights from a manufacturer (MM), who
holds the patent for the technique and sells to MW at a price of w,,. MM incurs marginal costs of
€10 per unit and MW and MU both incur marginal costs of €5 per unit in addition to the prices
they have paid for the paperweights.

(a) Calculate the equilibrium price to consumers, the wholesaler and the manufacturer.
(b) What is the profit earned at each stage in the chain?

(c) Demonstrate that vertical integration by any two firms will increase profits and that
integration by all three is even more beneficial.

3.2 An avant garde sculptor has been commissioned by the government to design the stage set for a
one-off performance of Waiting for Godot to be performed for the president of the United States,
who is expected to undertake a state visit within the year. The government offers the following
contract: €500,000 when the stage set is erected. The sculptor, who normally uses items of
organic rubbish in her work, calculates that, at most, materials will cost €20,000 and hired
labour, at most, €150,000:

(a) Having built the set, but prior to acceptance by the government’s Minister for the Arts that
the stage is suitable, what is the sculptor’s quasi-rent?

(b) In what circumstances might the sculptor find that she is out of pocket?

(c) At what point is the sculptor in a position to hold up the government?
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Consider the diagram below showing an inverse relationship between the market demand for a prod-
uct and its price, i.e. P = f(Q).

Figure 3A.1: A market demand curve

If the market is supplied by an oligopoly, we can define the output of each firm as g,

supply as Q = Zq;. Assuming g;s are homogeneous products, the total revenue (TR)
¥

s
2

TR, = Pyq,
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as shown in the figure. Following a change (A) in the quantity supplied by the ith firm, the market
price falls to P and, as shown in the figure, we have:

ATR, = PAq; + APg; (3A.2)

Given that marginal revenue, MR, = TR,/Aq; we can divide through by Ag; to get:
AP
MHi =P+ A_ql . qi (SAS)

and multiplying and dividing the right-hand side by /g, yields

14+4AP Q14 (3A.4)
g PlQ

1

MR, =P

The second expression in parentheses is the inverse of the firm’s price elasticity of demand ¢, and
q;/Q is its market share, s, hence:

14+

MR, = P (3A.5)




