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4.2 Defining Vertical Relations

Relations between activities at the same stage of the production process are horizontal relations; relations that involve moves between stages are vertical relations. Horizontal relations tend to involve sharing some asset or resource while a vertical relation tend to involve the shift or transfer of some intermediate product between stages in the value chain.

Backward or upstream integration occurs when a firm moves to own earlier stages in the production process.
Forward or downstream integration involves moving into later stages in the production process.

Vertical relations are compulsory, but horizontal relations are optional.

The range of vertical relations that may be open to the firm are:
· Spot contract: contractual agreement for the supply of a good or service, usually for a specified price and quantity.
· Long-term contract: contractual agreement involving a long-term relationship between supplier and customer involving agreed responsibilities and obligations on both sides.
· Vertical integration: the administration of technologically separate stages within the firm.
· Franchising: contractual arrangement in which the retailer operates using the franchiser brand name in exchange for money.
· Tapered integration: mixed market exchange and vertical integration. In the backward case, a firm may buy and make some of the same inputs used by it. In the forward case, a firm may supply its own retail outlets as well as separately-owned outlets.
· Vertical quasi-integration: a form of long-term contract with one partner dominates the other to the extent it has higher degree of control over the decision to be its partner.
· Value-adding partnership: co-operation by independent companies to manage the flow along the vertical chain.

It has been traditional to separate vertical relations into two main types:
1. Market exchange
2. Organisation within the firm

4.3 Trends in Vertical Relations

Vertical integration was now widely associated with corporate success.  Many of the world's largest and most successful firms had pursued this strategy; vertical integration, size and profit seemed to go hand in hand.  It was recognised that it was not a strategy that was appropriate for all industries, but to some strategists that just suggested that this might be a problem of the industry, rather than a problem of the strategy itself.

4.4 What Vertical Integration is Not:

Before we look at what might influence the choice between external markets and vertical integration in practice, we need to clear the decks to establish what vertical integration is not:

1. Vertical integration is not justified simply because a potential acquisition is highly profitable. Existing profitability is not enough. Vertical integration must be able to add further value if it is to be worthwhile considering

2. Vertical integration is not obviously anti-competitive. While vertical integration certainly creates a bigger firm, the important point here is that this does not automatically imply concomitant monopoly power in practice.

3. Vertical is not justified solely on technological grounds. It is a matter of transaction cost, not technology.

4.5 The Costs of Markets

The costs of markets come in two main forms:
1. From firms acting in their own interests actively against the interests of the firm with which they have a contact (Visible Relations and the Market)

2. A further layer of problems, which firms, may encounter as a general consequence of problems of reliance on market exchange. This arises from the arm-length and anonymous relations that the market creates. (The invisible Hand)

4.5.1 The Invisible Hand and Some Problems

4.5.2 Visible Relations and the Market

Oliver Williamson set out a basic framework, which allows us to investigate why firms choose to vertically integrate in industries in which standardised commodities are the norm and provide only one type of market transaction. This approach is called transaction cost economics. Basically a transaction is an exchange of goods and services and transaction costs are costs incurred in such an exchange. There are three categories that may be involved in this context:
a) Searching for a trading partner
b) Negotiating the deal
c) Monitoring and policing the agreement

If a stage needs access to sensitive or secret information further up or down the vertical chain in order to operate or improve its operations, then vertical integration may help prevent or reduce the chances of ‘leakage' of sources of competitive advantage to the outside world.

Transaction cost economics builds on three important concepts:
1. The concept of bounded rationality, which means individuals, may not have sufficient knowledge or information processing power to optimise in a given situation.
2. The concept of opportunism, which means that individuals are prepared to cheat, lie and generally misrepresent the situation in the pursuit of their own interests.
3. The notion of asset specificity, or asset specialised by use or user. If an asset has a high degree of asset specificity it means that it is of little use or value outside its present application 

Asset specificity can take many forms. Here are some of the most important categories identified by Williamson:
1. Site specificity, where physical assets cannot be easily redeployed once they have been built and put into position
2. Physical asset specificity, where specialised equipment is needed for production to take place
3. Human asset specificity, where the skills and knowledge acquired by an individual cannot be easily transferred to another use or user
4. Dedicated asset, which involves expanding an existing plant on behalf of a particular buyer

Bounded rationality is a generally acceptable notion and the idea of specificity is uncontroversial. Where some people find difficulty in accepting transaction cost economics is in the notion of opportunism. It does seem to offer a rather gloomy and pessimistic view of human nature, and some people have argued that it is not a fair representation of reality. Opportunism derives its real power in transaction cost economics when paired with bounded rationality.

4.5.2.1  The Hold Up Problem

Suppose both buyer and seller have made an agreement to buy and sell steel down their integrated production line at an agreed price. The price may be specified, or there may be a clause that allows the price to be adjusted over time in particular ways, e.g. to take inflation into account, or to reflect market conditions. However once the buyer and seller have built their equipment and committed themselves to the transaction, they both may be vulnerable to hold up. 

The seller may decide to take advantage of the buyer’s dependency on them and try to hold the buyer to ransom by threatening to walk away from the deal unless the buyer pays a higher price. On the other hand, the buyer could also threaten to close down the line unless the seller agrees to accept a lower price.

A more usual problem in exchange relations characterised by asset specificity lies in the fact that the parties to the transaction are likely to have different objectives and strategies. The car firm may be desperate for components to prevent its production line stopping but its supplier may be preoccupied trying to win a big new contract elsewhere.

The situation in which one of the parties is able to choose from a large numbers of bidders before the contract is settled, but only one (or a few) after the contract is settled, is called the fundamental transformation in transaction cost economics.

4.5.2.2 Is the Hold Up Problem a Serious Issue?



4.5.2.3 Solutions to the Hold Up Problem

The hold up problem can be in a strong form with the other firm making a direct threat, or in a weaker form with the firm vulnerable to its production being held up because the other party’s interest and attention is really elsewhere.

There are a number of solutions to the hold up problem – each has its advantages and disadvantages:
· Repeated Contracting: One solution is to stick with the same preferred partner every time the possibility of a new contract, say for a new component, comes up
· +: Hold up is less likely because the other firm is more likely to be conscious of the possibility of losing future contracts unless it performs well and responsibly in the present situation
· -: It reduces flexibility

· Exhaustive Contracting: To tighten up the contract so much that it reduces the possibility and opportunity for hold up
· +: It may give the firm a higher degree of security than would have been the case in a loosely drawn contract
· -: It is likely to be expensive and only partly effective; bounded rationally means it may be difficult or impossible to anticipate all eventualities and be sure of the truth behind the other firm’s actions and statements. 

· Standardised assets: One solution is to design the system so that off-the-shelf standard components or materials can be used, instead of one that may involve the creation of specialised equipment.
· +: There may be readily available alternatives to the present supplier in case of a hold up problem
· -: If the firm relies on standardised components it may lose at least some of its distinctiveness in design or performance that would provide a source of competitive advantage

· Hostages: The hostage may have to be sacrificed by the firm if it tries to withdraw from the transaction or behave opportunistically.
· +: Both firms know that they have more riding on their joint relations than a single transaction, and they may avoid hold up opportunities it they think it could lead to retaliation against them in the other transactions they hold jointly by the firm
· -: Can be similar to repeated contracting in that the firm may become locked in and face a more limited choice over who to deal with than might otherwise be the case

· Multiple sourcing: It means that more than one supplier is chosen for a component or material.
· +: That asset specificity and vulnerability to hold up can be reduced or eliminated, if it means that there is an alternative source of supply that can be turned to if one supplier tries to hold up the firm
· -: Multiple suppliers mean multiple contracts and associated costs of setting up and dealing with these contracts. It may also mean higher cost of supplies if the scale of output of individual suppliers is now insufficient to reap economies of sale fully.

· Vertical integration: It may be possible to eliminate the problems of market exchange and its associated transaction costs by full-scale combination of the two stages of production in one firm. This may be achieved by internal expansion, merger or acquisition
· +: It may help to synchronise and align the objectives and actions of those involved in both sides of the transaction so that they are not against each others interests.
· -: See below.

· Tapered integration: It involves partial integration backwards or forwards. The firm sells the same product to its own in-house units and to external purchasers or it produces some of its own components and purchases some of these same components from outside suppliers.
· +: It limits the opportunity for external firms to exert hold up threats. The firm may now have the in-house capability to compensate for hold up with stepped up production of its version of the components or, in the case of forward links it may be able to divert downstream supplies in-house. It will also be able to limit the ability of external firms to misrepresent the true situation to them. On the internal side of things, the knowledge that there is an external alternative should have a beneficial effect on incentives and help keep the firm’s own in-house units on their toes.
· -: Possible sacrifice of economies of scale by having at least two separate sources of supply or methods of distribution for an activity, as well as the fact that the firm has to deal with two very different methods of organising the vertical chain when there is a tapered solution.

4.6 The Costs of Vertical Integration

Vertical integration is the most radical solution to the problems of market exchange because it involves not simply compensating for or preventing some of the costs of market exchange as a method of organising transactions; it involves changing the method of organising entirely.
Some Costs of Vertical Integration:
· Different competences: Vertical integration may involve the firm moving into areas in which it has little or no competence and sacrificing gains from specialisation.

· Dangers of specialisation: One of the ironies of vertical integration is that while firms may sacrifice the advantage of specialisation, they may still be vulnerable to its danger. Vertical integration is not a form of diversification. It may be diversification in terms of the skills required; it certainly is not diversification in terms of tying to avoid dependence in one business.

· Lack of flexibility: Vertical integration can lock in a firm to a limited range of sources and outlets. The firm may be faced with the loss of the choice the market system provides, such as variety of choice and flexibility to choose the cheapest or best option on a case-by-case-basis. If vertical integration is something the whole industry has pursued.

Vertical integration foreclosing entry:




· Sacrifice of economies of scale: If you integrate forward or backwards, the resulting scale of activity in the stage you are integrating into could be much less than if it was separately owned and had many trading partners in its vertical chain. This could mean sacrifice of economies of scale and relatively high cost operation.

· Dampened performance incentives: This can breed complacency on the part of the in-house units who may see themselves as having a guaranteed future irrespective of their performance.

· Large size: Clearly vertical integration creates a bigger firm because it combines what would have been two separate firms into one bureaucracy.
When vertical integration is combined with indivisibilities such as plant necessary to exploit economies of scale, it can lead to a considerable increased scale of firm.

Vertical integration and the problem of indivisibilities:




· Vertical relations with rivals: Suppose in the figure above that the only real problem of transaction has been concentrated in relations in A and C, and these two firms resolve these problems by merging and becoming vertical integrated. The problem is that these transaction cost issues, may be resolved only by creating others. 

Now that A and C have merged, firm B finds that its supplier also now is a rival C. Its supplier A might make reassuring noises that it will treat B and C even-handedly, but in the world of bounded rationality and opportunism, why should B believe that?
These problems of vertical relations may explain why vertical integration may spread quickly through one sector.

4.7 Choice of Strategy

4.7.1 Features Encouraging Market Alternatives:
1. Stable and predictable demand and supply conditions
2. Standardised product
3. Many firms at each stage
4. Few other vertically integrated firms
5. Transaction-specific investment not required
6. Well established and widely distributed knowledge of technology
7. Slow-changing or static technology
8. Easy to monitor contractual obligations being fulfilled
9. Little chance of being cut off from supplies or inputs
10. Different scales of production necessary at each stage
11. Different competences required at each stage
12. Reputation important in this sector
13. High chance of repeated buyer-seller relationship

4.7.2 Features Encouraging Vertical Integration: 
1. Unstable unpredictable demand and supply conditions
2. Differentiated product
3. Few firms, at least at one stage
4. Few firms not vertically integrated 
5. Transaction-specific investment required
6. Technological know-how concentrated in pockets in this sector
7. Rapid changing technology
8. Difficult to check that contractual obligations being fulfilled
9. Real fear of being cut off from supplies or inputs
10. Similar scales of production necessary at each stage
11. Similar competences required at each stage
12. Difficult to establish or maintain reputation and trust in this sector
13. Low possibility of repeated buyer-seller relationship

The point to bear in mind is that vertical relations should not to be the first port of call for firms when they are looking for an effective way to organise the vertical chain of production. But if the market alternative begins to be associated with transaction costs, then it may be time to start looking for alternatives. Which solution offers the least administration or transaction costs?

The decision of vertical relation is often expressed in terms of ‘the make or buy decision’

4.8 The Varieties of Vertical Relations

Production transactions: This area has been studied most extensively and general conclusion is that asset specificity plays a major part in the firm’s decision. In general the higher the degree of specificity the more likely the firm will make it itself.

R&D transactions are often characterised by low degrees of asset specificity in that their content would be of great interest and value to rivals of the firm if they could acquire its technological secrets. For this reason firms often do their R&D in their own labs to prevent major leakage of a major source of advantage.

Advertising transactions: Because of above it seems obvious that firms want to do their advertising campaigns themselves. Nevertheless it is usual for firms to contract the job.

Tapered integration involves a mixture of vertical integration and market exchange.

Vertical integration may directly affect costs and market access.
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