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vertical integration

When a company
expands its operations
either backward into an
industry that produces
inpufs ?z/:)r the company’s
products (backward
vertical infegration) or
forward into an industry
that uses, distributes,

or sells the company’s

ycts (forward vertical
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very different company cultures; high management turnover in the acquireq Compgy,

when the acquisition is a hostile one; and a tendency of mmanagers to OVerestiny

the potential benefits from a merger or acquisition and underestimate the prOblem:
involved in merging their operations.'s :

When a company uses horizontal integration to become a dominant industry com.
petitor in the United States, it may come into conflict with the Federal Trade Commis.
sion (FTC) or the Department of Justice (DOJ), two government agencies thyg help
to enforce antitrust laws. Antitrust authorities are concerned about the potentia] fo,
abuse of market power; more competition is generally better for consumers than [egg
competition. Antitrust authorities are likely to intervene when a few companies Withip
one industry try to make acquisitions that will allow them to raise consumer Prices
above the level that would exist in a more competitive situation, and thus abuse their
market power. The FTC and DOJ try to prevent dominant companies from using their
market power to crush potential competitors; for example, by cutting prices whep a
new competitor enters the industry and forcing the competitor out of business, thep
raising prices after the threatening company has been eliminated.

Because of these concerns, any merger or acquisition the FTC perceives as creating
too much consolidation, and the potential for future abuse of market power, may, for
antitrust reasons, be blocked. The proposed merger between the two dominant satel-
lite radio companies Sirius and XM was blocked for months until it became clear that
customers had many other options to obtain high-quality radio programming—for
example, through their computers and cell phones—so substantial competition would
still exist in the industry. Similarly, as discussed in the Closing Case, in 2015 the DOJ
signaled its intention to block the Comcast/Time Warner merger, leading the firms to

abandon the deal.

P 9-4 VERTICAL INTEGRATION: ENTERING
NEW INDUSTRIES TO STRENGTHEN
THE “CORE” BUSINESS MODEL

Many companies that use horizontal integration to strengthen their business modf_31
and improve their competitive position also use the corporate-level strategy of vert
cal integration for the same purpose. When pursuing vertical integration, however @
company is entering new industries to support the business model of its “core” indus-
try, that is, the industry which is the primary source of its competitive advantage anl
profitability. At this point, therefore, a company must formulate a multibusiness MO ke
that explains how entry into a new industry using vertical integration will enhance II;
long-term profitability. The model that justifies the pursuit of vertical integratio” Ie
based on a company entering industries that add value to its core products beca}lsg
this increases product differentiation and/or lowers its cost structure, thus increasiic
its profitability. . o,
A company pursuing a strategy of vertical integration expands its Operat,{OES,e?a,
backward into an industry that produces inputs for the company’s product§§€ba£'kw o
erticaliintegration), or forward into an industry that uses, distributes, or sells the'C}? =
ardiverticaliintegiation). To enter an industry, it may establis
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own operations and build the value chain needed to compete effectively, or it may ac-
quire a company that is already in the industry. A steel company that supplies its iron
ore needs from company-owned iron ore mines illustrates backward integration. An
auto manufacturer that operates its own dealerships illustrates forward integration.
For example, Tesla sells its cars primarily through its own network of retail outlets, of-
tenlocated in high-traffic locations such as shopping malls. IBM is a highly vertically
ntegrated company: it integrated backward into the chip and memory disk industry to
produce the components that work inside its mainframes and servers, and integrated
forward into the computer software and consulting services industries.
Figure 9.1 illustrates four main stages in a typical raw-materials-to-customer value-
~ added chain. For a company based in the final assembly stage, backward integration
Means moving into component parts manufacturing and raw materials production.
FOrWard integration means moving into distribution and sales (retail). At each stage
- Ithe chain value is added to the product, transforming it in such a way that it is worth
more to the company at the next stage in the chain and, ultimately, to the customer.
UIs important to note that each stage of the value-added chain involves a separate
Ndustry, or industries, in which many different companies compete. Moreover, within
“ehindustry, each company has a value chain composed of the value creation activi-
'S We discussed in Chapter 3: R&D, production, marketing, customer service, and
2900, In other words, we can think of a value chain that runs across industries, and
fMbeddeq Wwithin that are the value chains of companies within each industry,
tn, ° a0 example of the value-added concept, consider how companies in each
Sy involved in the production of a PC contribute to the final product (Figure 9.2).

The Raw-Materials-to-Customer Value-Added Chain in the PC Industry
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9.1 Stages ln the Raw-Materials-to-Customer Value-Added Chain A
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materials companies eke SPecialty o,
ocera of Japan, which manufactures the
Companies at the first stage In the chain sef ;-

s of PC component products, such as Intel ar;)d AMD, Which
products to the makgls 0 ; d metals they purchase into C Componeyq
transform the ceramics, chemict ® and emory chips. In the process, companies 4,
such as microprocessors, disk drives, an Xt Hcitme L e anufactured G
value to the raw materials they purchase. il and HP, and these companics doy,
nents are sold to PC makers such as AppIC, % t’o dd value to the finished PCs (thay
deeger e putrChasce)nirrlf;ic:1 irsg:llufzcturer). At stage four, the finished pcy

rce to a _

;frlzyt}rlgik;t(});:ro E;Tglziirectly to the final customer over the intertne’i,horﬁsolld to retaj].
ers such as Best Buy and Staples, which distribute and sell them to 5 e tr;)a customer.
Companies that distribute and sell PCs also add yalue to the pro uct because they
make the product accessible to customers and provide customer service and support.

Thus, companies in different industries add value at ejach stage in the raw-r.nater'lals-
to-customer chain. Viewed in this way, vertical integration presents companies with a
choice about within which industries in the raw-materials-to-customer chain to operate
and compete. This choice is determined by the degree to which establishing operations
at a given stage in the value chain will increase product differentiation or lower costs—
and therefore increase profitability—as we discuss in the following section.

st raw-
The first stage in the chain includes

: v Hie
ramics, chemicals, and metal, st .
ramic substrate for semiconductors.

9-4a Increasing Profitability Through Vertical Integration

As noted earlier, a company pursues vertical integration to strengthen the business
model of its original or core business and improve its competitive position.!” Verti-
cal integration increases product differentiation, lowers costs, or reduces industry
competition when it (1) facilitates investments in efficiency-enhancing, specialized
assets, (2) protects product quality, and (3) results in improved scheduling.

Facilitating Investments in Specialized Assets

perform a specific task, and the value of which
use.'® The asset may be a piece of equipment that
or skills thaF a company or employees haye acq

A specialized asset is one designed to
is significantly reduced in its next-best
has a firm-specific use or the knowhow
uired through training and experience.
these assets allow them to lower their

plier can make higher- - By investing in these assets, & SUP"

Vide its customers with a differentiatio?
N charge jtg customers a lower price ©
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I aglne hat I O]d h(ls developed a unlque, C€ner y=Savin 2 els:
& 1 1 amatlca ly lCI@'dSe fuel I g g

- effici and dj :
of its rivals, giving it a major COmpeti'iie\?ec}; gnd differentiate Ford’s cars from those
vantage. Ford must decide whether to

the system in-house ical i :
ki 4 fetisol mteg.rathn) Of contract with a specialist outsourc-

used to manufacture any other ty
maker. Thus, this is an investment

i i : -’al engine made by this specialized equipment.
The supplier realizes that this puts Ford in a strong bargaining position, and that Ford

might use its buying power to demand lower prices for the engines. Given the risks
involved, the supplier declines to make the investment in specialized equipment.

Now consider Ford’s position. Ford might reason that if it outsources produc-
tion of these systems to an outside supplier, it might become too dependent on that
supplier for a vital input. Because specialized equipment is required to produce the
engine systems, Ford cannot switch its order to other suppliers. Ford realizes that
this increases the bargaining power of the supplier, which then might demand higher
prices.

The situation of mutual dependence that would be created by the investment in
specialized assets makes Ford hesitant to allow outside suppliers to make the prod-
uct and makes suppliers hesitant to undertake such a risky investment. The problem
1sa lack of trust—neither Ford nor the supplier can trust the other to operate fal.rly
in this situation. The lack of trust arises from thq risk of ho.ldup—t.ha.t is, being
taken advantage of by a trading partner after the investment in spec1ahzec} assets
has been made.!® Because of this risk, Ford reasons that the only cost-effective way
{0 get the new engine systems is to invest in specialized assets and manufacture the
e in- e :
" T sencralse from his exampl, if achieing a compettve advantage requires
One company to make investments in specialized assets so it ca:x r;r: eI:l :;1 o I?enola:;’
the risk of holdup may serve as a deterrent, anq .thefmvestm:galizaifion D) eplost.
Consequently, the potential for higher pTQﬁtablllty from ZP MR T e
0 prevent su’ch loss, companies vertically : ntegrat?ﬁl n‘fossil:tiahave dri%en automobile
chain Historically, the problems surroundlr}g spectlic dduction Silamnat e
Companies to verti,cally integrate backward nto th_e pr(t)l eSS nnulns o

Steel compani tically integrate backward 1pt0 DEAR duction, and ’alumi-
panies to vertc : backward into chip production,

Puter companies to vertically integrate e e mining. Often such firms

num companies to vertically integrate baCﬁ ‘:’n makes some input and buys some input.

Practice tapered integration, whereby the fir iven input from suppliers enables the firm

Urchasing part or most of its needs for a &

i X iers that are compet-
osing from suppliers : )

kefietE Ch}?e progduct). At the same time, me.et}ng
duction improves the firm’s bargalmgg
supplier. A firm that is engaged in

the cost and quality of external
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holdup

When a company is
taken advantage of by
another company it does
business with after it has
made an investment in
expensive specialized
assets to better meet

the needs of the other
company.

tapered integration

When a firm uses a mix
of vertical integration and
market fransactions for a
given input. For example,
a firm might operate
limited semiconductor
manufacturing while also
buying semiconductor
chips on the market.
Doing so helps fo prevent
supplier holdup (because
the firm can credibly
commit fo not buying
from external suppliers|
and increases its ability
o judge the quality

and cost of purchased
supplies.
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ing i ‘ag at other stages of the

. : entering industries 'a the valy,,
Enhancing Product QUOI"Y] c],gf){-en enhance the quality of the products in jtg Cofe
dvantage. For example, the abiliy y.

added chain, a company Cald'ff il ionne
i st its different! : .
business and strengthen Prcomplex-@ omponents such as engine o

control the reliability and performance e dvant .
transmission systems may increase a Company’§ comp?tlethCe (?n di:i O?l%eim t}}:e quury_
sedan market and enable it to charge @ P Pre 1S 1N the banay,

] integration in maintaining Producg

industry also illustrate the importance of vertical int o s
quality. Historically, a problem facing food companics that import bananas has bee,

the variable quality of delivered bananas, which often arrive on the ShfilVeS of US§,
supermarkets too ripe or not ripe enough. To correct this p roblem, major U.S, food
companies such as Del Monte have integrated backward and now own banana play.
tations, putting them in control of the banana supply. As a result, they can distriby
and sell bananas of a standard quality at the optimal time to better satisfy customerg
Knowing they can rely on the quality of these brands, customers are willing to pa;}
more for them. Thus, by vertically integrating backward into plantation ownership
banana companies have built customer confidence, which has in turn enabled them t(;
charge a premium price for their product.

The same considerations can promote forward vertical integration. Ownership
of retail outlets may be necessary if the required standards of after-sales service for
cornplex products are to be maintained. For example, in the 1920s, Kodak owned
retail outlets that distributed its photographic equipment becaus’e the o
that few existing retail outlets had the skills necessary to sell and s T o

: : service 1ts complex
equipment. By the 1930s, new retailers had emerged that could id o
distribution and service for Kodak products, so it left the retail i gTOVl S

McDonald’s has also used vertical integ’ration to prot G i i
crease efficiency. In the 1990s, McDonald’s faced 4 l(; P L
growth, the fast-food market was beginning to sh ki bt S Flecades iy
responded to the slowdown by rapidly expagndin OV;)’ eV cDonald
new restaurant openings were abroad: in 1990 'tg : rand & dottiicchais
McDonalds had 14,350 restaurants in the i@ it was 60%, and by 2000, 70%. In 2014,
110 countries outside the United States.2' Re Ii{ted‘ States,‘ and 21,908 restaurants in
g(l)e kf}{ i essful global B o a'nd spi gzﬁﬁ of its value creation skills was

untries and regions in which it operates. McD ,e S T Bonaldsin the
onald’s U.S. success was built on a for-

mula of close relations wi i
with suppliers, natj i
over store-level operating procedures, 2 ltematkoting might, and tight control
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qegetable plots. I; alsso nteiled,:d to construct the world’s largest food-processing
ot great cost hl? oul d merica, McDonald’s purchased huge ranches in
. upon which it could raise its own cattle. In short, vertical integration has

i McDonald’s to protect product quality and reduce its global cost structure.”

ed SchedU"“Q. Sometimes important strategic advantages can be obtained
al integration makes it quicker, easier, and more cost-effective to plan, co-
ate, and schf;dule the transfer of a product such as raw materials or component
Letween adjacent stages of the value-added chain® Such advantages can be
gl when 2 company wants to realize the benefits of just-in-time (JIT) inventory
. For example, in the 1920s, Ford profited from the tight coordination and
.o that back\yard_ vertical integration made possible. Ford integrated back-
to steel tjoundnes,v iron ore shipping, and iron ore production—it owned mines
per Michigan. Deliveries at Ford were coordinated to such an extent that iron

oaded at Ford’s steel foundries on the Great Lakes was turned into engine
;s:withjn 24 hours, which lowered Ford’s cost structure.

ertic

Problems with Vertical Integration

.l integration can often be used to strengthen a company’s business model
rease profitability. However, the opposite can occur when vertical integration
in (1) an increasing cost structure, (2) disadvantages that arise when technol-
hanging fast, (3) disadvantages that arise when demand is unpredictable, and
 mismatches in optimal scale. Sometimes these disadvantages are so great that

integration, rather than increasing profitability, may actually reduce it—in
case a company engages in vertical disintegration and exits industries adjacent vertical disintegration

re industry in the industry value chain. For example, Ford, which was highly ~ VWhen a company
ally integrated, sold all its companies involved in mining iron ore and making d?cides o exit indusfries,
when more efficient and specialized steel producers emerged that were able to either forward or
L e steel backward in the industry
y I p : vocliue chain, to its core
g industry fo i
gration is often undertaken to lower proﬁmgimyfncreose

reasing Cost Structure Although vertical inte
ompany’s cost structure, it can raise costs if, over time, a company makes mistakes

as continuing to purchase inputs from company-owned suppliers when low-cost
dent suppliers that can supply the same inputs exist. For decades, for example,
company-owned suppliers made more than 60% of the component parts for its
les; this figure was far higher than that for any other major carmaker, which is
y GM became such a high-cost carmaker. In the 2000, it vertically disintegrated
ing off many of its largest component operations, such' as Delhi, its electrical
nents supplier. Thus, vertical integration can be a major disadvantage when
y-owned suppliers develop a higher cost structure than thgse of independent
rs. Why would a company-owned supplier develop such a high cost structure?
his example, company-owned or in-house suppliers know that they can al-
Il their components to the car-making divisions of their company—they have

¢ customer.” Because company-owned suppliers do not have to compete

hindependent, outside suppliers for orders, they have much less incentive to look
/ ways to reduce operating costs or increase component quality. Indeed, in-
increases to the car-making divisions in the

suppliers simply pass on cost
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transfer pricing

The price that one
division of @ company

charges another division

for its products, which

are the inputs the other

division requires to
manufacture its own
products.

. o5 one division of a company charges

¢ suppliers which constantly neg
etitive advantage, in-house supp
g cost structure reduces a comp

t or
d ¢,
ligrg
any’s

. < 1 oher transfer prices
form of higher transfer p o independe

divisions for its prpducts. o g ot

increase their eﬁicmngy to Plol esulting visin

face no such competition and the

profitability. ;
The term bureaucratic cos

ial i jencies an ; oS!
sthatied e 141:eﬁt”1; 1;e)romote increased differentiation, or to e
iness units
exchanges between busines

e t structure. Bureaucratic costs become & sllgplﬁcantd C‘E;nponent 5
i S ture because considerable manageria time and effort must y,
a company ds cosz,rS terlljlrcniunrate managerial inefficiencies such as those that resu}t when
zgf:ll;;r?y{f);;:d suppliers lose their incentive to 1ncrease efficiency or innovation.

sts of solving the transaction difficy.

: the co
ts refers to d the need to manage the handofrg h

When technology 18 changing fast, Ver.tical integration may
fficient technology and prevent 1t from changing to 4
business model.>* Consider Sony, which had inte.
grated backward to become the leading manufacturer of now-outdated cathpde ray
tubes (CRTs) used in TVs and computer monitors. Because Sony was 'loc.kec! mto the
outdated CRT technology, it was slow to recognize that the future was in lquld crystal
display (LCD) flat screens and it did not exit the CRT business. Sony’s resistance to
change in technology forced it to enter into a strategic alliance with Samsung to supply
the LCD screens that are used in its BRAVIA TVs. As a result, Sony lost its competi-
tive advantage and experienced a major loss in TV market share. Thus, vertical inte-
gration can pose a serious disadvantage when it prevents a company from adopting
new technology, or changing its suppliers or distribution systems to match the require-
ments of changing technology.

Technological Change 1
lock a company into an old, ine
new one that would strengthen its

Demand Unpredictability Suppose the demand for a company’s core product, such
as cars or washing machines, is predictable, and the company knows how many units
it needs to make each month or year. Under these conditions, vertical integration
allows a company to schedule and coordinate efficiently the flow of products along
the industry value-added chain, which may result in major cost savings. However,
suppose the demand for cars or washing machines wildly fluctuates and is unpredict-
al?le. If demand for cars suddenly plummets, the carmaker may find itself burdened
with warehouses full of component parts it no longer needs, which is a major drain
on proﬁtablhty'—something that has hurt major carmakers ’durin the recent reces-
sion. Thus, vertical integration can be risky when demand i %1 le because it
is hard to manage the volume or flow of prod g pnisdiciatle e
products along the value-added chain.
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integrate if’ the new businesg haspr;)l‘-llde Oth. :
ably utilized by the current busir?e 1gher minimum efficient scale than could
hich operates a dockless electric s COSS'tCon51df:r, for example, a company like
rs locations where it believes cust oter sharing service, Lime leaves cloctric
'?‘Ep'p'lication )i el Orilers Wwant to use them, and customers
ttery on a typical Lime electric scootgil}?: 3 %le e i e e
hours to fully charge. Lime pays “jui ”s ol 25-m1.1e e
i, fi 5 Juicers”—people who sign up to be indepen-
ontractors—to pick up the :
e E scooters, charge them overnight, and drop them off
o oftefrgl ;(‘) re y 1me. Because many people are riding Lime’s scooters dur-
ay, commuting purposes, their batteries are discharged much more
an the average consumer’s scooter. Thus, many scooters spend a large por-
e qay sitting idle because their batteries are dead. For Lime, a scooter with
rging battery with a longer range would significantly enhance the value of
hile also streamlining its operations. However, it is not feasible for Lime to
vertically integrate into manufacturing scooters or batteries because pro-
n because both have very large fixed costs, and their minimum efficient scale
 size at which they could compete efficiently against competitors) is very large.

um, efficient, scale scooter manufacturing plant, for example, would produce

cooters than Lime needs, meaning that it would have to find other buyers of its
lude competing electric scooter services.

ange scooters, which would likely inc o ‘
Lime opts to buy scooters that are not optimized for its purposes.

€re it appears that vertical inte-
er benefits, it can be inefficient to

':';ALTERNATIVES TO VERTICAL
INTEGRATION: COOPERATIVE

" RELATIONSHIPS

l . savings advantages a.ssociate:d with
e dlffegen bear the problems and costs associated with this
S level strategy that managers can

orate- :
is there another S hile allowing other companies to

In other words, 18 10 2L s
.. A u'l:i,gsl‘;aToday, companies have found tl_lat t‘hey
oy ical integration by entering mnto

dustries along the value-added
d include, for example, shar-
ntory, or making long-term

tjation and cost-
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ation. Such moves cqul
ion assets Of inve

£

quasi integration

The use of long-term
relationships, or
investment in some
activities normally
performed by suppliers
or buyers, in place of full
ownership of operafions
that are backward or
forward in the supply
chain.




