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VERTICAL INTEGRATION IN THE CANADIAN FOOD INDUSTRY:

IN RETROSPECT AND PROSPECT*
om P. Tangri-and George F. Skinner*#
SCOPE AND OBJECTIVES

In line with its broad terms of reference, the basic objective of

.fth:s study 1s to provn.da an exPloratoly ‘and hackground ana1y31s of market_

structures and vertlcal 1nte5rat10n in the Canadlan food 1ndustry.

':; SpeC1flcally, the obgectlves are to.

1. Analyze the deflnltlon and concepus of vertlcal 1ntegrat10n as’
they apply to the major levels of food production and dlstrlbutlon in
Canada in both uhe static and dynamlc context;

2. Examine the causes and effects of vertlcal 1ntegratlon and
factors contributing to changes over time; and .

3. Derlve significant 1mnllcatlons of’ vertical 1ntevlat10n in the
food industry for consumer and’ puollc 1nterest

‘ Although the prlmary obgectlve was %o focus on past and persPectlve
.vertlcal integration in the Canadian food 1ndustry, a. rev1ew of the cor-

.responding trends in the United States was-con31deredilogical.1n view of

‘

V the geographlc and economic proplnqulty between the Canadlan and Amerlcan -

economies. The empirical information avallable on vertlcal 1ntegratlon

- in both Canada and the United States is, admlttedly,'scant. However, a

"side~by-side" review of vhatever information is available on the  two

*The a531stance rendered by Allister chkson at the concludlng
staﬂes of this Report is swncerer apprec1afed

*#%¥The authors are Professor and Graduate Pebearch A351stant
respectively, in the Departuert of Agricultural Economics, University of
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) enonomles has prov1ded a better appreC1at10n of the theoretlcal explanatlons

smd’ 1nst1tut10nal forces underlylng the phenomenon of vertlcal 1ntegrat10n

[y

.than would have been pos31ble throuvh an 1solated study of Just the

Canadlan-food industry. .

LITERATURE REVIEW

L. Concepts and Definitions

The term Vertical Integration, by definition, describes the intermdl -

structure of a business enterprise which undertakes two or more successive

operations in the production and/oi marketing of a pfoduct and/br.service.~

The.éfages involved in the trénsformatibn'of a raw material in its natural

.>afa£e to a finished product for the uliinate consumer, however, are‘not

- normally so clearly defined as to facilifate the classificatiqﬁ'of a firm's

operation as either specialized or vertically integrated. Indeed, ‘the
vaiious‘processes required to produce.any particular gdod may be sub-
divided, for descriptive or analytical purposes, to such an extent that

-virtually every firm producing that product may be said to be vertically

“integrated.

For practlcal purnoses, traditional stages of productlon in a

:firm must be recognlzed as Cmelnatlons of those operations Uthh

- quite naturally and logically are performed as one. A vertically inte-

grated firm, then, may be defined as one whose oﬁerations Span across the

accepted boundaries between'quite distinct phaées in the production

~or marketing of a good. This definition (thaf is, in terms of industry

convention) may be, roughly‘speaking, based ﬁpoﬁ stages at which the

b 2 e . £y B s A op EET e 2 4 o Tl o aPrmnrt it b
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producf concerhed is.considered to'ce “saleble.ﬁ .If a firm‘has fhe optioc ;
to produce for itself or to purchase some factor of productlon, and chooses
to produce for itself, then that f11m may‘be unequlvocally claSS1f1ed as
vertlcally 1ntegrated Slmllarly, 1f a flrm has the optlon of Selllng its

output at one stage of productlon but dec1des, rather, to further process

1t prlor to sale, then that flrm also may be referred to as vertlcally

“In practlce, bu81ness enterprlses can be found which enyelope all

phases of productlon from raw. materlal extractlon to retalllng, Whlch

‘ are very hlghly spec1allzed in -one phase'of the productlon process, oOr

"which combiﬁe"éeveral ciosely related pheses.' Thus,hwhen reference is made

to vertical 1ntegrat10n, the matter of degree beCOmes very . 1mportant and

the question of when and how much vertlcal 1ntegratlon a firm would atﬁempm

is closely llnked W1th the flrm s,obaectlves,and asP1rat10ns.

B. Objectives of the Firm

~ The flrm will select vertical 1ntegratlon as a form of business
organlzatlon only when such a dec131on is expected to achieve its ultlmate

obaectlves. In theory, the over—rldlng goal of all flrms is assumed to be

that of maximizing proflts.' In practice, however, the decision to verticelly'

integrate may be on]y one part of a total marketing strategy. A firm's °
cbjectives may range from cost or risk minimization to the maihtenence of
a status quo.position, :becisions nay be made whicﬁ afe designed to satisfy
only the perSonel objectivee of ﬁhe'top executives or they‘may be designed
to fulfil some community socialebecefit objectives.' The possibilities are

virtually unlimited. In any given industry, the survival of vertiCali&
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iptegrated firms is determined by their ability to coordinate the exchange

function between the various levels cf'production as well’as, or better than,

the. competitive'market forceé‘in aation. As Edwards noted, "The coordinating

 funct1on of the admlnlstrator is. tested agalnst that of the market.

'1,Spe01allzed'act1v1ty is tested'agalnst.act1v1ty less specialized. The

result may be the survival 5f more than one pattern or the elimination of

'"all but one."1

Dependlng upon the structure and conduct of the 1ndustry, a number

- of potentlal advantages may ex1st Whlch favor a vertlcally 1ntegrated

' structure of the.flrm_ln that 1ndustry: f

Technical economies of production and/or distribution may arise

-through combining successiVe'stages under one management. - The costs
" 'associated with handling, packaglng and selllng materlals nay be reduced

:or ellmlnated by av01d1ng an exch&nge of ownershlp._'

 Additional security may be attained through Qertical integration.

- - That is,lrisk and unceftainty (and.their related costs) with respect to.

T
i

the stability of future input supplies and product markets may-be-reduced

‘ by the ezten31on of control to successive levels of productlon. The

‘quality of 1nnuts recelved may be more closely controlled in vertlcally

integrated firms. Thls may also reduce the necesstty (and cost) of

- maintaining large- ‘stocks in 1nventory._

Corw1n D. Edwards, "Vertlcal Integratlon and the Monopoly Problem,"
in Werner Sichel, Industrial Organization and Public Policy: Selected
Readings (Boston: Houghton Hifflin Co.,_l96{), p. 175.
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‘The cost-price squeeze may. be av01ded or minimized through vertlcal

_ integratlon by a firm subgect to 1mper1ect competltlon.' Faced by ollgo—-

_'pollstlc suppllers, ‘a firm may “be able to obtain lower—cost inputs through

backwarﬁ 1ntegrat10n (vy produC1ng them for 1tself) Faced by ollgopsonletlcV

o buyers, a firms may. be able to obtaln hlaher product prlces through forward

SN N TE aE aE e ‘ ’ ' - - U : ‘ . .
B N O N AN N N BN G S EE E e
) . X . . n . . - : s . ¥ ‘o
) .. . . . . 7 . . . i . e
. . . . .

. 1ntegrat10n by further prooe351ng the goods prlor to sale and/or by settlng
up 1ts own retall outlets. In effect, either course of action is an attempt ‘
to bypass non-competltlve prlces at varlous stages in the productlon

. dlstrlbutlon sequence. Thls nay be effectlve in all but the 1n1t1al .  A -

" . and final stages, where 1t is llmlted by raw materlal avallablllty or con~
sumer demend. - ‘:u‘ ;i_-:‘ ‘.1S,'_ﬂ L - '>'» R B ;;

A firm may view vertlcal expansion as, 51mply, 8 profltable 1nvest—'

ment alternative. The 1nvestment dec131ons would, presumably, consider

" the expected rPturns from vert:ca] expan31on relatlve to those from

’elther further horlzontal expan31on or growth by dlver31flcatlon ("con—

glomerate corporation"), In addltlon, if the orlg;nal f;rm_le large

enough it will be able to‘guarantee markets (or sources of supply),fo the -
.V-new venture, essentially:feplacing its fofmer inpu{ suppliers (dr custoﬁefs).
.Furthermore, expan31on into a dlfferent market level does not risk. the |

p0351b111ty of reduc1ng the market share of the original firm gt the

primary level.

The institutional characteristics of an economy may, in fact, en-

‘courage this form of business organization. .In particular, as Scherer

has noted:




n
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Turnover or sales taxes on intermediate products, like the one

~ levied in Germany until 1968, create incentives for.firm size increases k
‘through vertical integration, -since by 1nternallzlng the various stages:

- of production, a firm can avoid paylng the tax whlch would be lev1ed
on inter-firm transact:.ons.2 ‘ :

Finally, vertical integration may allow a firm to grow, thus

'-1ncreaS1ng 1ts stabllltv and market power,<W1thout rlsklng government antl—t'

monopoly reactlon.' Concentratlon ratlos, used to measure the degree of

-monopoly power found in an 1ndustry, are frequently based upon sales_l‘

olumes.- Since vertical integration does not necessarily show an increase

“ in a flrm s sales, these ratlos are not affected by growth of thls klnd.

In addltlon, vexrtical 1ntegratlon may be absolutely necessary

 for some.firms when, for example, satisfactory;supplies or suppliers of a
specialized input are.not available. This can often be the case for newly .-

., developed products.

From the foregolng, it'is apparent that dlfferent flrms can opt -

for vertical 1ntegrat10n for different reasons. A further p01nt that
deserves emphasis in this context.is that these different reasons canhalso

1nfluence a firm's declslon in adoptlng the speC1f1c form (or 1nstrumentallty)

from among many forms of vertlcal 1ntegratlon.

) :

- F.M. Scherer, Industrial Market Structure and: Economic Performance
- (Chicago: Rand McNal]y and Company, 1970), p. 125, -

Tpre

i
H
1



%5 ¢ Ry o e i b

N IR GE NN N W AN M AN B B R Y G O E oEm e oW e

: C.‘ Instrumentalities of Vertical .

. Integration~

P

The essence of vertlcal 1ntegratlon 11es in the control of

successive stages of the productlon and/or distribution prOCeSS by one

: decmslon maklnﬂ body. In terms ofrthelr effects, therefore, several forms
_,of bu31ness arrangement, be51des those 1nvolv1ng dlrect ownership, may well

- be consldered as dlfferent 1nstrumenta11t1es or varlants of vertlcal inte-

gratlon. Examples of such contractual arrangements are formal agreements

._.between producers and prOCessors, developed prlor to productlon, the

" leasing of facilities by a firm at onevlevel,from a firm at a successive

. level; and the performance of certain- types of custom work (e.g;,.custom

- livestock feediﬁg) by.a firm at one 1eve1 for another at & successive

lerel Tying arzangemenus (for example, the eupplylng of 1nputs to & flrm

on the provmso that it, in turns will sell all or most of;;ts output to the
1nput suppller) would elso qualify as another form'of vertical integratioh.

Co—operatlve organlzatlons composed of (or government bodies actlng on

,: behalf of) firms at one stage whrch perform functlons at another stage (for

1

- example, marketlng boards or, in fact the Canadian Wheat Board) might

- 21so be considered as forms_of vertical 1ntegratlon.§ In all such cases of

different forms of vertical integration, however, the common characteristic

of significance is the control of some activity at one level from a

successive (higher‘or lower) level in the sequence of production and/or
distribution. And an important question common to all such cases is:‘
what light cen economic theory shed on the phenomenon of vertical inte~

gration and its many ramifications?

:
§
4
i
¢

o

s
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EOOBOMEGS OF VERTICAL INTEGRATION |

Untll recently, the study of vertlcal 1ntegrat10n was 11m1ted

‘ﬁﬁf largely to the fleld of Industrlal Organization., More often than not
i'ECDDleStS tended to view it as.a pecullarlty of the real world rather than
‘as a phenomenon characterlzlng the structure and conduct of firms whlch-

- merits detailed theoretical analysis. . In more: recent years, however, many

economlsts have: attempted to reconcile some of the différenCGS»between

" thelr theory and the real world in order to test and improve the credl—'_

) blllty of their theoretlcal qonstructsu An economlc_gnalys;s of vertlcgl

iniegration at this fime, thefefore, would‘seem Quite co@patible with this:

'reéent’activityAcf'economists. The purpose of this section is not to
T éuppiant the existing theory of the fifm, but'ra{her, to enhance.it bj

: expllcltly'lntrodu01ng the vertlcal dlmenS1on as ano»her source of growth

available to the entrepreneur. ‘

.‘A. A Tbeoretlcal Scaffoldink for Ana1y31s

of Vertical Irueqratlon

- The conventional theory of producfion'is concerned primarily with

the profit maximizing rate of output of'eﬁd ﬁroducté_by firms. Thiéi
Cimplicitly assumes that the vertical structures of those firms remain

eésentially,ﬁnchanged throughout the time period of the analysis. Cléarly,

this constitutes a serious divergence from reality. TFirms may influence

their absolute profit levelsinot'oﬁly by adjusting.theif rate of‘outﬁut‘

but also by adjusting the extent to which inpﬁts are iransformed prior to

their sale as a product. Several distinct processes in the‘sequence of

APBAE. LA L st HOBIS G tndy SRS epts & PP’ st a» e Vi S 1 e
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productlon nay be performed by one flrm, thus expandlng 1ts vertical

dlmen81on, w1thout ‘affecting its horlzontal size or its rate of output of

:the flnlshed product. -

Generally, mo+1vatlon for a flrm to 1ntegrate vertlcally w111 exlst

.only when it is. p0531b1e for the flrm to increase its proflts by d01ng 0. :

'AWhen “excess monopoly proflts" per51st at one or more stages of the

»;productlon sequence, the firm may be able to 1ntegrate 1nto those 1evels

-_and share in the "excess" proflts. These excess proflts (or losses)

xperlenced by “unlntegrated" flrms at successive stages of the productlon'

" process may result from those flrms‘ eff1c1ent (ox subnormal) performance

and/or poor market coordlnatlon.« Such a situation would prOV1de a necessary,

althouéh not suffioient, condition«for vertical integration between those

'firms. As Corwin EdwardS‘stated4l "So far as we can rely upon competltlon

‘to apportlon success and fallure on the ba51s of eff1c1ent performance, ve

-can expect vertical 1ntegratlon to establish itself because it does some-

thing to’ remedy defects in market coordlnat:.on."3
Monopoly control or publio:regulation, resuiting in a poorly

functioning price system, canfbe one of the most important forces that

leads firms into vertical integration. According to'Stigler; "this phenomenon -

was“strikingly illustrafed by the. spate of‘verticél nergers in the

. United States during and immediately after World War II, to circumvent

‘public and private price control and allooations."4 The most powerful thrust

3Edwards, op.cit., o. 175.

4Gemge J. Stlgler, The Orsanlzatlon of Industry (Howewood T1llinois:

" Richerd D, Irwin, Inc., 1968), p. 136.
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behind this wave of vertical integration was ".ﬁ,the failure of the price .

system (because offmonopoly or public regulation) to olear markets at

' prlces wlthln the llmlts of the marglnal cost of the product (to the buyer

if he makes 1t) and 1ts marglnal—value product (to the seller 1f he further

| ‘fabrlcates_lt)."s Flgure_l 1llustrates‘the»ba310 rationale.
.~ If the "regulated” price'for°a gdod was set at (OH, producers uould
"xsupply OX units. However, 0X. unlts of output represent a marglnal value

" of ON to buyers who, presumably, use the good as an 1nput in the pro-

ductlon of some other good There would thus exist some incentive for the'

',supplylng flrms to 1ntegrate vertlcally 1nto the succeedlng stage of pro--'

-"ductlon. Such action would enable them to operate at an effectlve price

equal to YC, produ01ng and proces31ng 0Y urits of the. Eood The net galn

"to the 1ntegrated flrm is represented by the shaded area, ABC. “ThlS'"
. accordlng to Stlgler, “was the ratlonale cf the - 1ntegratlon of radlo

manufacturers into cabinet mahufacture, of steel firms into fabricated

products, etc,"6 duringvaud after'World Wér IT in the bhited Ststes;

7~ The effect of vertical 1ntegrat10n upon a flrm s pattern of costs .

is 1llustrated in Flgure II. The curve AA represents the firm! s_average

cost for_varlous 1evelsAof\output of good X. Suppose Y is some input

. used in the production of X and its price to the firm is fixed at the level

0Py (due to the fact that the firm buys only a small amount of Y relative

5

Loc. cit.

6rvid., p. 137.
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Sourée: George Stigler, The Organization of Industry, (Homewood
Richard ‘D. Irwin, 1968), p. 137..
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-

f' to the total demand for Y). Further suppose that the curve BB renresents

the average COotS of produclnv enough Y to allow the: corre3pond1ng

productlon of X. In this dlagram the~curve BB has been so. drawn that, within ,

‘__a_certain range, Q,Q,, the cost te~the’firm of producing Y would be less
" than the cost of purchasing it, OPy. That is, ‘within'*t';he segment QiQ‘z,f

- there exists some incentive for the firm to integrate into the industry

level, producing Y. If it is assﬁmed that the production'of Y is independent ‘
of all of the other functions performed by the flrm (i.e., mo technlcal

savings or addltlonal costs are - experlenced as a result of 1ntegrat1ng

'1nto the productlon of ¥) the releVant average cost functlon of the firm's

As this diagram has been drawn, it appears that the firm can attain
a lower absolute minimum cost through integrating into the production of ¥
and producihg % at some point between Q; and Q,. This may not be alway3~

i

:'possible. Howeﬁer,'the important point to note is simply-that {here may

.exist some range, such as Qle; within which the average'cost of producing

|
!

- X may be reduced by verticallv integrating the production of Y and, thus,

obtalnlng it at a lower cost than is evallable through purchase. If'this
range happens to be in the vicinity of the prev1ous minimum cost level of
eutput, then vertical integration would tend to make the new minimum eVen--
lower. | | | “
.It may be arguea that in many cases, the level of Y productioﬁ |
vhich resﬁlts in an average cost below OPy ma& be.well.in excess of'fhe

firm's own requirements. Increasing the production of X in order to attain
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The firm will still produce OQl-of X but at a lower average ccst (OG
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1_ lower cost Y in such cases, therefore, may qulte p0331b1y result in an

‘--1ncrease in the total cost of productlon.. Whlle the pOlnt is valld it

does not, in'itself 'constitute an argument agaiust verticalvintegration. :

-".>After all, the flrm may be able to produce Y at its pinimum average cost
."‘1eve1 and sell the amount 1n excess of what it needs (to produce X to attaln
o the lowest average cost level of X) at a prlce greater than the cost of .
- produclng Y. Flgure 3 111ustrates thls p0831b111ty. By 1ntegratlng 1nfo

: the productlon of Y, the flrm is. able to procure any amount of ¥, up to

‘ the amount required to produce OQ_:oi X, at_lts minimum average ccst, OCy;'

" The cost reductlon thus achleved in ihe productlon oi input Y in turn,

reduces the -average cost curve for the ent]re operatlcn from AA to CC.

" rather than OD). The net gain to the firm is represented by the area DEFG. .

B. Some Conclusions and’Imolications__-

As the preceding discussion euggests,_it is virfually impossible

" to make a generalized statement as to the desiraoilitj of vertical inte-

:Vgration in the economy. Each specific instance must be carefully examined

and judged for its effect on the structure, conduct, and performance of

competitive forces in the market.

In some cases fhe coordination cf several successiue functione_
.within oue firm may leadvto more‘efficient production.- Complementary
technological relatlonshlps may lead to a 1ower overall cost of productlon.
The dupllcatlon of unnecessary functlons nay be avoxded In addltlon,

. . L . - . .
vertical 1ntegrat10n may enable a firm to withstand the pressures of

B 2. o
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Note: The curve BB is drawn in terms of the unit cost of input ¥ requlred
to _produce various quantities of X.
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competing-against'olig0polistic suppliers'or oligopsonistic buyers, thus

‘ actlng to support a greater degree of competltlon.

" In other 1nstances, howeVer, vertical 1nteoratlon may contribute

'~to the decllne of competltlon. For example-

...vhen a vertlcally lﬁtegrated concern...controls 2 .substantial
part of the total volume of business done at .one or more levels...
- the fact that [it] extends over several successive levels becomes the
source of special opportunities for the ezercise of business pover.

‘Powefful,_integrated firms can, through price discrimination and

preferential treatment with respect to access to available supplies and

-‘~; mafkets, appiy a éreat dealvof‘preseufe on‘their non—iﬁtegrated'competitbrs.
.‘They can "squeeZﬂ" 1ndependént firms ﬁhen; for e}améle, the independents -
:Aproduce only the flnlshed good but must both sell the flnlshed good at a‘.

‘ prlce competitive w1th that set by the 1ntegrated firms and buy thelr :
inputs at a prlce controlled‘by the 1ntegrated flrms. Thus, by«weakenlng~of‘
:eliminating independent cempetitors; a firm which hae‘monopolistic powers |

‘at one level may be'able‘td extehd these'powéré to successive levels;

Furthermore, as Stigler has noted . 4 i
' ...1t is possible that vertlcal 1ntegratlon increases the dlfflculty
of entry by new firms, by increasing the capital and kmowledge necessary
to conduct several tgpeq of operatlon rather than depend on rivals for
supplles or markets. :
¢

Vertlcal lntegratlon may, then, act &s a depressing force on the

degree of competition and efflqlency found in the economy. It is in thls o

IEdwards, op.cit., p. 176.

8stigler, op.cit., p. 138.
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context that the recent interests in the topic have been generated. A

: .poiﬁt that has not been Sufficientlyﬁstressed in this recent spate of |

~ . 13

iﬁterest; heweVer, is that the implications of vertical integration for the
" structure, conduct, and performance that emerge from one's analysis would o
-_ be?lsrgely influenced by whether the:anslysis was static‘or.dynamic in =

. nature.

" . VERTICAL INTEGRATION IN A STATIC

. AND DYNAMIC CONTEXT

- A. . The Time Horizon end Tts Imbiications -

- AL any glven pomnt in tlme, an 1ndustry may be studlea w1th resPect "’

to 1ts structure and conduct ‘and some observatlon may be made as to the

extent to which that 1nﬁustry is vertvcally 1ntegrated leen that degree_

of 1ntegrdt10n, howevar, if 1t is also observed that tha 1ndustry is

' functlonlng reasonably eff1C1ently and that it possesses (or exer01ses) no -
‘ monopoly power, the conclu31on (about the degree of vertical 1ntegratlon,

in itself) loses s1gn1f1cance, espec1ally from the standp01nt of public

welfare.  This is perhaps as it should‘be becauSe vertical integration is

| sinply an alternate form of ente*prlse organlzatlon and no preliminary

value Judgment such as good or baﬁ, right or wrong, may Justlflably be

applled to it. The competltlve conduct of an 1ndustry may, -over iime, be

influenced by the degree of'vertical integration present. Whether the

long-run trends are towards an increasing, decreasing, or stable level of

vertical integration must be viewed because of their implications for the

\
conduct and performance of that industry.
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An ana1y31s which observes changes only over a relatlvely short

 time perlod nay draw erroneous conc1u51ons based on short—run varlatlons

from the underlylng trend Mlnor changes in the degree of vertlcal 1ntegra—

tion fouﬁd in an industry may,be beneflclal to its eff1c1ent operatlon.

S If, on the other hand deflnlte 1ong—run trends can be observed tpward
M...8n appreclable degree of market—control at even one stage of the

A productlon process...," one must confess then that "...vertlcal 1ntegratlon '

9.

In that~case,‘act1on may be required to reverse’

‘?: bf, at least, moderate fhe‘retefof>those trends in the inferesf of wider

- gocial and economic considerationms.

- B.__ Chenges Over Time e  1;”. L e

In the absence of any. external forces such as 1nst1tut1onal llmlta- '

.tions and regulatlons, vertlcal 1Ptegratlon can be expected to undergo
. two distinct patteris of development aseoc1ated with the growth of individ-

" ual firms in an industry and with the'growth of the entire industry.

An individual firm, at its birth, may be relatively small, ang -

" consequently, highly specialized in the pefformanée;of one operation in the
producfion of some final_product; As th firm grows, hovever, its require-

“ments from its suppliers and'buyere wvould increase to the'point whetre it

could support entire efficiently«sized operatione at these successive Ievels.

It would then be able to vertlcallv expand its scope of operatlon, taklng

over, iunctlons which it previously used to purchase. In the .long-run, this . -

Ivia., p. 303.
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pattern would be expected to-continne, es‘long as the firm found it profit—-

-

-able._ At the llmlt, one firm would conduct all stages of the productlon

- process, Lrom raw materlal acqulslulon to retalllng of the ultlmate products

to the consumers; If the flrm subsequently begins to- decllne, 1t may,A

-egain; be forced to rellnqulsh some‘of the functlons to more spe01allzed

- firms.

' A'young industry, on the other hand, may be too small to support

speeialized sunpliere of uniQue'inputs‘or of unique markéting‘functions.

A»At its blrth then, the firms in the 1n&ustry may be forced to 1nuegrate

these operatlons 1nto thelr prlmary enterprlses. As ‘the 1ndustry grows,_“

’]1ts requlrements in these resPects may become great enough to Justlfy

. spec1allzed flrms to verform successive functions, which may uhen be re-

llnqulshed to tnem._.if the 1ndust1y subsequently beglns to decllne, 1ts

requiremanté‘of‘these ‘specialized operatlons may also decline‘to.the extent

Athat they must, once . agaln, be 1ntegrated back into the prlmary enterprlses.

C. Implications '

_ o :
The dlscu531on in this sectlon would seenm to re—empha31ze the fact

that the presence of vertlcal 1ntegrat10n in an 1ndustry, or even the exis-
tence of per31stent‘secular changes in the degree to whlch it is found in -
an industry, can be:qﬁite~a~natural and expected economic phenomena.
Analyses, predisposed to conclua;ng~that vertical integration constitntes

A2
<

. R 3 . ) R
8 problem, will undoubtedly be successfﬁlniﬁ’achieving their objectives in

many instances, A more objective and correct approach, however, would be to:

1. Investigate the structure, conduct and‘performance of an industry;
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' : ‘ 2.' Examine the exlstlng vertlcal 1ntegrat10n and its trends 1n the :
: 1ndustry, and - ' S » T“ e

3. Investlgate whether the vertlcal 1ntegratlon may, in any way,
be related to whatever problems are found, or whether the trend toward
vertical integration in that industry, is, in fact, simply a manifestatlon

of the natural economic. processes in the economy

' The results of such an 1nvest1gat10n would of course, vary w1th

}the sPe01flcs of the 1ndustry:chosen( quever, a selectlve review of’ the
- general trends with respect to vértical integration in the Cénsdian and .
Unlted States economy and some plau31b1e exylanaulons of those trends would

“p*ov1de a useful backdrop for portraylng the spec1flcs for vertlcal 1nte-

e :VERTICAL INTEGRATION IN CANADA AND

. THE UNITED STATES.

 £. Ceneral Trends

Although verticél integration'is now generally accepted as being a

~ smgnlflcant and ever- present phenomenon in the economies of North Amerlca,

‘there appears to be 2 rather obV1ous pauclty of systematlzed emplrlcal

evidenee that is needed to answer some important questions about its eztent,, ‘

‘nature and implications. Bein suggests that:

...The lack of systematic research endeavour in this area is in
- part explained by the fact that vertical integration is a much more
. complex and many-dimensioned phenomenon than the extension of" horlzontal
scale, and cor:espondlngly harder to study..."

10Joe S. Bain, Industrial Organ1zatlon, (2nd edition; New York
John Ulley and Sons, Inc., 1908), p. 380.
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after comparlng studles of the Amerlcan nenufacturing 1ndustr1es by Thorp
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The results of a qualltatlve analy51s of 111 large corporations

~‘conducted by Michael Golt11 prov1de some 1ndlcatlon of the degree of~vertioai |
"1ntegrat10n present in a number of 1ndustr1es. The petroleum industry was
- found to be hlghly 1ntegrated whlle the food products and the machinery
flndustrles were found to be moderately 1ntegrated Industrles eXhlbltlné
B -1 1esser degree of vertlcal 1ntegrat10n were the transportatlon equlpment

: the electrlcal equlpment and the fabrlcated metal products 1ndustr1es.

There are, unfortunately, no wholly oonc1u51ve data in exlstenCe

i Wthh descrlbe the general trends of vertlcal 1ntegrat10n in the economy as

a whole. Scraps of quantltatlve ev1dence, comolled from sundry 1nd1v1dua1

' industry study reports, prov1de the only 1nd1catlon avallable. Stlgler,12

13

14 makes the hlghly qualified and reserved conclusion that

. between 1919 and 1937, n_..there seeﬁs to‘have been:a‘tendencyfaway‘from"
. verticaliintegration." He counters this conclusion, however, by'referring

. to "...the spate of vertical mergers'in the United States duriﬁg and

lMlchael Gort, Dlver51flcatlon and Integration in Amerlcan Industry,

- (Princeton: PrlnCeton Unlver51ty Press, 1962), pp. 80-82.

12 Stigler, op.cit., p. 135~ 136

13W. Thorp, The Integration of 1ndustr1al Operation (Washlngton, D C.:
1924), as cited in Stigler, op. c1t., p. 135. :
14W ¥, Crowder, The Integratlon of Manufacturing Ooeratlons T.N.E.C.

‘ MonOgraphs No. 27 (Washington, D.C.: 1941), as cited in Stigler, op.cit.,

p- 135.
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" B. Reésons Underlving These Trends

22
16

inmediately after World War II..." M.A. Adelmaéls end Avthur B. Laffer,

7>1n separate studles, could flnd no dlscernlble trends in the degree of

‘vertical integration present in the Amerlcan economy over various periods

‘-\”from 1849 to 1965.

After examlnlng numerous "case study" type analyses and observzng

itheir'references to vertlcal expan31ons, one is 1nev1tably led to the con-

.‘clusion that vertical integration consfituted-an important avenue of growth

for firms in the highly'industrialized sectors of the econom& during tkhe
first half of this century. However, it would seem that this %trend had

somewhat dissipated by the mid-1950's.- Of course, certain industries

- (notably, the food industry discussed subsequently) were, and still are,
. exceptions to this vattern.. For the most part, however, the incidence bf’

vertical expansions seems to have diminished in recent years.

R

The general trend toward vertlcal 1ntegrat10n, as outlined above,
may be hypothes1zed to be closely re1ated to the 1ncrease in government

control and regulation of competitive forces in the~economy. The economic

" éctivity of thé early pért of this century was charao%erized by its

15M A, Adelman, "Concept and Statisitcal Measurerment of Vertical
Integration,” in Netional Bureau of Economic Research conference report,

Business Concentration and Price Policy, (Drlnce+on- Princeton University

Press, 1955), pp. 281-283.

lsArthur B. Laffer, "Vertical Integration by Corporatione, 1929~

. 1965," Review of Economics and Statistics, February 1969, pp. 91-93.
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exuberance, fantastlc opportunlt:es for proflt and the rapld growth of

powerful corporatlons. Durlng that perlod the growth of firms extended '

»-in all dlrectlons. vertlcal as well as horlzontal The 1nterest1ng

phenomenon to note here is that whlle publlc and prlvate (monopoly)

~regu1at10n of the price system contrlbuted to the spurt of vertlcal mergers,
the 1atter, in turn, nece531tated even greater actlon by the Amerlcan
'government and subsequently,by the Canadlan government to sustaln competl—

" tion.

The antl—trust pro—competltron leglslatlon that was passed and

.‘} used in both Canada and the Unlted States tended to suppress the rapld
development of conglomerate emplres, and thus, had a tendency to reduce the

‘rate of vertiea1 expansion by firms.- Legal action in the late 1940's and

1950's under the Sherman Aetl7_and'Section 7 of fhe Clayton_Acfla in the

, United States specificeliy discoureged vertical integration vherever it

threatened competitive trade practices., Comparable action to preserve

competition.in Qanada has proceeded-almost'exclusively‘through the

| Combines Investigation Act which,‘due'to its nature, is not entirelyk

19

‘capable .of dealing aoequatelvaith this form of marketAstrocture.

Ysee Scherer, op. cit., pp; 462-463,

Bsee ibid, pp. 480-482.

19For further discussion in this regard, see Roy R. Hurnznen,
Murray H, Hawkins, and Travis V. Manning, Vertical Intecration and
Concentration in the Alberta Broiler Industry, (Edmonton: University of
Alberta, 1970), Agricultural Economics and Rural Sociologzy Research

Bulletin 8, pp. 23-24.:
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.- Vertical integration is_stillwan important phenomenon in our

economy, but perhaps not to the same extent as it‘was previously. Firms

will probably continue to consider vertical integration as a profitabie

".‘growth alternative, but the piesenf'institutioﬁal framework, within which

they must operate dlctates that they must behave as "good corporate

T c1tlzens." Consequently, the use of vertlcal expan31on as a meane to

- f31mp1y achleve greater market powerihas become dlfflcult w1th time,

i Nevertheless; vertical 1ntegrat10n stlll remalns a p0331b1e method of

l'-.reduclng costs of production, As 1ong;as the vertically integrated operation

~is more‘profitabie‘than the”eeéarefe'pefformance ef_independent operétions;.
Aas diécussed ie the P?evioﬁe'sec?ion of_this stu@y; firms will continue

%o view it as an attractive alternative.

" VERTICAL INTEGRATION IN THE FOOD INDUSTRY:

| CANADA AND THE UNITED STATES

:A. Expected Benefits

As noted earlier, the‘ﬁotieetion to vertiéally infegrate 15
generally embodied in firms' desires for either greater profits or greater '
power, or both Ey“anue reasons for vertlcal expansions may be found in

the presence of market~1mperfect10ns, econonmies of large scale production,
or.in the.nature'of risk and uncertainty in an industry. The food 1ndustry
exhlblts examples of these ‘phenomena Whlch are hlghly conducive to the
yerﬁlcally 1ntegrated form of 1ndustrla1 organlzetlon; While the production
ofAbasic agiiculteral cpmmodities‘is characterized by the presence of

nunerous atomistic firms, the processing, marketing and retailing stages are

ASADVIVRNS dFeees
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domlnated by a relatlvely small number of 1nfluentlal flrms. These firms.

have become "blg" 1n size over tlme elther because of the high fized costs

whlch act as a stlff barrler to entry ‘for mnew firms, or because of increasing

returns to 1arge scale operatlons.ln the 1ndustry, or both Also, the'

A quantlty and quallty of agrlcultural commodltles avallable (and thelr
1'_‘pr1ces) are hlghly variable from one year to the next. One mlght expect,

therefore, the ollgopollstlc flrms in the food 1ndustry to attempt to o

1ntegrate vertlcally in order to 1ncrease th81r competltlve power and

s stabillty, to take advantage of the 1nterna1 economies of large scale

productlon, decrease-th81r COSts of[operatlon, and to ensure themselves of

" more stable supplies of the agricultural cbmquities.

- B; Aetﬁal Results’

-The food industry has, in recent years, experienced major

developﬁents and changes in its structure. The rapid horizontal growth of

T a few.food retailing"dhains is perhaps the most obvioué'of_these trends.

A recent study.of‘the Canadian retail food trade‘by‘B#uce Mallen20

re-emphasizes the extent to which this sitﬁation has developed and outlines

H
T
i

. some of the effects and implications which have>resplted;‘ Accompanying,

and in fact related.to, this trend has also been an increasing degree of

-_vertical integration into the food manufacturing (processing) industries by

2oBr\;ce Mallen, A Preliminary Paper on the Levels, Causes and
Effects of Economic Concentration in the Canadian Retail Food Trade: A
Study of Suvermarket Harkxet Power, (Outana Food Prices Review Board,
1976), Reference Paper No, 6,
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retailers,"Making reference tovthts phenomenpn,‘Leon'éarotan states that._if .>if ' ‘é
in the United States, "...62 grocerywchainss0peratedva total of 526 food | a :
manufacturlng plants“ by 1958 21 Commodltles whlch were cited spec1f1cally’
in thls respect were meat da1ry products, baklng, coffeed and frult and
. vegetable cannlng. As the reta11 grocery cha1ns have 1ncreased the1r |
.'Zhorlzontal sizes they have been>1ncreas1ng1y able to develop sufflclent
."consumer acceptance of prlvate "store brand" products to utlllze the entlrev
“i.;outpnt of eff1c1ently slzed manufacturlng plants |
_The pattern of vertlcal 1ntegrat10n 1nto food manufacturlng by
. reuaalers may be explalned w1th the ald of the theoretlcal construct

‘developed by Stigler (dlscussed above), .Garolan suggests that . in

selllng than retallers have in- buy:.ng.“22 Furthermore, it has'been
. observed that retallers have tended to 1ntegrate more into those manufactur—

23

- 1ng 1ndustr1es which exhlblt the greatest degree of concentration,. It

would appear, then, that the greatest (proflt) 1ncent1ve for retallers to

e T PR e at i

: 1ntegrate 1nto food manufacturlng lies in those 1ndustr1es where they are
‘ subJect to the greatest degree of ollgopoly power from their suppllers.

Indeed, this has transpired in the United Statesc S o -

: 21Leon Garolan, "Grocery Retalllng," in John R, Moore and
Rlchard G. Walsh (editors), Market Structure of the Agricultural Industrles,

(Ames, Iowa: The Iowa State Press, 1966), p. 16.
2h .

LT £ 1 ey 8

lbld., p. 29,

- Pia., . 19,

' .. most products, grocery manufacturers have - much. more markei power in
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In Canada, it has been shown that high concentration eXists in at
least the following food and beverage manufacturing industries. flour :
.milling, distilling, breakfast cereal manufacturing, sugar refining,

"brewing and tobacco processing.z,4 One- might eApeCt retail grocery chains

in Canada to integrate into these activities ‘ Unforuunately, research in

'.this regard has not been conducted as yet

A more recent development that of food manufacturing and
wholesallng firms 1ntegrating forward to the retail 1eve1 began about

1950 Garoian estimated that by 1958 the percentage of grocary chain

'store,sales controlled by manufacturing and Wholesaling 1nterests~almost

eQualled the percentage of retail chain-controlled grocexry mannfacturingj
(approx1mately eight percent) 25 This develoPment had occurled over &
relatively short time period, however, whereas the intevration of
retailers 1nto food manufactnring had been developing since the 1920's

As this "“convergence" of the retail and intermediate stages of .

the food production process has developed; there has also been a trend.
towards increasing vertical integration with theiprimary production level.
In: consequence, a food industry is emerging in which the succeSSive "stages

of production" have become very hlghly interrelated——both in terms of the

technical process-of production and marketing strategies.

: 24L.K. MaCartney; Structure of Canadizn Processing Industry,
(Ottawa: Agriculiural Economics Research Council of Canada, no date),
p. 60 as cited in Mallen, op. cit., p. 27.

25

Leon Garoian, op. cit., p; 34.
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- A number of commodlty—sectors have experlenced partlcularly

noticeable 1ncreases in the degree of vertlcal 1ntegratlon The meat—

© packing 1ndustrv has,’ for example, long been domlnated by a. few large . o - ié

. firms. Over tlme, they have 1ntegrated backwards into llvestock :

r'_iproductlon through the ownershlp of 11vestock on feed feedlots, concentra—

'ltlon yards, transportatlon fa0111t1es,_and by—product plants. "The.

g
N
3
3

- extent of pac&er feedlng of cattle oo has risen sharply since about
"_1955," reachlng 7 4 percent of the total number of - cattle fed in the

'Unlted States’ by 1963 Formal contracts and 1nforma1,agreements with

: feed-lot operators for steady supplles have also grown in 1mportance and

AR TP L TN

are llkely to continue to do so.

lhe poultrv—meat lndustr’es have exhlblted perhaps the most

~notlceab1e increases in vertical 1ntegratlon of any agrloultural commodlty

“in recent years. Th;s development has occurred in parallel with the rapld
: growth‘of theiindustry ae broilers,.especially, have become a more
1mportant part of the North American d1et N - 5 : <; T

-
| -
. It has been estimated that in the Unlted States only flve percent

- of total br01ler chlcken productlon is by 1ndependent growers whereas 57

" percent is produced on contract,‘18 percent is produoed on account w1th

27

. cooperatives, and 20 percent is grown on farms operated by integrators.

26Wlllard F, Williams, "The Meat Industly,“ in Moore and Walsh,

op. cmt., PP. 52-53.

27E P, Roy, "Effective Competition and Changing Patterns in )
Marketing Broiler Chickens," Journal of Farm Beonomics, Vol. XLVIII, No. 3
(August, 1966), p. 9L
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~While a comparable estimate is not available fOr‘Canada, indications_'a
~suggest that the Canaalan br01ler 1ndustry is 31mllarly structured

»to be less important in Alberta but 1nd1rect forms of vertlcal 1ntegratlon‘

) contract. ' -

ments. Home dellvery of milk and milk products is performed almost

; ,--' B | ) . : 1_>_ .29"

hough perhaps not to the same extent Contract productlon was found

w;th producers (e - . the exten51on of credlt) were found to be common 28

In 1960, 88 percent of Ontarlo broller productlon was under some lorm of "

29

. That economic integration in the broiler industry has reduced
‘ costs is verified by research experience arid observations. Horizontal
~. and vertical integration have eliminated many smaller, inefficient

firms with high costs and much instability in operation. - It has
permitted the maximum exploitation .of scientific and technological
"know-how" through pooled talents, business acumen, and- ample credit.
Some entrepreneurial stages in the produc1ng—market1ng process have
been actually eliminated with a_resulting savings 1n cost and . : -
lowering of price to consumers, ‘ '

‘The dalrv 1ndustrz ethlblts con51derable vertlcal integration

between the various stages of the productlon—dlstrlbutlon prooess.

Retail grocery chalns operate dalzles to supply much of thelr own requlre*»

exclusively by firms which also performpthe processing function.' Processors

‘receive most of their raw milk supplies from dairy farmers under some form . : |

. of oonfraot.or quota system, The apparent reason for this pattern of '

28Roy R, Hurnanen, Murray H, Hawkins, and Travis W, Manning,
Vertical Integration and Concentration in the Albeérta Broiler Industry
(Edmonton: University of Alberta,. 1970) Agricultural Economics and -
Rural Sociology Research Bulletin 8, p, 10.° -

29G I, Trant and J,H, Nurse, Broiler Contracts in Ontarlo,‘(Guelph:
Ontario Agricultural College, 1961), p, 1, as cited in Hurnanen, et. al.,
ivid., p. 10.

30 BEwell P. Roy, "The Br01ler Chicken Industry," in Moore and Walsh,
op. cit,, p. 96. . '
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'-development has been the rapld rate at whlch mllk products. deterlorate

| l .
.
. . -
. .. .

Consequently a 1arge measure of control over supplles is necessary and

' vertlcal 1ntegrat10n has been the 1nstrument used to ‘attain this,

The baking industry is characterlzed by some vertlcal 1ntegrat10n.

’”Howefer,~W1th the develoPment of technlcal economles of large scale pro~

ductlon, the magor trend in the 1ndustry has been toward the demnse of many

- -

}'small bakers, each selllng thelr own product to consumers ~ Some of the
';retall grocery chalns operate thelr own bakerles but large wholesale

. bakers prov1de the bulk of all bakery products, espec1ally to the smaller B

independent groeers ' Vertlcal 1ntegrat10n in the baklng 1ndustry does

'"wnot generally extend below the flnal proces51ng 1eve1

“The frult ard vegetable process1ng and canning 1ndustry exhlblts a

" predominance of,contractual agreements between growers and processors whlch

-‘_ has closely doordinated their activities, 'Retail grocery chains have’

become integreted with the processors'and canners largely through the

- development of specification buying and “store brand" labels,

(c) Analys1s of Results: Some Causes_and

Conseguences

The trend in the food industry over the past twenty-five years,

- bhas been‘definitelyvtowards a greater degree of vertical integration between

ell 1evels-0f'producti0n ‘In some cases (the'broiler chicken industry,

for example) it may be poss1ble to argue that this- development has resulted
in more efficient operations and lower cost products, Overall however,
it would seem, as Moore and Walsh;<after studying the American situationm,

concluded, that:

o e o b I




2
l.‘
- e

. 3 . . . . 1 . . . .
. ‘ .

_is not an entlrely new nhenomenon. At one. p01nt,the farmer performed
-v1rtually all of fhe functions Whlch were  to be performed on hlS product
:before it reached thé consumer, Thls patter# changed as more sp901allzed
-anrms developed and took over spe01f1c tasks 1n the proce531ng and marketlng
'rof farm commodltwes. The present form of vertlcal 1ntegrat10n 51mply

' orlglnates from a dlfferent market 1eve1 This shift can be accounted fci

 and the existénce of'definite-economies of large‘scalé operation have .
- resulted in larger and 1argér‘capital requirements at all stages of

production, Small independent firms (farmers, proceésors} and retailers) -

which have»emerged in recent years. The predominance of these very large

‘control over several or all 1evels of production which exist for each commodity.

ST S

The extent of vertical integration in the agriculture-related
‘industries is greater than required by considerations of efficiency
- and competition...Recent increases in'vertical integration...suggest
that this market condition is deteriorating, Vertical integration by . '
- agriculture related industries [w1th the exception of the broiler : L
. chicken industry] has had either a neutral or adverse effect on costs - -
- while exzerting an adverse effect on compet:tlon 31 o

The existence of vertlcal 1ntegratlon in the food 1ndustry

sy, o CRARLL I

by the general Shlft of market'power away from thé’farmer towards the .
processor, manufacturer and, in some cases, the consuming publiq.‘

_Tncreasing levels of technology and mechanization ih agriculture |

. ' 3 .
T PRI e by P it 4, S Chgh, S F A N B Ay 5 Y et T
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havé lost market pover relative to. the horizontally fntegrated corporations

o e e et bt A s frie Sar o b

firms at the reta11 and pr008531ng levels has been conducive to more
vertical integration in the 1ndustry. It has_been to the advantage of these ' 4

flzms (in terms of both profit and market power) to extend their realm of

‘31Moor9 and Walsh, op. cit,, p. 389,
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D, - Producer Marketing Boards and Vertlcal . T s

Integratlon : < S v

' As-outlined abbve, producer marketing‘boards méy be considered as

- a fofm of vértical integration-in thaf they’perform~a later funétioh‘
(1 €, marketlng) for firms at the 1n1t1a1 stage of the production-
Z'dlstrlbutlon process, Such boards have become, in recent years,

" increasingly important in a number of commod1ty~sectors in Canadian

agriculture;

-Inﬁerestingly,,this form of vertical integration is not genexrally

compatible with the more commonly‘recégnized forms. The regulation -of

quantlties produced through %he control of delivery quotas, is one of

- ‘the maJor tools avallaole to pxouucer mdrketlng bOdrdb in thelr attempt

to avoid negatlve prlce pressures, This action tends to favor the

integration of prbcessing firms into thelproducing level, thus ensuring~

- themselves access to at least a certain quantity of product.

As_this'deveIOPment5proceeds and processor control over supplies

inbfeases,_the marketing boards may be éubject to declining bargaining

ﬁower relative %o the pfocessérs whom it must face in the mafke%place.

This problem has been cited as a distinct possibility in the Alberta

broiler industry.j2

32See Burnanen, et., al,, pp. 14-15.

bimLmy o oy ot

;
R
N
1
;
.
i
X
|
S
N
i
A
N
H
4
o
!
g

By

i oy b e

e A LR £ S g




U S R = N B B s
> - g o . : ’ o ’
h . L . ‘ . - .

. .- B .
. P : . . : . T

Y

33

" MEASURES OF VERTICAL INTEGRATION

E

)

Much confusion currgntly exists as to wﬁat constitutes an -

appropriéte~measure of vertical integration; Uhforfunately, a measure

. which is completely capable of sound’ and consistent comparisons across

industries, between market levels, bétwéeqwindividual firms, and over

i fime»has not ag‘yet.ﬁeén developéd. Héwe?er, a.number of attémpts have
’bée?’made’to>desigﬁ an index whiéh’disflays such cﬁaractefistics.  A
-‘lﬁriefireview of‘somé ofitﬁese gttémpté is preéented.here in an;effdff to
piarify fhe problem and ﬁopefuily‘reﬁove>sbme of-thé-confusion; -In‘:
addition, a'cqncepfuél approachiutilizing é "subjeétive_index" of veftipal
'\intégrétion for use in specific indusfry studies which has been uéed is

- also.outlined.:.

:A.A Value Added Concepts

~ Several ratios such as income to sales, inventory to sales,33 and

-

sales to gross product34 have been suggested as statistical measures of

vertical integration. The rationale underlying each of these measures

'is that the gréatér the propoptipn:of a product's value produced or

contributed by one firm, industry, or economy the greater is ihe'degree of

vertical integration present in that firm, industry, or economy. That is,

& firm which contributes, say 90 percent of a product's value (in some »

33See M.A. Adelman, op. cit,

34See A.B. laffer, op, cit,
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'of the product's value (1n the same given form)

B. Auxiliary Employment Levels

34

_ given form) must logically encompass a broader range. of successive

fﬁnctions on that product (and 'therefore, by definitibn,-must be more

vertlcally 1ntegrated) than another flrm whlch contrlbutes, say 50 percent

As»several-authors“have_poznted out,_however,'each of these

35 1n

measures may be sﬁbject-td considerable difficulty'and criticism.

» fact, it may be shown that they reflect a number of other.factors as well
as, put unrelated to, vertical integration. Specifically, these ratios may

" be influenced by the stage in the production-distribution process under

consideration, the direction_(forwarngersuS backﬁard) in which fhe

.integration proceeds, prbfit levels (as'they vary from'one firm to the next);

differential changes in the prices of 1nputs and outputs over tlme, and the

.relatlve 1nten51ty of the productlon process (as opposed to its vertlcal

extens;on) In short, it should be clear that the concept of value added

is no longer cons1dered.an acceptable measure of vertical 1ntegrat10n.
Attemﬁting to avoid the problems outlined aboée, Gort36

designed
& different statistical measure of vertical'integratidn. Exemining.firﬁs
in which several distinct activities were associated with the output of one

product, he defined:

35,

See Gort, op. élt.g pp. 81-82 and Irston R. Barmes, "Comment,"

~ in National Bureau of Economic Research con;erence report, op. cit. ; Pp.

322-330, for a more explicit discussion,

36 Gort, op.'cit,

i
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" ...the largest of the stages in terms of the firm's employment
i ‘[as] a "major" activity, while the other stages were identified as
‘“auxlllary“...[Vertlcalj Integration was. measured by the ratio of n.37'

: employment in auxiliary activities to total employment for the firm,
A hlghly spe01allzed flrm would have few enployees performlng

’“au1111ary actlvltles" and, consequently, the value of the ratlo would be

“».very low. A f1rm whlch was 1ntegrated across several staves, on the other

'"hand, would employ morevpeople in “an2111ary’act1v1t1es“ ‘and the value of

the ratio would be higher. For industries which Gort considered;'the

- value -of this ratio varied from 9.7 percent to 67.3 percent representing

the presenée of varying degrees.of vertical integrationr

C.. Devendence Upon the Marketplace

"In reCOgnition of the close relatronship between verticai integra—
tlon and the competltlve organlzatlon of 1ndustry, Barnes pzoposed
| ...the develonment of measures whlch would show the degree to whlch
‘@ifferent companles are dependent upon markets at specific stages in the
processes of productlon and dlstrlbutlon. 38 These ‘measures, he
suggested, mlght simply be the percentage of total flrm shipments (or i
recelpts) of a product made up by intra-firm transfers

Use of thls technlque would seem to rerlect the des1red 1nformatlon

and at the same tlme remaln relatively 31mple. However, it would require

~the construction of numerous specific indices, each corresponding to a

Mpia., ». 8o0.

38Barnes, op. cit., p. 327.
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. ) , .
dlfferent p01nt of exchange in the product10n~dlstrlbutlon process

b_Furthermore, as Barnes recognlzes, the 1ack of avallablllty of approprlate

~data would 11ke1y severely llmlt any emplrlcal appllcatlon of thls

-procedure.

- D. Subjective Indices

Another approach'which-seems to be considerably more workable,
although somewhat more qualltatlve 1n nature, has been proposed to measure

the extent of horlzontal and vertlcal 1ntegratlon in SpeCIflC 1ndustrles.

This technvque involves the spec1f1catlon of a two dimensional conceptual

-

- matrix 1nclud1ng all obqervable comblnatlons of horlzontal and vertlcal

relatlonshlpa found in the 1ndustry (see, for example, Table 1)

jSubJectlve welghtlngs are applled to each cell in the matrlx and estimates

~~of. the relative occurrence of each combination are obtalned -Applying-

" the correspondlng subgectlve welghts to these estlmates and taklng thelr

- sums ylelds an "1ndex of 1ntegratlon"—~both horlzontal and vertical,

While perhaps 1ack1ng in 1ts quantltatlve base, thls technlque

' offers a valid measure of 1ntegrat10n in partlcular 1ndustrles leen,'

 that vertlcal 1ntegrat10n normally only poses a problem when found in

conjunction with a high degree of horlzontal 1ntegratlon, the fact that

thls index measures the two phenomena together may be an advantage

Furthermore, given that other technlques have not as yet been found that

38

See George B. Rogers, Vertical and Horlzontel Integratlon in the
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- Table 1

Conceptual Matrix for Types of Verticel and Horizontal-

Integration in the Market Egg Induséry

y¥srtical fntesvation
S

Direct ﬁarkcting.‘

mostly multiple
unite, multiple
ares, high group
marketing poteatial

Horizontal intezretion

Indirect marketing,
noetly multipls
units, multiple
area, high group
merketing potential

. Divect mhrke:ing

mostly aingle
unite, alagle
ares, modest

group marketing.

potential

Indirect marketing,
mostly singls units,
single sres, modest
group merketing
potential

Direct narkctlna.
eingle untta.
locel ‘ares, low
group ‘markéting
potential ’

Indivact markets
ing, single wmics,
local area, low
group marketing
potential

Totzl ownership/con~
erol.of all produc-
tion, proceeesing
{nput-gupply
functionz

Fully coordinated

mostly large ffrms

Fully coordinated,
wostly lerge fiycia

Pully coordinate
ed, wontly med~
iuin gired firme

Fully cootdinl:ed
mostly medium ai:ad
{{rms

Fully coordinat~
ed, mostly small
firms .

¥ully coordinated,

woatly small
firme

Contract production,
ovnership/control of
procesning, input-

supplying functions

Integrated con-
troctore, mostly
larga firms

Integrated con~
tractors, mostly

- large firms

Integrated con=
tractors; moatly

medlum alzed
firma.

Integrated con-
trsctora, mostly
nidium glzad .
firms

Integrated con-
tractors, wostly

smsll firms

Integrated con=
tractors, wostly
suall firme

Some contracting plus
production financing,
and loose Input-pup-
plying arcengemente,
with marketing agree=
ments :

Multipla unit

packern, with f{a=
put and produc~
tion .zrtengements

Hostly multiple
unit packers,
with fnput and
production
arrangementa

Hoetly single
unit packers,
mostly wedium

slzed

Hoetly single
unit packers,
mostly medium
slzed

Singid local
packers, mostly
small

.Single local

packers, moatly

. amall

Some contracting plua
production financing
or looee {nput-sup~
plylfng arvangements,
vith marketing agrsc=
menta

Hultipla unit
packers, with
input oy produce
tion .arrange~
ments

Houtly multiple
vait packers,
with input ox
production
errangements

-, . A

Moatly eingle
unit packers,
postly mediva
slzed -

Hoatly single

unit packers,
mostly mediun
sized

Single local
packers, mostly:
pnall

4 Singla locel

packers, nen:ly
lmlll

Loane {nput-supglying
arrangements, no other
production ertsnge-
menta, without marketb=
ing szgreements

Hultiple unit
packers, with
some input
arrangementa

Mostly multipla
unit packers,
with goms inpul
&rréngemente

Mostly smsll and

wedlum alzed
single unit
peckers, with
pome input aze
rangements

Montly small snd

mediun si{zed single
~unlt packers, with

some input ar-
rangements

Single producex,
producing sovme
inputs, selling
retsil

wholeeale

Single producer,
producing some .
inputs, selling’

N

No Inpul-supplying
or production ar-
rangemcnts, without
patketing agrecments

Multiple unit
packere

Hootly multiple
unit packers

Hostly small and

mediun sized
aingle unit
packara

Moetly smsll and
medfum sired single
unit pacrers

Single producer,
buying inputa,
selling retail

Single produci;.
buying inputs, -
pelling vholesale

Source:

(Waahington, D.C,: U.S,D, A., Bconouics Resoarch Se

Gaorge B, Rogers, Yertical and Horizontal Inteyration in the Market Epg Tndustry, 1955-1969,

BL8 Iy AT AT LTSNS g PP AP P ¢ Proot b o et
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:.are'fully acceptabie,\thé‘resa&rchei may find that'establishing‘a'

" growth,

38

subjective "index of integration" is the only recourse open to him.

. SUMMARY AND ‘CONCLUSIONS

Vertical Iﬁtegratioh: Thé Phenomenon and
. the Rationale o

Flrms which span Suc06881Ve phases in the productlon, dlstrlbutlon

"~ and market;ng of a product are_sald to be vertically 1ntegrated. A flrm :
" may .use the vertical integration'technique as one part of ifs overall
marketing strategy when it (the'firm)'axpécfs to attain (through veftical

“integration):

. technlcal economies of pxoductlon and/or distribution arising

‘.throuvh the consolldatlon of successive taoes under one managemenc,

2. reductlon of the rlsk with respect to future supplies of factor
1nputs and product markets'

3. mlnlmlzatlon of the cost -price squeeze when confronted by
Ollgopollstlc suppliers and/or 011g0psonlstlc buyers, and

4, a greater return on 1nvestment than through other forms of

Firms mey also vertically integrate with a view to "escaping" certain

institutional (financial and 1egal) factors—--such as avoiding taxes on

intermediate products and anti-combines regulation imposed by the government.

ManyApossible techniques are available to the firm wishing to

vertically integrate. Some important examples are: integration through
formal contracts, actual ownéfship, leasing agreements, and tying arrange-
ments. The economic rationale for making these arrangements is that’

vertical integration gives the integrating fifm an opportunity.to operate

I
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on a lower average cost curve, at least over some relevant segment of out—

put, thus w1den1ng the spread between revenues. and costs.

© The 1owering of average costs implies that the vertically integrated o

" firm uses resources more‘efficiently.‘ This is true to the extent: that,in

the_short run, the lower costs will result'inulower‘prices to the users of

~its products. However, in the lona Tun a different picturekmay emerge;

. The capital structure of the vertlcally 1ntegrated flrm nay be. sufflclently

- large to make it extremely dlfflcult for the new (potentlal) competltors

to raise enough oapltal and enter.the market w1th a scale blg enough to

. effectlvely c0mpete w1th the 10wer—cost vertlcally 1ntegrated flrmS. - Thus:-

integrators can- effectlvely thwart new competltlon Furthermore, less

_1ntegrated competltors in the 1ndustry may be drlven out of the 1ndustry,'

due to a pollcy (or strategy) of lower prlces followed by the lower—cost

'1ntegrated firm, In short vertlcal 1ntegratlon can result in the’ develop—

ment of monopolistic elements whlch, in turn, may breed inefficiency and,

 eventually, higher prices to the consumer.

Vertlcal 1ntegrat10n is a dynamic rathez that a static concept.

The trend 1n the degree of 1ntegratlon in an economy is essentlal to 1ts

~analysis, In Canada and the U.S.A,, the avallable evidence is rather sparse

and sketchy, but it appears that the degree of vertical integration in the

economy‘as.a wﬁole fell between 1919 and 1937; it grew from 1937 until the .
mid-fifties, since'which time it hastfallen; again. An important reeson 4
for this fluctuation seems to have been the tenacity with which the anti-

combines legislation has been enforced,
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The Food Industryr Tn Retrospect and Prosvect

Vertical integration has beén_evidént in the Ganadian food industry -
- from its initial development ﬁhtilvthe 1970's. * The extent and type of - - Jv»; [f

integration has changed. -Initially, vertical integratioﬁ'could hé said to

;'have started at the farm 1éve1 since.farmérs processed their own products., E
| Now, vertical integration is either backward by the food retailers to the R
3 ded‘manufaéturing phése or forward by the food manufacturers to the retail ‘.'. Aé
J: ,

level.
_ Vertical integration by théifood retailers tends to occur in highiy
concentrated processing industries, Since certain members of these industries

(flour milling, distilling, breakfast food manufacturing, sugar refining

and brewing) are alfeady highly>céncentrated-in Cénada,‘it.implies that .{
.:they~may be the future targets for vertical infegratidn by the-food.refailers. ';
h Some‘bf fhe commodity‘seétﬁ:s alsq shoﬁ a ceréain dégree of verticél %
integration.. The.meat pécking industry controlled 7;& percenf‘of~li§estock i
production in 1963 and would séem'tothave acquired ev%ﬁ greaterlcéntrol §
since. that time, in the dairy industry, #erticalkintégrgtion has occurred ’é
throﬁgh contracting and‘quotas. The poultry~induétry§has integrated thrdugh" i%

it

contracting production. Sméll baking establishménts have been forced out
of business due to the economies of production offered by large vertically
intégréted bakeries. Canﬁing and processing of fresh fruits énd vegetables‘ i
havevbeen integrated by contractual agreements bétween groweré and producers,
The effect of these contractual arrangements'has-beeh to. enhance thé

processors"ébility to'gffectively establish their own price and guota
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B system for commodltles, through thelr contractual avreements w1th producers,.

since these contracts usually epeclfy the prlce the producer will receive
and the quantity the processors deslre. Consequently, the processors are

abie to circumvent the policies ofgmarketing boards involved in these .

sectors

Flnally a word of cautlon about measurement of vertlcal integratlon
is in order. A pre01se and "obgectlve"‘measurement of the_degree of vertlcal

1ntegratlon 1n the food 1ndustry, as in.anytother,industrf, is almost .

Almp0331b1e. Numerous methods, proposed in the llterature were briefly

- discussed in this»study{ perhaps the method of subjective indices is the

most.conprehensive, Because of-itstcomprehensive nature, this method may

be difficult to use and prove costly. Hoﬁever, its ability to assess the
effects of both vertical and horizontal integration simultaneously ma& nake‘
1t a hlghly approprlate technlque in llght of the structural changes that
have come about in the. food 1ndustry -~ an 1ndustry that has experlenced

both vertical and horizontal integration in the past.
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