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INTRODUCTION 

Vertical integration has been highly rewarding for firms in certain competitive situations 

(Buzzell, 1983; Harrigan, 1983). As such, over the last four decades, vertical integration 

strategies, opportunities, advantages, and limitations have been the subject of significant 

management research. In the last several decades, “big companies have taken actions to gain 

more control over their supply chains” to become vertically integrated (Zhang, 2013). 

VERTICAL INTEGRATION 

“Vertical integration is defined as the combination of technologically distinct economic 

processes within the confines of a single firm” (Anderson & Weitz, 1986). Vertical integration is 

a firm-level approach to increasing or decreasing the level of control of its inputs and 

distribution. Vertical integration is best understood from the perspective of Porter’s (1985) value 

chain analysis. An industry’s value chain is a set of activities performed by a firm or several 

firms, bringing a product or service to the market, thereby creating customer value (Porter, 

1985). Simply, vertical integration is increased participation of a firm in the value chain. 

According to Porter (1985), firms are actors in the value chain and participate in one of four 

ways, including non-integrated, upstream integration, downstream integration, or fully integrated 

(Figure 1). 

FIGURE 1 – VERTICAL INTEGRATION 

 

Created by author based on Porter (1985) 



Non-Integrated 

As depicted above (Figure 1), non-integrated firms only participate in one level of the value 

chain. Although vertical integration is a common growth strategy (Anderson & Weitz, 1986; 

Blair, & Kaserman, 2014; Harrigan, 2003) and markets a lucrative endeavor, it is common for 

firms to not engage in more than one level of the value chain. As described by Buzzell (1983), 

vertical integration requires management to commit significant capital and resources to new 

operations. Such resource commitments often preclude many firms from participating in vertical 

integration. As per Harrigan (1983), “all firms do not act alike in forging vertical strategies, nor 

should they.” Consequently, some firms have strategically avoided vertical integration due to 

internal competencies and/or external market conditions. 

Upstream Integration  

Upstream activities are processes or operations that originate earlier in the value chain (Swanson 

& Wilson, 2020). Upstream integration is a form of vertical integration that involves firms 

participating in value chain activities further away from the end consumer (Swanson & Wilson, 

2020) (Figure 1). An example of upstream integration is when a manufacturer enters the supplier 

market, producing necessary components for production. Lin, Parlaktürk, & Swaminathan (2014) 

found empirical support for the benefits of upstream integration in their study of suppliers, 

manufacturers, and retailers. Universally, upstream integration was found to be consistently 

beneficial, as it resulted in higher quality products and lower costs (Lin, Parlaktürk, & 

Swaminathan, 2014).  

Downstream Integration 

Downstream activities are those carried out by value chain participants that are closer to the end 

consumer (Swanson & Wilson, 2020). It is a vertical integration strategy that involves the 

expansion of a firm’s operations into areas that are more proximal to the consumer (Swanson & 

Wilson, 2020) (Figure 1). Using the same example as above, a manufacturer would be entering 

downstream markets if they participated in distribution or retailing. According to D'aveni and 

Ravenscraft (1994), downstream integration results in lower transaction costs, reducing the 

buying and selling costs associated with two separate companies owning two stages of the value 

chain. Ultimately, the reduced transaction costs enhance customer value (D'aveni & Ravenscraft, 

1994). While D'aveni and Ravenscraft’s (1994) favor downstream as opposed to upstream 

integration, they argue that the benefits of all types of vertical integration outweigh the costs.  

Fully Integrated    

“Fully integrated firms buy (or sell) all of their requirements for a particular material or service 

internally. They operate their plants to satisfy a large portion of input requirements or consume a 

large portion of their output internally and are frequently market-share leaders for the materials 



in question” (Harrigan, 1983). Theoretically, fully integrated firms participate in all levels of the 

value chain (Figure 1). Given the number of firm-level and market conditions necessary for full 

integration, it is unlikely that a firm is completely integrated at every level of the value chain 

(Harrigan, 1983; Porter, 1985). What is more likely, however, is that firms are integrated to some 

extent in most areas of the value chain. As Harrigan (1983) suggests, “if the environment is a 

stable one, more internal integration can be undertaken successfully.” Extending the preceding 

example, a firm would be fully integrated if they participated as a supplier, manufacturer, 

distributor, and retailer.  

PRO ET CONTRA 

“Vertical integration, or the lack of it, can have a significant impact on business performance. 

While some observers claim that adequate vertical integration can be crucial for survival, others 

blame excessive integration for causing corporate failure” (Buzzell, 1983). Accordingly, there 

are many benefits and limitations associated with vertical integration.  

Vertical Integration Benefits 

The benefits of vertical integration are significant.  

As described above, lower transaction costs can be realized when firms vertically integrate, due 

to the elimination of sales, marketing, and market research costs between entities in the value 

chain (Buzzell, 1983; D'aveni & Ravenscraft, 1994; Porter, 1980). Porter (1980) suggests many 

other advantages to vertical integration, including supply assurance, enhanced innovation, 

economies of scale, and increased barriers to entry.  

According to Porter (1980), in some industries where there are raw material or input disruptions, 

inconsistencies, or price fluctuations, supply assurance via upstream vertical integration is 

advantageous. For example, “shortages of materials [resulting in reduced production] in 

industries with high fixed costs are extremely damaging because they lead to low usage of 

expensive facilities” (Buzzell, 1983). 

Enhanced innovation is a direct result of vertical integration. While strategy is a process, 

“innovation, on the other hand, is a way of thinking about strategy” (Dobni & Sand, 2018). 

Innovation is most often understood as the creation of a novel product or invention. However, 

this is only one form of innovation (e.g. product innovation). Innovation “also entails developing 

a context to support the desired behaviors of employees as well as adjusting underlying 

ecosystems and technologies to foster the execution of the firm’s business model” (Dobni & 

Sand, 2018). Vertical integration broadens a firm’s perspective of the value chain, giving rise to 

novel ideas for strategy execution and ultimately innovation.   



Economies of scale are realized from vertical integration (Porter, 1980). “Economies of scale 

arise when, as a firm’s level of output expands, the unit cost of producing output falls” 

(Lumsden, 2011). As a firm expands into new areas of the value chain, there are associated costs. 

However, there are eventual cost savings due to efficiencies. Long-term, these efficiencies 

enable a firm to save money and realize higher margins, passing some of this value on to the end 

consumer (Anderson & Weitz, 1986; Lumsden, 2011). 

As firms become vertically integrated to a greater extent, industry barriers to entry rise. Based on 

Porter’s (1985) five forces analysis, barriers to entry are defined as obstacles (e.g. capital 

requirements) that prevent or make it challenging for new firms to enter the market. According to 

Porter (1985), high barriers to entry enable existing firms to further establish their 

competitiveness, positioning them for long-term survival.  

Although not widely acknowledged, a firm’s enhanced market orientation is perhaps one of the 

most significant outcomes of vertical integration. According to Narver and Slater (1990), market 

orientation is comprised of customer orientation, competitor orientation, and interfunctional 

coordination. Customer orientation is a firm-level understanding of its target market (Narver & 

Slater, 1990). Vertical integration urges firms to think about how the areas of the value chain 

impact the end consumer. According to Narver and Slater (1990), competitor orientation is a 

firm-level understanding of its competitors’ strengths and weaknesses that permit opportunity 

recognition. As firms become more involved in the value chain through vertical integration, an 

acute awareness of competitors is inevitable. Finally, interfunctional coordination is the 

“integration and collaboration of various functional departments within an organization as a way 

of enhancing communication and information to better meet the organization's goals” (Narver & 

Slater, 1990). Arguably, vertical integration is synonymous with interfunctional coordination, as 

all business units work collectively to create value for the end consumer. An enhanced market 

orientation, resulting from vertical integration, has been widely shown to enhance firm 

performance (Cano, Carrillat, & Jaramillo, 2004; Narver & Slater, 1990; Shoham, Rose, & 

Kropp, 2005; Wilson, Perepelkin, Zhang, & Vachon, 2014; Wilson, 2019). Specifically, market 

orientation has been shown to have a direct effect on sales performance, return on investment, 

overall financial performance, new product performance, new venture success, and overall 

performance (Shoham, Rose, & Kropp, 2005). As such, the vast empirical evidence underscores 

the importance of how market orientation, via vertical integration, promotes organizational 

success. 

Vertical Integration Limitations 

Reiterating Buzzell (1983), if vertical integration “offers so many potential gains, why don’t 

more managers employ it?” The answer is associated with its costs and risks.  

“When a business integrates…it must provide the capital that the newly integrated operations 

require” (Buzzell, 1983). Although the costs of integration are often recouped with economies of 



scale, the reality is that not all businesses are financially positioned to engage in vertical 

integration. 

The second vertical integration limitation described by Buzzell (1983) is unbalanced throughput. 

Unbalanced throughput refers to a “problem inherent in combining various stages of production 

or distribution” (Buzzell, 1983). Not all industries and points in the value chain are easily 

combined. This is more of a limitation of the application to some industries as it is of vertical 

integration itself. As Harrigan (1983) suggests, vertical integration should depend on the industry 

and the firm.  

As firms become vertically integrated, their flexibility and nimbleness are reduced, making it 

more challenging to pivot or adapt to market changes. For example, “if technology or market 

changes make the products or methods of one stage in a vertically integrated system obsolete, the 

integrated company may find adjusting very difficult” (Buzzell, 1983). 

The final limitation of vertical integration is the loss of specialization (Buzzell, 1983). Although 

a highly specialized firm may be in a vulnerable market position, one that is too integrated or 

unspecialized, faces similar risks. Expansion into every point of the value chain has opportunities 

for value creation, but also increased risk. This is not so much a limitation of vertical integration 

itself, but rather a limitation to the extent in which it is employed by the organization. 

POSITIVE EXTERNALITIES 

The benefits of vertical integration extend beyond the firm, offering positive externalities for 

society. According to Friedman and Freidman (1990), externalities are also known as 

neighborhood effects, spillovers, or unintended consequences, both positive and negative. In the 

case of vertical integration, two positive externalities of vertical integration include reduced 

pollution and increased corporate social responsibility. As firms become vertically integrated and 

eliminate players in the value chain, logistical efficiencies are realized (Sun, Li, Wang, Wang, 

Pan, & Dong, 2019). These logistical efficiencies can reduce emissions and pollution and have 

other positive environmental effects. As firms become vertically integrated, they are likely to 

gain a holistic perspective of the value chain and thereby engage in more corporate social 

responsibility. According to Sun, Li, Wang, Wang, Pan, and Dong (2019), vertical integration 

increases innovative corporate social responsibility efforts of integrating firms. Specifically, 

vertical integration improves resource utilization, increases the use of clean technologies, and 

promotes healthy and sustainable industry development, benefiting society at large. 

 

 

 



FUTURE CONSIDERATIONS 

Two western Canadian industries that should examine further vertical integration include potash 

mining and fiber optics.  

According to the Government of Canada (2019), Canada has the world’s second-largest potash 

reserves. Canada is the world’s largest exporter of potash, producing over 20 million tonnes of 

potash a year (Government of Canada, 2019). However, over 95% of Canada’s annual potash 

production is exported to the United States, China, Brazil, and India (Government of Canada, 

2019). Most of the value-added operations of the potash industry, such as fertilizer production, 

happen outside of Canada with non-Canadian firms. Despite its potash reserves and agricultural 

intensity, fertilizers for use in Canada are largely imported from countries that receive its potash 

exports. The exporting of raw materials and importing for final goods begs the question of why 

further vertical integration is not present?  

Rural municipalities are required to provide connectivity for their constituents. Given the 

continued use of the internet for agricultural, commercial, industrial, and personal use in rural 

areas, copper and wireless technologies cannot supply the bandwidth speeds and quality of 

service demanded by rural customers. At present, the fiber optic value chain is highly 

fragmented. As the use of fiber optics has exponentially increased, the systems, networks, 

transport networks, and service providers have remained siloed, operating completely 

independently. Given the organizational and societal benefits of vertical integration, why firms 

have not sought integration in fiber optics is intriguing. 

Although it is cautioned that firms should be mindful of the extent to which they vertically 

integrate, they too should be cognizant of existing and emerging vertical integration 

opportunities. 
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