The Need for Virtual
Vertical Integration

Historically, firms have tried to reduce supply
chain conflict by owning consecutive levels in the
business process (Vertical Integration). Henry
Ford's original business strategy is a legendary
attempt at using ownership to achieve vertical
supply chain integration. Ford's dream was Full
Vertical Integration and management of the entire
value creation process in order to reduce waste
and increase relevancy. Ford's rubber plantations,
ships, and foundries converted raw iron ore to a
finished car in seven days.

The problem with vertical integration is that it re-
quires tremendous capital investment and an in-
credibly complex organizational structure. Recre-
ating Henry Ford's vertical supply chain is infeasi-
ble today. Firms, therefore, must harness the ex-
pertise and synergy of external supply chain part-
ners to achieve success. Virtually integrating op-
erations with material and service suppliers to
form a seamless flow of internal and external
work overcomes the financial barriers of vertical
ownership while retaining many of the benefits.

While many manufacturing and retail firms have
traditionally worked with third party logistics pro-
viders (3PL's) to handle physical movements of
products, there is a growing trend to integrate
knowledge processes as well through Virtual Inte-
gration.

To move to virtual integration, three shifts must
occur. First, managers who interface with material
and service suppliers must learn how to manage
assets and activities that they do not directly con-
trol and cannot directly see, but whose perform-
ance they can and must monitor to ensure suc-
cess.

Second, evolving the structures to facilitate virtual
integration is neither easy nor quick. Virtual Inte-
gration partners must have a common vision of
the total value creation process as well as shared
responsibility for achieving it. Additionally, firms
must spread the risks and rewards of collabora-
tion to solidify goal attainment.
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Definitions:

Value Chain is the sequential set of
primary and support activities that an
enterprise performs to turn inputs into
value-added outputs for its external
customers.

Vertical Integration refers to the de-
gree of integration between a firm’s
value chain and the value chains of its
suppliers and distributors.

Full Vertical Integration occurs when
a firm incorporates the value-chain of a
supplier and/or that of a distribution
channel into its own value chain by ac-
quisition or by expanding operations.

Close Partnership is a vertical rela-
tionship in which the supplier is in-
volved early and heavily in the design,
development, and production of a spe-
cific product over a limited period of
time.

Virtual Vertical Integration occurs
when a firm creates a Close Partner-
ship with suppliers and/or distribution
channels into its own value chain on a
project basis to explore opportunities.

Cooperative Gain is defined as a posi-
tive link between all partners economic
performance in a vertical partnership.
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Reasons to Integrate for Cost Reduction
(Porter)

* Economies of scale.

* Learning.
* Capacity utilization.
* Linkages among activities.

* Interrelationships among business
units.

* Degree of vertical integration.

* Timing of market entry.

* Firm's policy of cost or differentiation.
* Geographic location.

Reasons to Integrate for Value Creation

(Sutherland)

* Opportunities to Differentiate
* Capability Sharing

* Business Model Linkages
* Capital

¢ Capacity Sharing.

* Insight Sharing

* |P Sharing

* Market Channel Leverage
* Brand Linking

* Location




