@ ’ACADEMIC

External Suppliers And Vertical Integration

Posted on October 17, 2019

View this essay online:
https://academic-master.com/external-suppliers-and-vertical-integration/

Introduction

Organizations rarely make a simple choice between producing everything internally and purchasing
everything from external suppliers. Most supply chains combine vertical integration, strategic
outsourcing, long-term partnerships, spot purchasing, licensing, and joint development because
different activities create different economic and operational risks. The central make-or-buy question
is therefore not whether ownership is inherently superior to contracting, but which governance
arrangement delivers the required quality, cost, innovation, control, resilience, and speed for a
particular activity. Transaction-cost economics helps explain why firms integrate when market
contracting becomes difficult, especially where assets are highly specialized, uncertainty is high,
performance is difficult to specify, or opportunistic behavior could create substantial losses
(Williamson, 1985). Supply-chain strategy adds further concerns involving capacity, technology,
working capital, supplier capability, geographic concentration, and continuity. Vertical integration can
protect critical knowledge and reduce dependence on a powerful supplier, but it can also lock the firm
into expensive assets and internal inefficiency. External sourcing offers flexibility and specialist
expertise, yet it introduces coordination, bargaining, quality, cybersecurity, and disruption risks.

Total Cost and the Economics of the Make-or-Buy
Decision

A sound make-or-buy analysis begins with total relevant cost rather than comparing a supplier’s
quoted price with an internal unit cost. Internal production may require new machinery, engineering,
facilities, maintenance, quality control, supervision, working capital, training, and opportunity costs
associated with scarce management attention. External sourcing may add freight, tariffs, inspection,
supplier-development expense, contract administration, inventory buffers, intellectual-property
safeguards, and the expected cost of late delivery or quality failure. Some existing internal fixed costs
will remain even after outsourcing, so allocating those costs to the component and then treating them
as avoidable can make buying appear artificially attractive. The opposite error occurs when firms
ignore capital investment and overhead needed to bring production in-house. Decision makers should
therefore estimate incremental cash flows under comparable volume, quality, and service
assumptions and test the result across demand scenarios. A supplier can be cheaper at normal
volume but expensive when expedites, minimum orders, currency movement, or disruption are
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considered. Total cost of ownership is the proper financial foundation for the governance choice.

Transaction Costs, Asset Specificity, and Control

Transaction-cost economics becomes especially useful when the purchased input requires
relationship-specific investment. A supplier may need dedicated tooling, customized software,
specialized training, or a facility located beside the buyer. Once those investments are made, either
party can become vulnerable because switching becomes expensive. Frequent transactions,
uncertainty, difficult performance measurement, and specialized assets can make detailed contracts
costly to write and enforce, increasing the attraction of vertical integration (Williamson, 1985).
Integration does not eliminate bargaining or opportunism; it changes them into internal management
problems involving budgets, transfer prices, incentives, and organizational politics. Ownership is most
valuable when the firm needs coordinated decisions that cannot be specified reliably in advance or
when delay would endanger a strategically important activity. Conversely, standardized inputs with
many qualified suppliers are often well suited to market purchasing because competition disciplines
price and switching remains feasible. The analysis should therefore ask what must be controlled, why
contracts are insufficient, and whether ownership actually gives management the capabilities needed
to exercise that control effectively.

Capability, Innovation, and Supplier Relationships

External suppliers may possess expertise, scale, patents, process knowledge, purchasing leverage, or
equipment that would be costly for one customer to duplicate. Outsourcing can therefore improve
innovation and allow the buyer to focus scarce resources on capabilities that differentiate its
products. The relationship should not be treated as a purely adversarial price negotiation when
supplier knowledge contributes to design, quality, sustainability, or speed. Early supplier involvement,
shared forecasting, clear engineering changes, performance data, and jointly defined improvement
goals can create value that a short-term bidding cycle would destroy (Chopra & Meindl, 2019). At the
same time, overdependence on one supplier can weaken bargaining power and create continuity risk.
Firms can respond through dual sourcing, approved alternate materials, modular product design,
contractual access to tooling, technical documentation, and supplier-development programs.
Intellectual property requires particular attention because collaboration can reveal designs,
production methods, customer data, or software. The appropriate agreement should specify
ownership, confidentiality, cybersecurity, audit rights, quality responsibilities, change control, and
what happens to assets and information when the relationship ends.

Resilience, Capacity, and Strategic Vertical
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Integration

Supply disruptions have increased attention to resilience, but resilience does not mean bringing every
activity in-house. An internal plant can fail because of fire, cyberattack, labor shortage, equipment
breakdown, natural disaster, or dependence on upstream materials, just as an external supplier can
fail. The relevant question is how many independent failure points exist and how quickly the network
can recover. Firms may maintain internal capacity for a critical component while also qualifying
external suppliers, or they may outsource routine volume while preserving internal engineering and
pilot capability. Geographic diversification, safety stock, alternate logistics routes, business-continuity
planning, and visibility into lower-tier suppliers can sometimes reduce risk more effectively than
ownership. Vertical integration is strategically attractive when supply is scarce, quality variation
threatens the brand, proprietary process knowledge is central, or coordination across stages creates
substantial performance gains. It is less attractive when technology changes quickly and the firm risks
being trapped in obsolete assets. Capacity decisions should therefore consider flexibility, utilization,
lead time, and recovery options in addition to normal-year cost.

Competition, Governance, and Decision
Framework

Vertical transactions can also raise competition-policy concerns when ownership changes access to an
important input, customer, or distribution channel. The U.S. Department of Justice and Federal Trade
Commission’s 2023 Merger Guidelines explain that vertical and other non-horizontal transactions can
be examined when they may substantially lessen competition, including by limiting rivals’ access to
products, services, or routes to market. Routine supplier contracts, by contrast, may still raise issues
involving exclusivity, most-favored terms, tying, information exchange, or market power depending
on context. Managers should therefore involve legal review when supply strategy materially changes
competitive relationships. Internally, a disciplined decision framework should score strategic
importance, total cost, asset specificity, quality risk, innovation needs, intellectual property, supplier
market depth, resilience, capital requirements, scalability, regulatory obligations, and reversibility.
The answer can be hybrid rather than binary. A firm may own a critical process, outsource commaodity
inputs, co-develop specialized technology, and retain backup capacity. Governance should match the
economics and risk of each activity rather than follow a universal outsourcing or integration doctrine.

Conclusion

The choice between external suppliers and vertical integration is fundamentally a question of
organizational design under uncertainty. External sourcing can provide specialist capability, scale
economies, flexibility, and lower capital commitment, while vertical integration can improve
coordination, protect strategic knowledge, secure scarce inputs, and reduce dependence where
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market contracts are fragile. Neither arrangement is automatically cheaper or safer. The strongest
analysis compares incremental total cost, transaction costs, asset specificity, supplier power, quality
requirements, intellectual-property exposure, innovation, capacity, resilience, and the firm’s ability to
manage the activity internally. Strategic relationships can also occupy the middle ground through
long-term contracts, joint development, dual sourcing, or partial internal capacity. Managers should
revisit the decision as technology, demand, supplier markets, tariffs, regulation, and competitive
conditions change because a governance model that is efficient today may become restrictive later.
The objective is not maximum ownership or maximum outsourcing; it is a supply architecture that
preserves customer value, financial discipline, operational continuity, and the capabilities on which
the organization’s competitive position genuinely depends.
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