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Vertical coordination in agriculture 

• Definitions of vertical coordination 

• Different approaches to vertical coordination 

• Reasons for vertical coordination 

• Vertical coordination in practice 

Subsector approach to vertical coordination 

• What is a subsector? 

– Shaffer (1968): “The vertical set of activities in the production and distribution 

of a closely related set of commodities.” 

– Marion et al., (1986): “An interdependent array of organizations, resources, 

laws, and institutions involved in producing, processing and distributing an 

agricultural commodity.“ 

• Economic Stage of Production 

– Williamson: Technologically separable production process 

– Any operating process capable of producing a saleable product or service 

(i.e. a value adding process) 

• Catalyst: Rapid changes in vertical coordination for U.S. ag commodities 
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Vertical coordination 

• Mighell and Jones, 1963 : “All the ways of harmonizing the vertical stages of 

production and marketing.“ 

– Vertical coordination as a process 

• Marion et al., 1986: “The sufficiency of the system of prices and other mechanisms 

as carriers of information and incentives and directors of the allocation of resources 

in a subsector.“ 

– Vertical coordination as a state 

• Coordination has thus been used to refer to both a process and a state 

• Two types of vertical coordination: 

– Synchronization – static 

– Adaptation – dynamic 

• Possible conflicts between the two? 

Performance Questions 

• What impact does alternative vertical organization of subsectors have on 

performance? 

• Why one organizational form over another? 

• How do changes in basic conditions lead to changes in subsector organization? 
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Problems of vertical coordination 

• How to harmonize the various stages of production over time and in a manner that 

covers costs of production given 

– Biological lags in production 

– Perishability of products 

– Uncertainty due to: 

• Stochastic variation in production (e.g., weather-induced) 

• Technical innovations 

• Unforeseen shifts in demand (e.g., export demand) 

• Human behavior 

– Heavy amount of fixed investment at risk 

– This may lead individual firm to be unwilling to rely on open market for 

supplies of critical inputs or for outlets for its products 

– From society's point of view, this means that simple reliance on the open 

market may not be efficient 

Subsector Performance Dimensions 

• Resource Allocation 

– Pareto optimality criterion, given property rights 

– Pragmatic evaluation has to recognize the impact of time, information and 

risk 

• Transaction Costs 
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– Costs of carrying out transactions 

– the main reason we don't leave everything to the market 

– have become more important as ensuring quality specifications in the food 

system has increased 

• Dynamic Stability 

– Avoidance of resource waste through periodic over and undercommitment of 

resources to production 

• Equity 

– Rewards accrue to those who control the product attributes involved 

• Market and Information Accessibility 

– Balance of access to information and other sources of market power 

External versus Internal Vertical 

Coordination 

• “Invisible hand” 

– Exchange of information or goods between adjacent Agri-Food system 

stages occurs outside any single firm or economic entity 

– The “cash” market (spot market) 

• Exchange of information or goods between adjacent stages occurs within control of 

a single firm 

– Ownership integration 
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Necessary Transaction Components 

• Negotiating the deal 

• Transfer of ownership 

• Establishing a price 

• Physical delivery to the buyer 

• Monitoring and enforcement of contract terms 

• These elements, especially the first 4, can be done all at once or separated over 

time and space. 

– The various mechanisms outlined below vary in the degree to which these 

various functions are grouped together or separated 

– The various mechanisms can be viewed as lying along a continuum from 

pure reliance on open market to internalization of transactions via integration 

Reasons for vertical coordination 

• Make or buy?  

• Make relates to internal production 

• Buy relates to use of the marketplace 

• Reasons to buy: 

– economies of scale and scope, 

– market discipline 

• Reasons to make: 

– coordination 
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– transactions costs 

– information leakage 

Explanations of vertical coordination 

• to increase profits in noncompetitive markets (Royer) 

• to price discriminate and create barriers to entry (Stigler) 

• to shift price and production risk to firms that can manage risk more efficiently 

(Knoeber and Thurman; Martin,1997) 

• to ensure input supplies (Carlton) 

• to sustain a strategic competitive advantage (Westgren) 

• to reduce transaction costs (Willamson) 

Transaction cost theory 

• Why do firm exist? 

• Coase/Williamson: 

– The boundary of firms is determined by transaction costs 

• Cost of using the market vs. cost of integration 

– Economies of Specialization vs Diseconomies of integration 
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Sources of transaction costs 

• Economic uncertainty 

– Characteristics of trading partners 

– Prices of goods and services 

– Product quality 

– Product availability 

• Bounded Rationality 

– Economic players are limited in their ability to process information and make 

decisions 

– Incomplete contracts 

– Information asymmetries 

• Opportunism 

– “Self-interest seeking with guile” 

– Imperfect commitment 

– Taking advantage of other parties in the transaction 

Transaction Characteristics 

• Frequency 

• Degree of Complexity/Uncertainty 

• Degree of Asset specificity 

– Types of Asset Specificity 
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• Site 

• Physical Capital 

• Human Capital 

• Dedicated Assets 

Transactions costs explanation 

• M(k) is transaction costs associated  

with spot-market coordination 

• C(k) is costs associated with  

contracting 

• V(k) is costs associated with  

vertical integration 
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Policy Issues 

• Protecting attributes through the system 

– Food safety 

– Quality attributes 

• Temporal coordination 

– Timing of supply and demand 

– Information’s role 

• Thin markets 

• Market power 


