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Abstract: In the last decade, the character of agro-food chains functioning has changed significantly. Globalisation ele-
ments in the food processing and distribution are changing conditions in agro-food sector and influencing also agrarian
markets. Due to higher food finalisation and market force of processing and distribution stages in the agribusiness com-
modity vertical, farm value share in the final food price has decreased. Increasing competition makes agribusiness firms
look for possibilities to strengthen their competitiveness, which is increasingly determined by the ability to develop
successful partnerships within commodity verticals, i.e. vertical integration, eventually co-ordination, enforces. In this
study, potential benefits and risks of these forms of vertical interconnection are reviewed with respect on specific market
and production characteristics of agro-food chains. The problem is presented on the example of the commodity chain of
bakery and pasta production in the Czech Republic. At the end of the paper, main arguments for the interconnection of
particular stages of this vertical are derived, especially between mills and bakeries.
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– Reduction of transaction costs

Transaction costs are the costs associated with the pro-
cess of exchange itself. Thanks to vertical integration, a
firm may potentially save part of sales costs, price ne-
gotiations, or marketing costs.

– Enhanced ability to innovate and to differentiate
Backward integration may allow a firm to obtain specia-
lised inputs through which may improve or at least dis-
tinguish its final product. Forward integration gives a
firm better or more timely access to market information
allowing a more rapid or specified adjustment of prod-
uct characteristics.

– Reduction of risk
Vertical integration can reduce supply or demand un-
certainty and price fluctuation risks.

– Improved market position
Vertical integration creates entry barriers in case of sig-
nificant economies of scale or requirements of capital.
The more important net contributions of integration
there are (e.g. high prices, low costs or risks), the great-
er pressure on other firms there is to integrate.

– More efficient exchange of information and organisa-
tional structures
Vertical integration may cause the firm to require less
information and so it is reducing costs. Of course, the
potential cost advantage must be balanced against the
disadvantage of the possibility if missing advantageous
external opportunities. An integrated firm can use the
prediction of consumer demand for final product at all
stages of its vertical chain. Besides, vertical integration
facilitates the introduction of more efficient and specia-
lised procedures and organisational structures to im-
prove production.
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– Dissipation of resources

Due to the dependence of all vertical chain performance
on its each stage, the firm can be obliged to invest in
marginal stages to keep operating of the whole subject.
Either the firm must accept cost disadvantages due to
inefficient operating scales or it has to sell/purchase out-
puts/inputs at the market. Moreover, the firm may fore-
close itself from access to independent suppliers or
buyers.

– Reduced flexibility
High investment may reduce flexibility. Changes in tech-
nology, product design and market developments may
cause the production or technologies to become more
costly, inferior in quality or inappropriate compared to
those of independent suppliers or buyers. An integrat-
ed firm is then confronted with higher switching costs
than in the case of contracting independent partners.

– High demand for capital
To make vertical integration profitable, high investments
need to be offset by substantial cost savings or returns
greater than or at least equal to the firm’s opportunity
cost of capital3.

– Rigidity of organisational structures
Managing various vertical stages may require distinct-
ly different managerial approaches. However, vertically
united firms operate together and that is why there is a
tendency to think of them as similar from the manage-
ment viewpoint. Moreover, tightly linked and assured
linkages between the stages within an integrated firm
may cause dulled incentives. In general, markets pro-
mote high-powered incentives and restrain bureaucrat-
ic distortions more effectively than compared to internal
organisation.
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– perishability of production,
– variability of quality and quantity of supplies of farm-

based inputs due to biological variation, seasonality,
random factors connected with weather, diseases or oth-
er biological hazards,

– differences in lead time between successive stages,
– availability of capital,
– increased consumer attention concerning both product

and method of production.
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(a) A commodity vertical is increasingly influenced by

external factors – extensive and fast expansion of retail-
ing channels and foreign retail chains that look for sup-
pliers which are able to provide their shops with
products of required structure, volume and quality and
which operate in the whole republic.

(b) As consequence of increased competition each stage
has to seek possibilities of minimising costs in order to
be competitive.

(c) Vertical integration enables increase in labour produc-
tivity through specialisation, concentration and invest-
ment in modern technologies.

(d) The competitiveness of producers requires flour qual-
ity assurance and stability, which will ensure better
quality by product processing.
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