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Practice exam question 

Integration 
Mark Hage 

Sample answer and examiner comments for the question on p. 10 of the magazine. 

Sample answer 
Vertical integration is where a business acquires another business in the same market but at a 
different level of production/supply. An advantage of vertical integration is that it allows a business, 
such as Morrisons to have greater control over the supply chain with improved access to raw materials 
and food processing. In Morrisons case it has used backward vertical integration, where it has taken 
over suppliers in order to become the second largest food manufacturer in the UK. 

By acquiring meat suppliers Woodheads in 1991 and other manufacturers of food Morrisons has been 
able to ensure the meat and other products produced meet the wants and needs of its supermarket 
customers. As a consequence, there is much less waste in food production together with large 
economies of scale through Morrisons food manufacturers being able to buy many more raw materials 
such as beef, sugar and salt in larger quantities. This may have resulted in Morrisons being able to 
move over to operating a just-in-time method of manufacture, warehousing and distribution to its 
supermarkets that is very responsive to meeting the needs of the customer much more quickly than 
competitors such as Tesco, who lack the same level of vertical integration. Through the use of 
technical economies of scale vertical integration has allowed Morrisons to invest in specialised 
computer equipment that links its manufacturing bases to its warehouse so that 1,600 pallets of 
products per day can be delivered to Willow Green, closely matching the requirements of the 
supermarket stores it feeds into. Due to the high level of integration, Morrisons is able to reduce its 
fixed costs and its average variable costs to maximise the amount of profit it is able to make from each 
sale in its stores. Vertical integration has helped the group turn around its profit situation, with revenue 
up 2.7% in 2019 and profits up by 8.6% for the 2018/19 accounting period. 

However, vertical integration can risk a reduction in economies of scale, as the business is operating 
at different levels of the supply chain. A backward vertical integration can also mean significant rises in 
costs due to the initial costs of integrating the two business, e.g. with different management structures. 
In 1981 DuPont, the plastics manufacturer decided to vertically integrate with US oil company Conoco. 
The cost of the takeover was $7.5 billion, which was much higher than the manufacturer had 
anticipated. The benefits to backward vertical integration were not sufficient to cover the costs of the 
DuPont take over. Also Du Pont had not taken into account the fact that crude oil, which Conoco 
mined and processed, was sold on an open and very competitive market. Even though DuPont was 
able to have much more control over the quality of the raw materials from Conoco, similar-quality oil 
products were openly available on the commodities market. This meant Du Pont made few cost 
savings through its vertical integration with Conoco. Therefore, the small benefits from higher quality 
and economies of scale through focusing on a narrower range of oil products were unable to offset the 
initial cost of purchasing the business. Therefore, average costs actually increased on DuPont’s 
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products, meaning its breakeven point on its products were much higher than before integration. This 
meant DuPont either had to sell products with much lower profit margins or raise the selling prices of 
products, risking a reduction in demand. As a result, DuPont made a loss of $79 million through 
backward vertical integration. There were also further diseconomies of scale, such as poor 
communication, due to a longer chain of command and more layers of hierarchy. 

In the longer term DuPont decided to reverse its vertical integration plans and in 2017 split into three 
separate businesses. This has allowed the three separate businesses to benefit from specialisation, 
such as the new agricultural business being able to bring new products to market much more quickly 
due to a more decentralised organisational structure. As a result, products such as new seed types 
and methods of crop protection have created estimated sales in 2018 of $14 billion. The speciality 
products business has been able to focus on biosciences. Success with plant-based feedstock has 
allowed this new business to have annual sales of $21 billion. Clearly there are situations when 
vertical integration actually reduces rather than maximises profits for some businesses. 

Vertical integration is not always the best way for businesses to maximise their profits. Businesses 
need to look at the trade-offs between being able to have much more control over the type and quality 
of products that vertical integration may allow versus the relative costs of acquiring suppliers and the 
possibility of gaining similar or better benefits from outsourcing or the competitiveness of the market. 
For example, Morrisons has seen the benefits of vertical integration through becoming the second 
largest food manufacturer in the UK but has also decided to outsource to DHL the logistics element of 
the business. The outsourcing allows Morrisons to avoid investing significant sums of money in the 
fleet of 72 lorries, and DHL has much greater specialised knowledge in the efficient and effective 
transport of produce. This approach allows for much more flexibility in terms of matching logistical 
requirements to customer needs in Morrisons stores. Morrisons can reduce its leased fleet of lorries 
much more easily and cheaply than if it owned and operated the expensive vehicles themselves. This 
keeps costs much lower and allows greater flexibility than if Morrisons was to vertically integrate with a 
logistical business. With the manufacturing of food, clearly Morrisons is able to take advantage of 
controlling quality and products, together with offering spare capacity to other retailers. By striking the 
appropriate balance between vertical integration and outsourcing, businesses such as Morrisons are 
able to maximise cost savings and therefore maximise profits. As long as businesses are continually 
reviewing their approach to finding the most effective approach to meeting the needs of the end user, 
vertical integration can be used when it offers the greatest levels of profit maximisation. 

Examiner comments 
Mark: 25/25 (Level 4 — an excellent response fully focused on the question) 

The answer starts with a clear understanding of vertical integration and its importance in maximising 
profits. A depth and range of knowledge and understanding is demonstrated that is precise and well-
selected. Analysis occurs throughout and is applied effectively, with the use of contextual examples to 
add depth. The student compares other methods of maximising profits and the conclusion looks at the 
trade-offs that need to be considered to strike the most effective balance between vertical integration 
and outsourcing. 
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