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PREFACE

The thesis consists of an introductory chapter followed by four chapters and a final section that
summarized and concludes. The four chapters, which make up the bulk of the thesis, each address the
topic of forward integration and governance from theoretical and empirical perspectives. Chapter
provides an introduction to the thesis as well as the motivation for inquiring into the overall research
guestion. Chapter 2 explores into value chains with a particular focus on what role different downstream
distribution types play in relation to upstream manufacturing. It then takes stake of the current literature
in relation to firm boundaries and the decision to integrate forward and uncovers contextual conflicting
differences relating to the decision to integrate forward. Chapter 3 addresses different governance
challenges relating to contextual distribution differences following the decision to integrate forward.
Chapter 4 is a case study of governance mechanisms inside a major European manufacturing company
that has struggled to turn strategy of forward integration into industry leading profits. Chapter 5 is a
comparative case study of governance mechanisms between two forward integrated manufacturing firms
where one firm, over an extended period of time, constantly has outperformed the other in terms of
growth and profits. While the four chapters can be read individually they are, in the context of this thesis,
seen as a progression from both a research as well as a managerial perspective towards answering some
of the question that relates to successful forward integration. The final chapter summarizes the findings
of the chapters 2 — 5, the research papers, in relation the purpose of the thesis and guiding research

guestion. The research papers included are as listed below:

e Bering, S. (2020a): The Rationales of Forward Integration: Analyzing the Relationship

Between Manufacturing and Distribution

e Bering, S. (2020b): Forward Integration: The Governance of Interdependencies Between
Manufacturing and Distribution

e Bering, S. (2020c): Forward Integration from Manufacturing to Sales and Distribution: A
Case-Based Study

e Bering, S. and Andersen, T. J. (2020): Forward Integration in Manufacturing: A
Comparative Case Study of Governance Mechanisms
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ABSTRACT

In value chains the purpose of the different industry stages, with discrete resources and
capabilities, is to transform raw material into final products and services in markets for end-
users. In this context manufacturing firms face increasing pressure on generated profits. As
national economies develop so does the importance of service related activities which present an
opportunity for manufacturers to compensate declining profits by integrating forward. However,
when manufacturing firms contemplate forward integration this presents challenges that are
different to those they face when marketing own manufactured products. The theoretical
rationales applied to help analyze the economic effects from forward integration are complex
and sometimes provide conflicting recommendations. The related challenges, when substituting
market transaction with a hierarchy, are supported by the empirical literature on manufacturers’
forward integration that shows very different profitability effects. Hence, for manufacturing
firms to integrate forward into distribution and services this requires consideration of different
economic rationales that not always work in concert but also the implementation of according
governance mechanisms to ensure economic profits. The purpose of this PhD is to inquire into
“how forward integrated manufacturing firms effectively govern their integrated

distribution activities under different market conditions”?

To answer this question, this study begins by analyzing the complexity of value chains and what
separates the different industry stages. To understand the challenges related to forward
integration two streams of literature is synthesized. This relates to the theoretical and empirical
boundary literature as well as lead firms within global value chains. From this, two distribution
archetypes, directional and complex distribution, in addition to spot market transactions, is
condensed and the corresponding interdependency differences are presented in chapter two.
Chapter three progresses the discussion by considering the interdependency differences and
what are the governance implications following forward integration. These first two chapters
provide guidance to inductively collect data related to forward integration and governance. To
understand the initial integration rationale and governance today, governance is here considered
more in its wholeness. A qualitative case study methodology serves as the foundation for
collecting data by using two manufacturing firms within the same industry that both have
pursued a strategy of forward integration but with vastly different performance. The study show
that while forward integration can be very challenging it can also, when governance instruments

are aligned to the distribution context, provide sustained competitive advantages.



SAMMENFATNING

Formalet med industrielle veaerdikeader er at forskellige firmaer, hver med egne bestemte resurser
og kompetencer, kan forandre input af ravarer til feerdige produkter og services bestemt for salg
til slutbrugere. | denne industrielle kontekst oplever stadig flere produktionsvirksomheder
stigende pres pa deres gkonomiske overskud. | takt med den gkonomiske udvikling, stiger
service sektorens andel af brutto national produktet ogsa. Dette giver produktionsvirksomheder
en mulighed for at kompensere deres nedadgaende overskud ved at integrere fremad i
veerdikaeden. Desverre er de udfordringer som produktionsvirksomheder vil sta overfor ved
integration af services og distribution anderledes end dem som opleves i eksisterede
produktmarkeder. De teoretiske rationaler, der skal hjelpe med at analysere de gkonomiske
effekter af integration, er komplekse og giver ofte modstridende vejledning in relation til
beslutningen om at integrere distribution og services. Udfordringer som firmaer star overfor, nar
de gar fra kontraktuelle markedstransaktioner til organisatoriske hierarkier, bekraftes af den
eksisterende akademiske litteratur som papeger meget forskellige gkonomiske resultater blandt
firmaer som her integreret fremad i veerdikeden. Produktionsvirksomheder der integrerer
fremad skal derfor grundigt overveje de forskellige, og ikke altid ensartede retningsgivende
gkonomiske effekter, samt de koordinerende styringsmekanismer som skal implementeres for at
sikre gkonomisk overskud fra fremadrettet integration. Formalet med denne PhD er derfor at
undersgge hvordan ”produktionsvirksomheder der har integreret fremad effektivt styrer

den integrerede distribution under forskellige markedskonditioner”?

For at svare pa dette spargsmal, begynder dette studie med en analyse af kompleksiteten af
forskellige veerdi keeder samt hvad separerer de forskellige industrielle sektorer. For at illustrere
udfordringerne fra fremadrettet integration benyttes to forskellige teoretiske perspektiver. Disse
relaterer til de teoretiske og empiriske udfordringer der definerer firmaers aktiviteter samt den
rolle ledende firmaer i globale verdikeaeder patager sig. Ud fra dette udeledes to distributions
&rketyper, retningsgivende distribution samt kompleks distribution, i tillaeg til alm. spotmarkeds
handel, og hvor de forskelige indbyrdes afhaengigheder praesenteres. Kapitel tre fokuserer pa de
forskellige indbyrdes afhangigheder i relation til distributionstyperne, retningsgivende- og
kompleks distribution, samt implikationerne for de koordinerende styringsmekanismer for
integrerede virksomheder. Disse to farste kapitler danner derfor grundlag for induktivt at samle
data relaterende til fremadrettet integration samt interne styringsmekanismer. For at forstd

integrations rationaler og de styringsmekanismer der bruges i dag bliver styringsmekanismer



betragtet som et mere aggregeret begreb. Et kvalitativt ’case study’ metodik bruges til at samle
data fra to produktionsvirksomheder der begge har fulgt en strategi om fremadrettet integration,
og som konkurrerer indenfor samme industri men med vidt forskellig resultater. Studiet viser, at
fremadrettet integration kan vaere meget komplekst og udfordrende, men ogsa, at nar interne

styringsmekanismer justeres til rette distributions type kan dette give varige konkurrencefordele.
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CHAPTER 1:

INTRODUCTION

The motivation for engaging in this (industrial) PhD is rooted in my own employment inside
large forward integrated manufacturing and transportation firms. In this environment | often
found myself, but also colleagues, puzzled and frustrated by the internal dynamics between
headquarters and local operations. Phrases like “don’t try to understand it — its headquarters’
rationale”, ”volume forgives” and ’satisfying my boss is the most important”, I wouldn’t do
this if it was my businesses” were often heard. On the extreme, one foreign managing director of
a national distribution company expressed local governance rationales and the road to personal
success along these lines: ‘the first year an MD blames his poor results on his predecessor. The
second year he shows headquarters what he can do as the basis for future promotion. The third
year he prepares the fall of his successor to show his own superior capabilities.” Employees
representing headquarter also expressed skepticism about the dynamics that governed between
headquarters and local operation while at the same time didn’t want to “rock the boat”. At the
same time | also observed companies within the same industry, following the same strategy of
forward integration, but with a significantly better performance. In the following I will briefly
describe some of these personal observations that sparked my curiosity and led me to embark on

this thesis.

Local managing directors and finance directors predominantly came from the same
nationality as the manufacturing headquarters. While the finance directors understandably had a
finance background, managing directors usually came with a commercial or sales background
and very rarely with a service background. This also has to be seen in contrast to the background
of CEOs at headquarters who predominantly had a manufacturing or R&D background. Given
the often expressed importance of customer orientation within complex and dynamic market
settings, this constellation of competences did not seemed logical and the operational dynamics

became visible in several areas.

When comparing different performance indicators between wholly-owned subsidiaries and
private distributors, the private distributors clearly performed better. The selling prices, and

profits, to end-users were significantly higher among the private distributors. This was due to



several factors. Wholly-owned distributors sold a larger share of vehicles to large fleet owners
with repair and maintenance as well as buy-back® obligations. This meant taking over future risk
that usually rested within the user/buyer. Private distributors focused more on customers where
the aftersales revenue potential was higher and where product commodification was low, that is,
a customer and product mix targeted smaller and more specific customer use. Private
distributors, on average, also outperformed wholly-owned distributors in customer relation
surveys. Apparently private distributors knew that to harvest future profit potential from the
higher complexity of vehicles sold, it was imperative to maintain good customer relationships
and loyalty. Lastly, private distributors clearly remarketed used vehicles locally to seize the
profit potential of older vehicles, whereas wholly-owned subsidiaries exported used vehicles to

“remove” an obstacle taking focus away from the sale of new vehicles.

The last logic inference relates to the operation of national business units that had the
formal status of a profit center. While much of the public debate around transfer pricing and
multinationals relate to tax optimization, the negative operating margins inside national
operations seemed to be related to something else than tax avoidance. The delegated targets, that
are visible in the national budgets, always seemed to be extremely ambitious. National
management after engaged in something which was supposed to resemble a negotiation with
agreed targets often reduced local targets to second level managers because the “negotiated”
targets were considered unachievable. Further, when these very ambitious targets were
considered unachievable the question arises “how and what to prioritize”? In this case the sold
volume and fixed cost control always took first priority at the expense of future investments and
profits. Managers which achieved their budgeted volume and market share but not profits were
never fired indicating that the marginal revenue inside headquarters from additional sale was
higher than the local losses. This also meant, that local management quickly learned that when
headquarters does not complain or fire employees from making local losses, as long as volume
targets were met, this indicated that marginal profit inside headquarters was high - effectively

diluting the notion of local profit centers.

! Buy-back is a contractual obligation normally used within operational lease. In operational lease the seller invoice
the user a monthly fee for the use of an asset comprised of the depreciation between the selling price of the asset
and the residual value of the asset (buy-back price) at the end of use; interest rate; the attached repair and
maintenance costs in the agreed period of lease.
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Forward Integration and History

From the industrial revolution until the middle of the 19™ century, manufacturing companies
engaged primarily, if not solely, in manufacturing activities (Schmenner, 2009). However, with
the introduction of new technologies like the railroad, communication technologies like the
telegraph, and more, this presented opportunities for manufacturing companies to expand their
general business reach along the value chain. Alfred Chandler in his historical work “The
Visible Hand” (1977) argues that today’s modern business enterprise began their expansion
through vertical integration and thereby internalizing activities and transactions that were
previously carried out by a number of separate and segregated business entities. Internalizing
business activities and transactions along firms’ value chains, generally known as vertical
integration and often associated with the “make or buy” decisions, can take two directions. As
Harrigan (1986, ; 536) states: “vertical integration involves upstream (or downstream)
arrangements between sister business units to provide raw or semi-processed materials,
components or services to (or purchase outputs from or act as distributors for) each other.” In
other words, vertical integration can entail backwards and forward moves along the value chain

activities.

Free markets and capitalism have often been hailed as for their effective ability to allocate
resources and providing strong incentives related to capital investment (Hayek, 1945). This
includes segregated ownership of the different industry stages along value chains. However,
there are times when a centralized hierarchy can operate integrated value chains more efficiently
(and profitably) than decentralized market mechanisms. Three early explanation for forward
integration are identified from Chandler’s work (1977, 1990), Schmenner (2009) : 1)
Commodity titans, like Rockefeller’s Standard Oil, who use forward integration to increase
barriers to competition, hereby protecting their own profits, 2) Novel, high volume processors,
like Gustavo Swift (slaughterhouses, meatpacking and selling) who use innovation in
distribution technology like refrigerated railroad carriages and warehouses to move production
closer to the western breeding grounds and 3) Supply chain innovators, where manufacturing
companies’ needed access to downstream retail, repair, and financing services to complement
the manufactured product. This business concept rested upon resources and competences
developed in the manufacturing entity that were successfully expanded across a larger
geographical area. This included companies like Singer Corporation (sewing machines),

McCormich mechanical reapers (later International Harvester) but also some of today’s giant

11



conglomerates like Westinghouse Electric Corporation and General Electric. While the first
integrative moves were a demonstration of Industrial Organization arguments to restrict
competitors and avoid dilution of profits (e.g., Bain, 1968; Porter, 1979), other approaches
demonstrated how innovation in forward integration towards distribution can provide
competitive advantages. These efforts attempted to circumvent what Chandler (1977: 287) as
well as Porter and Livesay (1971: 166) referred to as “inadequacies of existing marketers.”
Teece (1986) further argued that “after-sales service” are complementary to the tangible product
is often needed to capture value from manufactured product innovations. This shows the

emergence of long-linked sequential interdependency (Thompson, 1967).

A closer examination of the more recent literature reveals that vertical integration has
become a much more complex theme since its gradual emergence following the industrial
revolution. This is illustrated by the numerous and often different economic interpretations of
the underlying issues, usually shaped by the adopted theoretical perspective. Blair and
Kaserman (1983: 11) argue that a firm engages in vertical integration when it “transmits a good
or service which could, without major adaptations, be sold in the market” and Porter (1980)
defines it as “the definition of technologically distinct production, distribution, selling, and/or
other economic processes within the confines of a single firm.” Riordan (2008: 150) refers to
this as: “the organization of successive production processes within a single firm, a firm being
an entity that produces goods and services.” which resembles Thompson’s (1967: 15) “a long-
linked technology involves serial interdependence in the sense that act Z can be performed only
after successful completion of act Y, which in turn rests o act X”. In contrast, Grossman and
Hart (1986) analyze the integrated firm in the perspective of unified ownership and therefore
control of assets used for production. It seems clear, that organizing activities within firms can
have economic advantages. Nobel laureate Herbert Simon (1991) described how a mythical
visitor from Mars would find that most economical activities are made within and between
divisions and departments of the same integrated firm. Accordingly, McMillan (2002) estimated
that even in market oriented economies like the U.S.A., internal transfers would account for
over 70% of all business transactions, which seems to provide support for the effectiveness of

large integrated organizations.

There are also other perspectives that distinguish the discussion of forward integration from
the general discussion of vertical integration. This relates to the complexity of final product

12



markets and the manufacturer’s proximity to the markets, the structure and use of specific
investment in specialized downstream resources, and the consolidation of final revenues and

profits along the integrated value chain (Figure 1.1).

Supplier Contacts Resources, Contacts Distributor

competence and governing competence and governing competence and

product complexity trade combinatory trade product
relationship || capabilities relationship || complexity

Spot market supply

Modular supply Manufacturing Customers

firm Distribution (final user

Relational supply (hierarchy) market)

Captive supply

Normal governance

Area of consideration

Figure 1.1 Vertical Value Chains — The Role of Distribution in Forward Integration.

Note: The full value chain illustrates different sources of supply to manufacturing, which in turn delivers
to downstream distribution that reach the customers in the final product markets. The analysis of forward
integration attempts to understand the governance of manufacturing and distribution into the complexity
of end-user markets (yellow area with overlap into customers) in contrast to the contractual relationships

between them (green area).

It is necessary to distinguish between backward and forward integration since the two types
of vertical integration differ in important ways. Backward integration can secure the ownership
to the sources of various inputs from suppliers, which increases the ability to influence the
specific types of inputs required by manufacturing while manufacturing remains the final entity
to register total revenues as the natural (and controlling) profit center. In contrast, forward
integration moves towards controlling the distributors that are closer to the final markets,
therefore possessing much of the essential customer intelligence needed to produce competitive
products. This can potentially dilute the power of manufacturing due to the dependency on
specific knowledge in distribution, which is now also the last point of revenue collection. So,
forward integration must be separated from the general discussion of vertical integration to fully

13



understand and inquire into the economic rationales associated with the governance of forward
integration. In forward integration, managers must address the tradeoffs between contractual
market transactions and a more complete view of the integrated organization — including power
delegation, managerial control systems, and internal incentive structures. In this context Alfaro
et al. (2018) point to the limited attention given to the interplay between firm boundaries and the
allocation of decision-making rights inside the firm. Baines et al. (2017) point to a similar
problem arguing that manufacturers’ transformation towards more service oriented offerings
requires much more attention, especially in the area of the internal conditions needed to grow

revenue and profits.

This thesis is about the manufacturing firm’s decision to integrate forward into distribution.
Looking at the ‘real world,” forward integration continues to be the common approach in
consolidating manufacturing industries, so the topic of effective forward integration is as
relevant as ever. However, it is striking to note the distinct performance differences that prevail
across firms that pursue similar strategies on forward integration, which point to some
underlying issues regarding more or less effective ways to govern the forward integrated firms.
While the “black box” perspective of traditional Industrial Organizations theory can provide
some help to understand forward integration, it seems that these normative prescriptions are
insufficient when less stringent and straightforward circumstances prevail. This fundamentally
means that we need to consider how segregated ownership (with market incentives) are affected
by the change towards hierarchical coordination of the interdependencies between the integrated

manufacturing and distribution activities.

All manufacturing firms, no matter their size, eventually need to sell their production. Like
lead firms in global supply chains (Gereffi et al.,, 2005, 2018; Gibbon et al., 2008),
manufacturing firms develop capabilities and resources (Nooteboom, 2004; Teece, 2010) to
transform different types of supply into final outputs (Figure 1.1) that cater to different types of
distribution. In its most simple form, distribution is accomplished by having a small sales
department attached to the production and then selling to the adjacent downstream industry in
simple spot market transactions. More complicated distribution types involve contractual
relationships that govern the interdependency between the manufacturer and the adjacent firms
responsible for the distribution. The kind of interdependency considered here is one where the

manufacturer’s product remains a main component in further downstream product markets of
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the final users, and where the manufacturer relies on the downstream distributors to provide
selling and supportive activities into the final markets. Sometimes the manufacturer’s product
does not require any further alterations to be user ready like a standard piece of furniture, like a
chair for home use. At other times, it can take on more complex characteristics, say a kitchen
where the manufacturer’s product requires additional value adding activities like an architect, a
carpenter, and various auxiliary services interacting with the end-user to ensure a satisfactory

use.

While these examples are simple and benign, they serve to illustrate different types of roles
and dependencies between manufacturing and the distribution of products. The examples above
also illustrate the difference in complexity of required resources and competences within
distribution to make the manufacturer’s product user ready and competitive in the market
(Gereffi et al., 2005, 2018). When the downstream distribution investments and value adding
activities are straightforward, they are easy to describe in processes and incorporate
contractually. However, when the value adding activities of the distribution are based on
idiosyncratic knowledge and resources, the codification that is needed to specify product
complexity and contracts become increasingly difficult (ibid). Hence, Teece (1982) reminds us
that capabilities and resources located upstream from the firm are potentially further away from

the final product markets, so it is critical to ask how far away and consider the implications.

Sequential Interdependency, Incentive Misalignment, and Contracts

An important starting point seems to be an inquiry into the (potential) advantages of forward
integration — after all, history has proven that it can be a successful strategy. To begin with, the
segregated ownership of assets associated with markets provides multiple sources of incentive

misalignment and opportunism, which are central to the following argumentation.

Segregated ownership of manufacturing and distribution implies contractual arrangements
between these interdependent business entities along the (industry) value chain. The type of
relationship here is one where contractual arrangements govern the interdependency between the
manufacturing and distribution entities (Lafontaine and Raynaud, 2000). This includes
investment in relationship specific assets and required activities in the distribution entities
(Grossman and Hart, 1986; Klein, Crawford and Alchian, 1978; Williamson, 1979) that are

15



predominantly specified by the manufacturer. While this might resemble common franchise
contracts, this is not quite the case. The contractual specifications derived here are different
from the fundamental transformation that Williamson (1985) describes, where trading parties
over time develop mutually specific assets. Nonetheless, these specified contractual investments
still have higher value inside the relationship than outside (Klein, Crawford and Alchian, 1978;
Williamson, 1979). This means that while contracts still are exposed to opportunism from the

trading partner, there are other contractual considerations.

The contracts also serve to allocate responsibility, and in some instances, also to reduce
incentive misalignment. This relates both to incentivizing the adjacent distribution partners to
invest in specific assets as well as activities that benefit the optimal volume and profit position
of the manufacturer. With the creation of downstream contractual relations — where the
manufacturer sells the intermediate product to downstream contractually engaged distributors
that have made specific investments — this creates a sequential monopoly (Blair and Kaserman,
1983; Eccles, 1985; Tirole, 1988). That is, they become so mutually specialized that they
depend on each other, and thus effectively take monopoly positions as the only (viable) partners.
So, the manufacturer’s price of the intermediate product is now the sourcing price of the

downstream distributors.

This presents a very simple setting that can further the understanding of the resulting
incentive misalignment. Let’s further assume that the aggregated efforts of manufacturing and
distribution creates a demand in the final product market with a relationship between price and
quantity as represented by the demand function: P(rice)=110 - 5Q(uantity) (Figure 2.2; solid
blue line). Let’s further assume that the manufacturers cost pr. unit of the current products is 10
€ (Figure 2.2; solid red line). To maximize own profits, the manufacturer will set marginal
revenue equal to marginal cost, MR = MCm (Pindyck and Rubinfelt, 2013). This creates the
manufacturer’s profit maximizing quantity of 10 at a selling price of the intermediate product to
the distributors of 60€ (where the dashed blue line ‘MR’ intersects with MCm at quantity 10).
The distributors who also want to optimize own profits will use the same methodology setting
marginal revenue equal to their marginal cost (MR=MCd). The same 60€, that is the
distributors’ purchase price of the intermediate goods (Cd) will yield a profit optimizing

quantity of 5% With a final market demand function P=110 - 5Q this gives the distributors a

2 MR=MCd (110 — 10Q = 60€)

16



final market profit optimizing selling price of 85€ and an aggregated margin of 125€ (see

calculations in Figure 1.2 — area A).

The important thing to note here is that this (reduced) quantity of the distributors will also
be the manufacturer’s quantity. This effectively creates aggregated profits within the contractual
partnership of 375€ (area A (Pd), 125 + area B (Pm), 250). It has to be compared with the
situation, where this was an integrated firm. In that case, the optimal quantity would be 10 at a
price of 60€ with total profits of 500€. So, two sequential (monopolistic) firms each seeking to
optimize own profits forgoes a total aggregated profit potential of 125 € (500 — 375 (area D))
(Figure 1.2). This challenge, is known as the ‘double marginalization’ problem, which often in
the industrial organization literature is used to recommend vertical integration (Brickley et al.,
2015; Eccles, 1985; Pindyck and Rubinfeld, 2013; Riordan, 2008).
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Source: Adapted from Brickley, Smith and Zimmerman (2015).

Figure 1.2 The Price-Quantity Positions of a Monopolistic Supplier and Sequential Distributors
where Transfer is Mandatory

If we expand the sequential monopoly to include other costs in the distribution, this will
only exacerbate the incentive and profit misalignment issue. Using the samt demand fuction and
marginal cost of the manufacturer (MCm) as before, the manufacturer will retain the selling
price of the manufactured good at 60€. If the distributor, in addition to the purchase price, has
variable costs of 10 € (e.g., sales commision, marketing), and these cost can distributed by an
activity based costing method (Zimmerman, 2011) and verified by the manufacturer, this
amounts to area C1(d) in Figure 1.3. Assume that the distributor adds further discretionary costs
of 10€ pr. sold unit (Area C2(d)), which could be perks like traveling 1% class, using better

hotels, higher perdiem, etc., then the distributors marginal costs (MCd) are now 80€. This will
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lead to a new profit optimizing quantity for the distributors of just 3 units. Total aggregated

profits from this scenario are 195€ (see Figure 1.3).

P(£)
A

110 |,

AreaP(d):
Distributor's

/| profits: (95X 3) -
(80X 3)=45¢€

95 |
Areac2(d):
' istributor’s
80 Lun | additional costs:
(10X 3=30¢

- MC (M)
"xMR (m)

(3) (10) 11 200 22 Q

Note: Distributon cost consists of the intermediaty manufactured product and two other types of internal

distributon costs.

Figure 1.3 Segregated Ownership of Manufacturing and Distributon.

If the ‘unnecessary’ cost (C2(d)) can be detected and removed through internal controls as
the manufactuer acquires the distributors and integrates forward, and the selling expenses
(C1(d)) are absorbed by the manufacturer, the firm’s profit accounts would look much better
(Figure 1.4). To optimize profits the integrated manufacturer will set MR=MC (integrated
enterprice)® leading an optimal quantity produced of 9. The aggregated profits of the integrated
manufacturer is now 405€ - a considerable increase that justifies the integration from reducing

incentive misalignments.

¥ MR=MCd (110 — 10Q = 20€)
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Figure 1.4 Vertically Integrated Enterprice where Manufacturing Optimizes Distribution Costs.

However, this prior analysis assumed a given demand curve. But, what happens if the
demand curve is influenced by the distinct effort that creates the distribution costs (area C2(d))
(Figure 1.5)? It may actually add value to the product offering so it pushes the demand function
outward to a new function of P=130 — 5Q. Now, this would change the situation dramatically. If
the integrated distribution adds value and increases demand, this would lead to combined profits
of 500€* from a quantiry of 10 — more than the 405€ if the distributors’ costs (C2(d)) are
assumed to be unproductive (Figure 1.5). The question remains; what will happen to the
dowstream effort in distribution entities after integration, if the company disregards (or forgets)
the potentially positive effects of the addedd distribution costs? The answer seems to be, that
the company then will forego an incremental profit potential. Well, this is a fundamental

consideration when manufacturing firms integrate forward.

* MR=MC ((C(m)+C1(d)+C2(d)) = 130 — 10Q = 30€

20



AreaC2(d):
Additionalcosts of

| integrated
/| distribution: (10X
/| 10) =100 €

C1(d)+C
2(d}+C (m)=
30

AreaCl(d):
. Primaryinternal costs ofintegrated
| distribution: (10X 10) =100 €

}‘ MC (M)
MR (m)

C(m)10

-

(10) (12) 13 (24) 26Q

Figure 1.5 Vertically Integrated Enterprise where the Distribution Costs Add Value and Increases
Total Demand for the Final Product.

While these examples are somewhat technichal, they illustate that there can be costs
associated with transacting between segregated business firms across markets. They relate to
incentive misalignment between two sequential monopolies, where the firms co-specialize and
therefore become dependent on each other as the only market actors. The manufacturer may
therefore seek to limit these effects using various contractual mechanisms (Klein, 1995;
Lafontaine and Raynaud, 2000) but this has other potential implications. The usual perspective
from industrial organization is that causality runs vertical integration to prices. That is, vertical
integration will reduce costs and therefore prices (e.g., Blair and Kaserman, 1985). Alfaro et al.,
(2016), however claiming that that there is a force running in the opposite direction. This means
that increasing price competiton in the market for end-users will lead to more vertital integration
to reduce incentive misalignment and ultimately improve economy of scale as the examples also

show.
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While this discussion provides ample rationales and examples to promote forward
integration, there still remains the question as to whether these costs will somehow diminish and
thereby outweigh the cost of market transfers after integration process is completed. The
empirical literature provides evidence of opportunism between segregated firms but we also
know that opportunism can exist between entities within the integrated firms as well (Alchian
and Demsetz, 1972; Gibbons, 2010; Holmstrém and Milgrom, 1991, Lafontaine and Slade,
2007; Rosen, 1991). If vertically integrated firms are shielded from outside competition and
market pressures, they may also become complacent and less effective (D’Aveni and
Ravenscraft, 1994; Jacobides and Billinger, 2006). Another related question of relevance is how
integration affects product innovation as Harrigan (1986) discussed. That is, if forward
integration is merely a step to avoid double marginalization, or the integration leads to
centralization and commodification of products, the distribution stops to add value. The latter

case poses a governance issue that resembles what Demsetz (1988) calls ‘perfect centralization.’

Why do Firms Integrate and How Does it Influence Governance?

From the history of forward integration, it appears that different situations make common
ownership a more economically attractive alternative to market transactions. This means there
must be situations where certain economic integration rationales cater more to resolving specific
transaction cost problems across the long-linked value chain activities, but both successful and

unsuccessful implementation of the forward integration strategies can be observed.

Research over prior decades has made much progress to explain the economic rationales
behind the decision to integrate activities along the value chain. These economic perspectives
can roughly be divided into two categories, each aimed at addressing different costs (Winter,
1991). The first category addresses costs related to transactions made across markets (e.g.
Alchian and Demsetz, 1972; Arrow, 1969; Coase, 1937; Klein, Crawford and Alchian, 1978;
Grosman and Hart, 1986; Jensen and Meckling, 1976; Simon, 1951; Williamson, 1971, 1979,
1985). The second category addresses internal efficiencies like economies of scale and scope,
and effects of specific resources (e.g. Bain, 1958; Barney, 1991, 1999; Connor, 1991; Demsetz,
1988; Kogut and Zander, 1992; Penrose, 1959; Wernerfelt, 1984; Nelson and Winter, 1982;
Porter, 1979; Teece et al, 1997; Tirole, 1988).
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Empirically the predominant view for analyzing the forward integration decision has relied
on moral hazard and agency theory (Lafontaine and Slade, 2007). This stream of literature has
consistently argued that when market transaction costs for monitoring and direct incentives are
high, as illustrated with the transition from Figure 1.3 to 1.4 above, then forward integration is
preferred (e.g. Anderson and Schmittlein, 1984; Anderson, 1985; Brickley and Dark, 1987; John
and Weitz, 1988). It essentially argues that access to more accurate internal monitoring and
metering of performance will increase performance. In contrast, the imprecise monitoring of
segregated asset ownership is accepted when the manufacturing is dependent on performance
from the distributions’ use of idiosyncratic resources and specific market knowledge (Brickley
and Dark, 1987; Norton, 1988; Lafontaine, 1992; Baker and Hubbard, 2004; Brickley, Linck
and Smith, 2004; Woodruff, 2004). This suggests that firms find it difficult to provide the same
incentives internally as segregated ownership, and that the costs of integration therefore
outweigh the costs of incentive misalignment and market transactions. In short, monitoring and
controls to reduce moral hazard do not work when entrepreneurial efforts from downstream

distribution resources are important to the value creation of the integrated enterprise.

Since the purpose of this thesis is to inquire into the governance of forward integration, it
cannot ignore the fact that some theories of the firm implicitly assume that costs remain
unchanged with integration when the reality often show that they do not (Gibbons, 2010; Rosen,
1991; Williamson (1971, 1998). This is a dilemma that might relate to the specific conditions
that prevail in a multitasking distribution environment (Holmstrom and Milgrom, 1991;
Shepard, 1993; Slade, 1996) where both the manufacturer’s tangible goods and the services
attached create value. While integration can solve incentive misalignments related to the
manufactured tangible product, it can potentially be ineffective if the success of sales depends
on idiosyncratic resources and knowledge in the distribution. The main point that can be
assumed is if a company today addresses one factor related to costs from transactions across
markets and base integration on this — can it then assume that the well-intentional integration
rationale is not accompanied by the unintentional procession and (mis)use of authority from
property rights (Alchian, 1990)?

These issues leave manufacturing firms that contemplate forward integration into
distribution with major (unanswered) queries as to how they should govern the ex post
acquisition challenges. These challenges and underlying tensions vary depending on the role and
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tasks pursued by distribution, as reflected in directional and complex distribution contexts and

must be considered in the governance of forward integration.

Forward Integration the Allocation of Resources, Capabilities, and Risks.

When manufacturing firms extend their value chain forward into distribution, this may imply
that the company extends activities beyond the core competencies associated with its existing
business focus (Harrigan, 1986). Theoretical perspectives of resource-based competitive
advantages (e.g. Barney, 1991, 1999; Connor, 1991; Demsetz, 1988; Penrose, 1959; Rumelt,
1991; Teece, Pisano and Schuen, 1997; Wernerfelt, 1984) argue that profitability depends more
on the characteristics of internal recourses and their ability to preserve competitive advantages.
Porter (1980) argues that vertical integration as a corporate strategy can internalize activities too
much, cutting off the direct access to outside market intelligence that is needed to adapt market
offerings and reduce exposures to new competition. Stretching the manufacturing firm’s current
capabilities towards new distribution activities may expose it to new strategic and operational
risks. An integrated and stringently coordinated value chain of activities can reduce flexibility
from capability imbalances along the value-chain (Buzzell, 1983; Blair and Kaserman, 1983;
Harrigan, 1986). Essentially, this means that the different theoretical perspectives recognize the

difficulty of integrating different strategic resources and capabilities along the value chain.

The division of resources and competence along the value chain is an area that has been
addressed in different streams of literature. Oliver Williamson, who has arguably been the
strongest proponent for using transaction cost economics to understand the division of firms
along value chains, acknowledges that there are other factors to recognize to make integration
successful. This relates to the different firms’ pre-existing core competencies, capabilities, and
resources. Integrated firms need to address the organization of activities between different
departments with pre-existing strength and weaknesses (Williamson, 1998). This line of
argumentation is more similar to scholars advocating evolutionary rationales for integration
(e.g., Barney, 1999; Demsetz, 1988; Nooteboom, 2004; Winter, 1991). The basic argument is
that firms integrate when they already have some degree of similar capabilities and knowledge
in relation to the activities being integrated. In other words, there are important issue like
operation, innovation, and renewal at play when manufacturing firms integrate forward. This
evolutionary view suggests that the ability to engage in a ‘degree’ of renewal is an important

determinant of where integration takes place and where it does not. This suggests that forward
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integration into different resource and competence distinct business areas makes this

increasingly complicated.

Similar challenges are highlighted in more recent °‘servitization’ literature, where
complementary services are increasingly important in relation to the manufactured product
(Baines et al., 2007; Mathieu, 2001; Oliva and Kallenberg, 2003; Tukker, 2004). This stream of
research — much like the ‘supply chain innovators’ Schmenner (2009) — considers the role of
downstream integrated service businesses in creating product advantages that lead to increased
customer satisfaction and loyalty (Chandler, 1977, 1990; Lightfoot et al., 2013; Porter and
Livesay, 1971). Indeed manufacturers’ forward integration into services often prove a
troublesome experience (e.g., Benedettini et al., 2014; Bustinza et al., 2015; Gebauer et al.,
2005; Oliva and Kallenberg, 2003; Visnjic et. al., 2016). While the innovation in downstream
services has been a growing trend, other studies highlight that innovation between tangible
products and services may actually be counterproductive (Eggert et al. 2015; Gebauer, 2011).
Still, with increasing importance of services in advanced national economies (EU Commission,
2017), the advice is still to integrate forward to circumvent the declining profits in traditional
manufacturing (Neely, 2008; Visnjic et al., 2017; Vandermerwe and Rada, 1988; Wise and
Baumgartner, 1999).

Prior empirical studies point to similar challenges. Engaging in forward activities that
require unfamiliar management capabilities and knowledge increases the risk of bankruptcy
(Hinitch and Zeithaml, 1995) and increasing manufacturing costs from being shielded from the
competitive market effects (D’Aveni and Ravenscraft, 1994; Jacobides and Billinger, 2006). In a
longitudinal US-based study, Harrigan (1986) found that forward integrated firms with
successful integration strategies generated more value from unique differentiated products using
both upstream and downstream proprietary technology. In fact, the successful firms were more
integrated when the value added provided by the distribution was high exploiting opportunities
to strengthen the market position. In contrast, firms with unsuccessful forward integration

strategies sold a greater proportion of outputs internally engaging in un-differentiated products.
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Research Question

Given the rather undetermined prescription for the nontrivial issue to decision on forward
integration in manufacturing, there appears to be some major gaps in our knowledge and
insights about what constitutes effective and less effective ways to govern a forward integration
strategy. One argument is often to improve the metering of internal agents to reduce moral
hazard and incentive misalignment between activities along the integrated value chain.
However, this seems to create new challenges in market dynamic contexts where specific
investments and capabilities play an important for the value of the final products. Hence, this
thesis seeks to understand the governance requirements imposed by more or less complex
downstream distribution activities and market environments. The ability to manage forward
integration effectively in these different distribution contexts shows widespread performance
differences and a lack of clear theoretical guidance from the existing economic integration
rationales. This suggests that successful forward integration relies on the internal governance
approach adopted by the firm as a mediating factor to secure economic performance. This leads
to the guiding research question of this thesis: how do forward integrated manufacturing
firms effectively govern their integrated distribution activities under different market
conditions? Given the trend within well developed economies for manufacturing firms to
integrate forward into the growing service sector this research is both timely to practitioners as

well as it provides needed theoretical contributions.

Adopted Methodology

To inquire into the governance of forward integration, this thesis first analyzes how product and
market complexities affect the interdependencies between the different business centers and the
integrated activities along different value chain stages (Figure 1.1). To create a deeper
understanding of the challenges related to forward integration, various economic integration
rationales adopted to guide the forward integration decision are compared and assessed — as well
as the related empirical evidence is analyzed. Given the inconsistent advice provided by the

extant literature on forward integration, the thesis proceeds to study the actual governance
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approaches and mechanisms adopted by leading manufacturing firms to learn from the evidence

this uncovers.

The setting for this qualitative study is the European truck manufacturing industry - a
capital intensive and highly competitive industry with major consolidations in the 1970s and
1980s. Many companies went bankrupt or were acquired and today the European truck
manufacturing industry only counts 7 major brands owned by 5 companies all being publicly
traded and familiar household names like Daimler AG, Volvo Trucks, Volkswagen AG. Most of
the manufacturers started integrating forward during the 1980s, first taking over national

importers and later the distributors in the final product markets.

This adjacent distribution operates in a business to business environment with customer
sizes ranging from single owner-drivers to large transport companies with more than 10,000
trucks in the fleet, and where user demand can be very different. This industry thrives on
technical innovation in manufacturing as an important product feature but other specialized
product and service factors also contribute to satisfy the products during their lifecycle among
final users. This can be illustrated with the following quotes from field interviews with a major

market operator (customer) and an executive representing a major truck manufacturer:

A large fleet operator stated: “actually, | don't care what truck I'm driving - the truck needs to
be fit for purpose. And the service needs to be there. [...]You can build the world's best truck
in the world, every truck or bus or van has eventually an issue. And this is actually the key.
And it shouldn't be production or engineering-focused. It needs to be customer, operator-

focused.”

A senior vice president at a leading truck manufacturer addressed the importance of services
this way: “as long as I can evaluate, the understanding has grown that after sales is creating a
bigger part of [customer satisfaction and brand value] perception than sales. And, I myself,
I'm telling everybody that we have more than five million customer contacts every year in
after sales. So, I think the understanding that after sales is driving customer satisfaction even

more than sales is there.”
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In short, governing the entrepreneurial dimensions of the integrated distribution activities

seems to play a major role for the successful forward integration from manufacturing.

Hence, the service elements of the final product seem to have a potentially significant
impact on the purchase decisions and represent areas where distributors may be able to

differentiate themselves against demanding customers in the market (Lightfoot et al., 2013).

The study of the governance of forward integration from manufacturing seems to constitute
potentially important insights to explain differential performance outcomes. The extant
empirical literature does not establish strong correlations between different governance
approaches and forward integration (e.g., Anderson and Schmittlein, 1984; Anderson, 1985;
Brickley and Dark, 1987; John and Weitz, 1988) but firm performance seem to depend on other
factors than just controlling the integrated value chain activities (e.g., Harrigan, 1986; Woodruff,
2002). A qualitative case study approach was found pertinent to uncover actual practices to
study the phenomenon of forward integration and governance in its wholeness (Welch et al.,
2011; Yin, 2018). The data collection and analyses were partially guided by prior theoretical
frames and issues, while staying open to learn from the collected observations in a guided
inductive approach (Levy, 2008; Gioia et al., 2012). This approach allows proceeding from

guided data to theoretical themes and aggregated dimensions of governance (Figure 2).

A priori literature review
into firm boundaries,
delegation of responsibility

and authority, moral
hazard, incentives and
innovation. This guided the
exploration into different
governance concepts in
substitution of contracts

Primary and 1st Order 2" Order Aggregated

secondary ﬁ Observation ﬁ} Theoretical ) Governance
Data Concepts Themes Dimensions

I

Qualitative rigor in inductive research (Gioia et al., 2012)

L J
[

Guided induction (Levy, 2008 )

Figure 2. The Sequential Methodology of Guided Data Collection and Inductive Analysis.
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Thesis Structure.

This thesis consists of four articles addressing different aspects of the forward integration issue
that together attempt to answer the guiding research question. The first two articles are
conceptual papers that outline the different theoretical perspectives applied in the study of
forward integration, addressing important concepts and issue presented in the extant research on
forward integration. The third and fourth articles present qualitative empirical studies seeking to
uncover and understand important aspect of the governance of forward integration as applied by
major international manufacturing firms in their real life contexts. The search process was
guided by the knowledge gained in the preceding conceptual papers. These papers constitute
chapters 2, 3, 4, and 5 in the thesis (Table 1.1). A final concluding chapter summarize the key
findings from the four research contributions in the context of the guiding research question
discussion the contributions and implications of the listed results as well as considering
limitations and prospect for future research initiatives to complement and extend the current

efforts.
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Guiding Research Question

"How do forward integrated manufacturing firms govern their integrated distribution operating under

conditions of environmental uncertainty"

Chapter

Paper title

Focus and objective

Chapter 2
(Paper 1)

Bering, S. (2020a),

The Rationales of Forward
Integration: Analyzing the
Relationship Between
Manufacturing and
Distribution

This study presents the different technological stages of
value chains and the role of distribution in different
industrial settings. The paper presents the economic
rationales typically adopted to analyze forward integration,
and uncover some of the conflicting perspectives visible in
different empirical studies. These insights are consolidated
into the governance needs as applied to specific distribution
contexts and provide guidance to forward integration.

Chapter 3
(Paper 2)

Bering, S. (2020b), Forward
Integration:

The Governance of
Interdependencies Between
Manufacturing and
Distribution

The study considers the implications of different resources
and capabilities distributed along the integrated value chain
that challenge the governance of forward integration. To
exploit the integration of resources for aggregated value
creation, the governance approach must consider the long-
linked interdependency between specific asset investments
and their role in the integration of distribution. The analysis
involves considerations about delegation of responsibility,
authority to engage specialized resources and capabilities
that previously were governed by segregated ownership of
assets and contractual arrangement.

Chapter 4
(Paper 3)

Bering, S. (2020c), Forward
Integration From
Manufacturing to Sales and
Distribution: A Case-Based
Study

This is a detailed study of the governance approach adopted
by a major forward integrated manufacturing firm that has
displayed relatively mediocre performance outcomes. The
company competes in a final end-user market characterized
by diverse, specialized, and changing customer demands and
legislative conditions. The uncovered different governance
instruments used to coordinate the interdependencies
between manufacturing and distribution are assessed in view
of the initial and current economic rationales that support the
forward integration decision.

Chapter 5
(Paper 4)

Bering, S. and Andersen,
T.J. (2020): Forward
Integration in
Manufacturing:

A Comparative Case Study
of Governance Mechanisms

The study contrasts two forward integrated firms operating
in the same industry where one is a mediocre performer and
the other a consistent high performing firm. The study
investigates how do the two firms govern the
interdependencies  between the manufacturing and
distribution and what can explain the different performance
outcomes of similar forward integration strategies.

Table 1.1 Overview of the Four Research Papers and Their Contents
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While each of the papers can be read on a stand-alone basis, they are related from paper 1 to
paper 4, initially building from theoretical understanding towards a deep empirical inquiry to
form higher understanding of forward integration and inquire into the governance practices
observed in the field. This means that while some elements remain part and parcel of the articles
throughout the sequence of papers, different aspects of the distribution functions as well as other
elements are added to enhance the understanding of the governance approaches. This makes
each of the papers significantly different in their aim and approach. The progressive

development of the articles is illustrated in Figure 1.6 below.

Paper 4.

Multiple case study displaying
twao different governance
regimes, purposes and
alignment

Paper 3.
Single case study illustrating
governance misalignment

Paper 2.

Theoretical inquiry into Internal
governance mechanisms

Paper 1.
Theoretical foundation for
understanding value chains,

distribution roles, and integration

Figure 1.6 The Progression of the Four Research Papers Towards Understanding the Governance

of Forward Integration.

With the progression model above in mind, paper 1 is conceptual and comprised first of a
thorough analysis of value chains, industries, and economic rationales for integration. The paper
seeks to understand the separation between different industries and the relationship between
manufacturing, distribution, and the demands of final users. A literature review is then done
within economic rationales for firm boundaries — often referred to as “Theory of the Firm.” Just

as firms’ different inputs are made up of different elements (Figure 1), firms’ distribution can
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also take different shapes depending on elements like product complexity, competence,
resources, and context. Building on the progressive structure between the papers, paper 2 is an
in-depth study of different interdependency related factors following forward integration in
substitution of markets and contracts. In the shadow of the empirical observations regarding the
decision to integrate forward, this papers draws on elements from management accounting and
organizational literature. This analysis establishes the basis and guidance for the case studies
(Figure 1.6). Paper 3 is the main case study. Based on the findings in paper 1 and 2 this allows
for a guided inductive inquiry (Levy, 2008) related to the critical governance factors. Paper 4 is
a comparative case study contrasting a mediocre performing firm (main case from paper 3) in
terms of profits, customer satisfaction, and loyalty with an industry high performer to inquire

into governance differences as well as rationales for integration.
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ABSTRACT

This paper analyzes the economic rationales applied to determine economic boundaries
when manufacturing firms engage in the distribution and sale of own products referred to
as forward integration. The rationales applied to analyze the effects of forward
integration are complex and often generate competing or even contradictory
recommendations. While analysis of backward integration formed much of the initial
thinking, forward integration presents different challenges as manufacturing is exposed
to the increasing costs of managing a dynamic competitive market position. Firms that
can integrate forward business activities effectively can use this to create sustained
economic advantage. In contrast, firms that are ineffective in forward integration fall into
a commodification trap, where they only can compete on scale and scope economies.
This can potentially lead to deteriorating competitiveness and declining performance.
Hence, the potential benefits of forward integration can be reversed by increased
coordination costs, unless the interdependencies between manufacturing and downstream
distribution activities are properly managed. The analysis of economic rationales for
forward integration generates three distribution archetypes with significantly different
approaches to manage and incentivize the interdependencies between manufacturing and
distribution. The archetypes are proposed as useful descriptive typologies for the

empirical studies of effective forward integration.

Key words: asset specificity; corporate strategy; distribution; incentives; inter-

dependency; product complexity; theory of the firm; vertical integration
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INTRODUCTION

As economic activities move from traditional manufacturing towards services and integrated
solutions (EU Commission, 2017; Davies, 2004; Del Prete and Rungi, 2018), traditional
manufacturing firms increasingly pursue these new opportunities for growth (Davies et al.,
2006; Oliva and Kallenberg, 2003; Neely et al., 2011; Wise and Baumbartner, 1999). They
often do this through downstream vertical integration downstream of the value chain towards
sales and distribution, also known as forward integration. However, this changes the way that
resources and capabilities are applied in the integrated value chain, and can present fundamental
challenges to the traditional business model adopted by manufacturing firms (Baines, 2015;
Bigdeli et al., 2017; Kindstrom et al., 2013). Despite the apparent link between the tangible
upstream manufactured products and the more intangible downstream value adding activities,
the empirical evidence suggests that integrated manufacturing firms often struggle to turn the
forward integration into profits (Benedettini et al., 2015; Gebauer et al., 2005; Harrigan, 1986;
Neely, 2008; Visnjic et al., 2016). However, the literature that analyzes the downstream
boundaries of integrated firms provide different and sometimes conflicting economic rationales
to guide the forward integration decision (e.g., Anderson and Schmittlein, 1984; Brettel, 2010;
Brickley and Dark, 1987; Kosova et al., 2013; Lafontaine and Slade, 2007; Woodruff, 2002). To
clarify this conundrum, the article analyzes the complexity of interdependent value chain

activities between manufacturing and downstream distribution.

The way business activities are integrated along the value chain varies across industries, but
also among firms as they pursue different integration strategies. Vertical integration strategies
provide opportunities to coordinate and streamline intra-firm transactions along the entire value
chain using hierarchical management controls — thereby avoiding adverse effects of
uncertainties from purely market-based transactions. It also provides potential differentiation
benefits. The effects of these corporate strategy configurations are substantive, as demonstrated
by the fact that most business transactions in the western world continue to be made between
different business entities or firms within the same corporation. It is estimated that in a
developed market economy like the United States, approximately 70% of all business
transactions are intra-firm (McMillan, 2002). Scholars of the evolution of U.S. manufacturing
(Chandler, 1977: pp. 287; Porter and Livesay, 1971: p. 166) state that forward integration started

when “inadequacies of existing marketers” became clear. When these inadequacies of
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downstream contractual partnerships become evident, this provides an economic incentive for
upstream manufacturing firms to expand their boundaries and operational domain (Thompson,
1967). Today, downstream activities range as diverse as oil exploration into refining and
distribution with integrated gasoline stations and convenience stores attached, but also car

manufacturing into dealerships, services and financing, etc.

The empirical literature studying the inadequacies of existing marketers and forward
integration has taken a much broader meaning since the initial perception from the late 19"
century. In their seminal paper, Caves and Murphy (1976) point to the challenges of
opportunism from intangible assets and resources in downstream settings when an arm’s length
contracting is used to govern. Indeed interdependencies have increased (Thompson, 1967) with
more investments in mutually dependent assets (Williamson, 1985) between the upstream
manufacturing and downstream distribution. But using forward integration as a strategy to
capture downstream value can also internalize activities too much; they can cut off direct access
to outside market intelligence needed to adapt firms’ activities and reduce exposures to new
competitive conditions (Porter, 1980). The adaptability to outside market intelligence is also
determined by the firms’ center of gravity (Galbraith, 1983) along its value chain. Hence,
llinitch and Zeithaml (1995) found that vertically integrated firms that do not adapt the
managerial center of gravity along the integrated value chain are more exposed to bankruptcy
risk due to lack of business understanding of the integrated activities. In a longitudinal study in
the U.S., Harrigan (1986) also found that manufacturing firms with unsuccessful forward
integration can fall into a commodification trap by selling a greater proportion of outputs

internally when engaging in un-differentiated products.

To understand forward integration and the differences in interdependent activities between
manufacturing firms and distribution, it is important to recognize the fundamental differences
compared to backward integration. These differences have implications relating to product
complexity and governance — if the firm wants to justify the forward integration. First the
manufacturers’ intangibles like brand value or quality can only be exploited downstream, and
not by upstream supply. Secondly, the location of competences and resources used for the final
value offering lies upstream from the firms’ final product market as Teece (1982) argues; this
can potentially change the firms’ competitiveness and organizational structure. Lastly with

forward integration, the final revenues and profits are now realized outside of manufacturing,
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which was previously the final point of consolidation. These important elements represent
strategic consideration related to the products offered, markets served, and services rendered
(Thompson, 1967) as well as the different competences and resources used by the firms
(Nooteboom, 2004; Teece, 2007, 2010). This provides different exposures to moral hazards and
incentive challenges that manufacturing firms need to consider when contemplating forward

integration and governing the interdependencies along the value chain.

Inspired by the concept of “lead firms” as drivers of product and value offerings in global
value chains (Gereffi et al., 2005, 2018) this paper seeks to apply similar conceptual
methodology when analyzing the role of downstream distributors in relation to upstream
manufacturing firms. Based on the proxies studied in the empirical literature on forward
integration, we identify three distribution archetypes with different contractual dynamics and
costs of integration. These archetypes have implications for the subsequent decisions to integrate

forward and how to govern the downstream distribution.

The remainder of the paper is structured in four sections. The first section describes
industry value chains and the division between sequential industries. The second part initially
summarizes the economic rationales on firm boundaries often referred to as the “Theory of the
Firm”. The third section describes theoretical conflicts and highlights the influence of moral
hazard theory from empirical studies. Section four focuses on the role of downstream
distribution in relation to manufacturing and the interdependencies between the two. Finally, the
findings from the four sections are synthesized to outline current insights and conclusions with
respect to the study of forward integration governance.

1. VALUE CHAINS AND ROLE OF DISTRIBUTION

To address the topic of forward integration, it is helpful to understand the roles and functions
assumed by different firms along the value chain and why industry segregation seems to appear

inside the value chains.
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1.0 Value chains and industry roles

Industry value chains in their basic form are defined as “the process by which technology is
combined with material and labor inputs, and processed inputs are assembled, marketed and
distributed” (Kogut, 1985: p.15). Various links in this process may be constituted by individual
firms or by larger vertically integrated firms. Hence, the boundaries of a firm can range from a
focus on specific product markets to span across multiple industries along horizontal and
vertical value chains (Pindyck and Rubinfeld, 2013). The industries are constituted by firms that
compete in the specific product market along the value chains, supplying similar or closely
related products and services. The interactions between buyers and sellers in these product
markets determine the configuration and price of different products offered in the markets (ibid).
The value chains may also have industries of networked firms where leading ones can act as
‘hubs’ collecting inputs from various suppliers for further distribution (Gereffi, 1994, Gereffi et
al., 2005, 2018). In this context two typologies can be identified as producer-driven and buyer-
driven networks respectively. Producer-driven networks are typically characterized by heavy
investments in production facilities with a focus on low cost operations controlled by the lead
firm. We find examples of this structure in a range of industries from traditional car
manufacturing to modern windmill production. Buyer-driven networks are typically more labor-
intensive downstream activities where the retailers’ knowledge about alternative product designs
and local market requirements are important (ibid). We find examples of this in the apparel
industry exemplified by the Spanish fashion retailer ZARA or the American company Proctor

and Gamble in consumer goods.

An organization’s value-adding activities are laid out by the technical rationality deployed
in order to serve its domain. In other words, they satisfy market demands through the products
and services offered to the (geographical) population served (Thompson, 1967). The technical
rationality can be assessed by its instrumental and economic effectiveness. Instrumental
effectiveness is determined by the degree to which the specified activities and deployed
resources achieve the desired outcomes demanded in the product markets. Economic
effectiveness is determined by the degree to which revenues exceed costs (ibid) and allow the
firm to generate profits and survive (Alchian, 1950; Fama and Jensen, 1983). The individual
firms must decide how to govern the internal value chains across different industries or output
markets, determining the location of authority to deploy firm resources. They must also resolve
the need for entrepreneurial responses to product complexity and market opportunities (Miles et
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al., 1978) at different stages of outputs along the value chain. This may entail specialization and
development of specific organizational structures where resources and competences are
deployed in unique combinations (Mintzberg, 1979; Prahalad and Hamel, 1990). Resources can
comprise both tangible and intangible assets, in addition to action-oriented competences with an

ability to apply resources for specific outcomes (Nooteboom, 2004).

For firms that decide to integrate parts of the external value chain, this can be achieved by
internal growth or through mergers and acquisitions (Riordan, 2008). Vertical integration can
take two directions: (1) Upstream or backward integration, when the firm integrates
manufacturing of inputs and intermediate products and services needed to complete the final
product, and (2) downstream or forward integration, when the firm integrates subsequent
business activities that further refine the final product towards a more complete offering and
subsequent activities like sales, distribution and servicing of the final products. The integration
of business activities can range from ‘full’ integration where all inputs are owned, to ‘taper’
where part of the inputs are sourced outside. The number of sequential stages in the value chain
to be internalized can vary as can the number of different input and output sources at each stage

along the value chain (Harrigan, 1986; Kogut, 1985).

This is illustrated in Figure 1 (below) showing multiple markets and industry stages along a
simple value chain from raw materials to the final product market. Firm 1 is supplying a raw
material that is processed through different stages to firm 3 that distributes the goods in final
product markets. The manufacturing firm’s (firm 2) internal value chain is comprised of tree
internal stages symbolized by circles. Firm 2 might have several suppliers at the different stages
and may supply the finished products to one or several distributors (firm 3) that handle the last
stage of value-adding activities towards different end-users in the final product market. In other
words the various product markets along the value chain bind and bridge sequential industries
with different technologies to eventually reach the end-users of the final product. The X-axis
symbolizes the length and stages of internal activities by each firm and also depicts the different
product markets that separate industries. The Y-axis indicates the value enhancement
contributed by the industry specific technologies with their different resource combinations and
competences deployed along the value-chain.
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Figure 1. The value chain from raw material to finished products.

[Firms assume different roles and add complexity to the adopted organizational technology along the value chain.

The SIC/NACE industries are often considered as distinct markets with normal *break points’ between them as

denoted by the markets 1 to 3. The letters a-b and c-d represent variance in industry break points.]

When firms within each of the industries transform sourced inputs into outputs and compete
in the adjacent product market, they possess different resources and competences, in addition to
operating different organizational technologies and business models (Thompson, 1967; Teece,
2010). In a long-linked value chain, one industry activity depends on the successful completion
of adjacent product inputs and its supply of value enhanced outputs. The employed technology
draws on different inputs to generate finished products and achieve the stated business goals.

The chosen combination of diverse inputs is partially determined from feedback about market

needs related to the use of the finished product.

48



A long-linked organizational technology can combine with a mediating technology (ibid).
This is where a mediating organization connects the output manufactured by the long-linked
organization with demands from final product markets. This can comprise the sale of both semi-
produced and finished products when the manufacturing firm is not dealing directly with the
final users. These interactions will be handled by independent intermediary distributors for
whole-selling and the like. The whole-sellers provide an interaction service introducing a
business model (Teece, 2010; Baines and Lightfoot, 2014) that relies on a stock portfolio, scale
and scope economies, geographical location, and local market knowledge without exerting any
influence on the upstream manufactured products. The combination of long-linked and
mediating technologies can also comprise more complex settings; the mediator’s business model
adds value based on use of own idiosyncratic resources, capabilities, and knowledge to
transform the manufactured products to forms that better serve the end-users in the final product
markets. This implies incorporation of a more intense mediating technology where the
instrumental effectiveness in relation to final products is based on interactions and feedback
between the manufacturers along with various actors in the product markets. These interactions
can enable a higher degree of product differentiation, including more advanced and personalized
value adding features (Baines and Lightfoot, 2013).

The different industries can often be defined by their tangible products that are easy to
observe. At other times however, in the case of more specialized and differentiated product
market offerings, the industry context is somewhat blurred. In the context of long-linked
technologies, the output of an upstream manufacturing firm might find use for its products in
many different downstream industries. For example, an upstream industry with a relative simple
commodity-like product, such as petroleum, provides input to many different industries like
gasoline, plastics, and tires. However, it is hard to imagine that an upstream petroleum producer
integrates all aspects of the downstream industries where the petroleum finds use. Otherwise the
integrated firms would be much larger than we normally observe and closely resemble planned
economies. In other instances the deployed organizational instrumentality resembles that of the
adjacent industry where the managerial and operational capabilities (Thompson, 1967)
employed to execute them are similar to the adjacent firm. This can be illustrated by the sigmoid
(S-curve) function along the value chain induced by manufacturing firm 2 between the adjacent
industries 1 and 3 (Figure 1). The significant increase in value-creation from point ‘b’ to ‘c’

depicts an instrumentality that is distinct from firm 1 and 3 in the supplying and distribution
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industries. In contrast, the almost identical slope between point ‘a’ to ‘b’, and ‘¢’ to ‘d’,
presents similar instrumentality between firm 1 and 2 and firm 2 and 3 respectively with
comparable technologies used in the adjacent industry. This instrumental similarity can make
this marginal activity subject to easier shifts along the value chain, easier to integrate, and

coordinate.

When the instrumentality of manufacturing and the implied managerial resources and
capabilities deployed are similar or familiar to the adjacent industry, integration becomes
simpler and more predictable (e.g., Barney 1999; Demsetz, 1988; Connor and Prahalad, 1996).
Conversely, when the instrumentality applied in the manufacturing is very distinct from the
adjacent downstream industry, the managerial challenge of forward integration becomes more
demanding. Differences between deployed instrumental activities, operational capabilities,
managerial competences, and organizational features similar coordination mechanisms, control
systems, incentive structures, etc. complicate the integration and governance of different
business models (Argyres, 1996; Demsetz, 1988). This presents a number of challenges to
organizations that contemplate forward integration. They must consider the diversity of business
activities and which stages along the value chain the integration should stretch before reaching
the final product markets. Reverting to the example of a petroleum company, it does not possess
the all the necessary competences and capabilities to integrate with the many different industries
that use their product without delegation of authority to lever the use of specific resources,
capabilities, and knowledge (Coase, 1937; Chandler, 1977; Demsetz, 1988; Jensen and
Meckling, 1990).

The discussion of industry value chains often assumes that product markets are
characterized by spot transactions. This, unfortunately, leaves out considerations about the
distribution of responsibility, authority, and contractual arrangements to govern the
interdependencies between firms. When firms transact in spot markets they are individually
responsible for solving their entrepreneurial challenge and instrumental effectiveness and
remain the sole residual claimant to the consolidated revenues and profits. This means that each
firm specialize its resources, competences, and capabilities related to the product complexity
within its own industry and related product market to ensure its own economic returns. But,
trading partners in adjacent industries may develop interdependencies over time where

investments are made to increase efficiencies in the relationship to the adjacent trading partner.
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They begin an effective and fundamental transformation by gearing their investments to enhance
transactions with specific trading partners (Williamson, 1985). This can be the case when one
firm offers the other exclusive rights to the sale of a product, or commits to a certain way of
doing business in return for specialized investments (Klein, 1995; Lafontaine and Raynaud,
2000). In these situations, the specialized asset specific investments (Klein et al., 1978;
Williamson, 1979) are sources to future jointly generated profits while also increasing the costs

of leaving the trading relationship.

Based on this general discussion of value chains, we will now investigate the economic
rationales developed to assess the viability of forward integration among manufacturing firms

into downstream distribution and value-adding activities.

2. THE ECONOMICS OF VERTICAL INTEGRATION

Vertical integration is often discussed as simple make or buy decisions, i.e., whether to
incorporate production activities inside the company or buy the input products in the market,
which primarily implies backwards integration. However, a review of the academic literature on
the vertical boundaries of a firm presents a much larger question with diverse economic
perspectives offered to resolve this rather complex issue. Vertical integration is referred to as “a
long-linked technology” that “involves serial interdependencies in the sense that act Z only can
be performed upon the successful completion of [preceding] act Y, which in turn rest on X, and
so on.” (Thompson, 1967: p. 15). Hence, it refers to a series of highly interdependent production
processes. Porter (1980: p. 300) depicts vertical integration as “technologically distinct
production, distribution, selling, and/or other economic processes within the confines of a single
firm” thus implying that each of the business activities may rely on unique technologies.
Riordan (2008: p. 4) similarly refers to the organization of “successive production processes
within a single firm, a firm being an entity that produces goods and services”. These
perspectives refer to sequential operational activities to be managed within the confines of a
single firm or organization. This reflects coordination of interrelated business transactions
through hierarchy (e.g., Arrow, 1969, 1975; Coase, 1937, 1988; Simon, 1951; Williamson,
1975, 1985, 1991) as the firm has legally assigned property rights to the underlying assets and
can determine how resources are used (Alchian, 1989; Grossman and Hart, 1986).
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2.0 Rationales for firm boundaries.

The academic literature has produced an impressive array of theoretical rationales that consider
cost and revenue tradeoffs between transacting business in the market or through internal
hierarchy and managerial intervention, as economic justification for the size of the firm. This
section provides a brief overview of these firm boundary theories, which by the nature of the
topic, must be general without any pretense to do complete justice to the vast number of
contributions. Following Winter (1991), it seems helpful to distinguish between theories that
focus on costs related to contractual relations carried out as trades across related markets and
theories that focus on the considerations of an integrated firm and its ability to improve internal
efficiency.

2.1 Transaction costs

It is widely recognized that markets can be imperfect due to economic externalities and
incremental costs from transactions across markets (e.g., Alchian and Demsetz. 1972; Arrow,
1969; Coase, 1937; Debreu, 1959; Knight, 1921; Simon, 1951; Williamson, 1971). These
reasons emphasize the impact of bounded rationality, risk, and uncertainty in recognition of
potential effects on moral hazard, risk taking, and opportunism that can impose costs on the
economic system. If markets were as efficient as often proclaimed, then there would be no
economic reason to integrate (Williamson, 1971). Hence, integration can be a way to eliminate
market imperfections, asymmetric information between buyers and sellers, and opportunistic
behaviors among sequentially linked agents. The integrated firm can compete on different
organizational structures that economize on costs of transactions as support for strategies to
improve competitiveness. This is of fundamental importance because economizing is a more
sustainable position than market power and therefore should be a primary strategic focus
(Williamson 1991).

The recognition of inefficient markets and transaction costs has developed into two main
streams of research. The first relates to incomplete contracts and the second to incentive costs of

segregated asset ownership.
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2.1.1 Transaction cost economics

Firms that engage in trading relationships with repeated interactions will over time make
specialized asset investments to enhance the specific relationships in ways that either increase
cost efficiency or introduce revenue enhancing features. This fundamental transformation will
develop interdependencies between trading partners caused by their mutual asset specific
investments. Williamson (1985) argues that this asset specificity of investments can take both
tangible (e.g., sites and physical asset) and intangible forms (e.g., human resources or a brand
name).When the asset specific investments have higher value inside the trading relationship than
outside, they are said to earn ‘quasi rents’ (Klein, Crawford and Alchian, 1978). It is the quasi
rents earned from asset specificity that can become vulnerable to appropriation by opportunistic
partners (Klein, Crawford and Alchian, 1978; Williamson, 1979). Contrary, if an investment can

leave its current use without any additional costs, it is immune to opportunism.

Uncertain business conditions create a need for un-programed adaptation. However, since
individual decision-makers are exposed to imperfect information, time pressures, cognitive
limitations, and bounded rationality (Simon, 1951), it is difficult to create legal contracts that
can fully safeguard against opportunistic exploitation. Hence, it is possible for opportunistic
trading partners to hold-up and appropriate quasi rents from the unique asset investments made
by adjacent firms. This concern has become known in economics as post contractual
opportunism and is central to the theory of incomplete contracts in transaction cost economics
(Williamson, 1975; 1979; 1985). Although opportunism can appropriate quasi rent gradually
over time, Leiblein and Miller (2003) argue that hold-up situations typically appear in

connection with contractual renegotiations.

This hold-up phenomenon provides an economic rationale for the exposed firm to acquire,
integrate, and thereby control an opportunistic trading partner. A classic example of hold-up and
appropriation of quasi rents from tangible asset specificity is General Motors’ backward
integration through the acquisition of Fisher-Body (Klein, Crawford and Alchian, 1978; Klein,
2007). Another example is Joskow’s (1985) study of contracts between coal burning electricity
producers and supplying coal mines. In the Klein (2007) paper, Fisher-Body refused to relocate
their plant next to General Motors and incurred transportation costs that hampered efficiency
and eventually motivated General Motors to engage in backward integration to acquire the

company. In the Joskow study, the electricity plants had been located in the proximity of the
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mines to economize on transportation where joint ownership or long-term contracting were the
preferred solutions to avoid hold-ups. Studies relating to intangible asset specificity and forward
integration (Anderson and Schmittlein, 1984; Anderson , 1985) find that when downstream
activities require investments in asset specific non-selling activities, or costly upgrading of

resources, common ownership of assets are more likely.

Two important differences between these examples seem noteworthy. If all investment
costs are sunk and the specialized asset generates the full scale of quasi rents, as in the case of a
tangible site-specific investment, the quasi rents can be appropriated by an opportunistic partner
without affecting the future operations of the specific asset. While appropriation of quasi rents
from site specificity is unfortunate, it can only be done once, and therefore does not distort the
value potential of this investment, per se. In the case of ongoing investments in intangible asset
specificity that holds quasi rent potential for both parties, such education of resources or
enhancing brand value, attempts to appropriate the created quasi rents can lead to closure of
future related investments. The reason for this is that while the initial ongoing investment is
sunk and can be appropriated, the held-up firm can stop future specific investments, which will
affect the opportunistic partner’s future profits as well. Therefore opportunism related to
investments in intangible asset specificity has broader profitability implications — also being

more complex to describe contractually.

2.1.2 Incentive alignments and control

The recognition that transactions across markets are associated with incremental costs also
developed in other directions. The contracts established between firms are not seen as the source
of opportunistic behavior, but rather as honest differences in economic incentives between

parties holding segregated asset ownership.

While an outside contractor acts independently in own its interest through the contractual
agreement, an internal employee agreement differs by the nature of the contract (e.g., Coase,
1937; Simon, 1951; Williamson, 1975). When unforeseen contingencies occur, an internal
employment contract makes it easier to adapt compared to a contract with an independent
entrepreneur (ibid). The rationale for this is that a contract with an outside contractor cannot

describe all possible future events, and therefore adaptive actions require renegotiation of the
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contract. An employment contract transfers some authority to the owner or manager. In other
words, when the employee’s incentive is muted from lack of asset ownership, it creates an “area
of acceptance” to be directed by the owner of the assets (Simon, 1951: p. 294). This means that
an owner, by providing higher job security and weaker internal incentives, acquires increased
flexibility from employees, compared to outside ownership. It increases the flexibility of the
owner with possibilities to prioritize or postpone decisions. The advantage of postponing
decisions until more information has emerged makes it possible to adapt more effectively
without having to renegotiate existing contractual relationships.

This in turn leaves the owner with the task of knowing, directing and coordinating all the
work, which eventually may create information overload that makes internal authority
inefficient thus defining the boundary of the economic firm (Coase, 1937). If activities within
the firm have a high degree of similarity and standard features, it is possible for the owner to
impose a wider span of control before there is a need to use outside market knowledge. In
contrast, if the activities to be integrated by the firm are dissimilar enough to require vastly
different managerial competences, delegation of power is needed to circumvent the increasing

information overload (Jensen and Meckling, 1990).

Providing secure employment can cause employees to provide less that optimal effort
because the losses of suboptimal effort are externalized to the owners. If the agents do what their
job requirements entail, there will be no loss of value. Information is asymmetric and the
principal (owner) cannot observe all the actions of the agent (employee), which makes it
difficult to compensate the agent based on simple output as uncertainty blurs the relationship

between effort and output. This provides a basis for moral hazards.

The firm is seen as a nexus of contracts where the authority of asset ownership is
accompanied by the right to hire and fire employees that mitigate agency costs and circumvent
moral hazards (Alchian and Demsetz, 1972; Jensen and Meckling, 1976). Salanié (2005)
explains moral hazards as actions that can be taken by an agent to affect his or her utility, and
that of the principal, where the output is an imperfect signal of the actions taken by the agent. If
the agent uses this situation to his or her advantage at the expense of the principal, it will impose
moral hazard costs on the firm. Jensen and Meckling (1976) highlight these costs associated
with differential interests of principals and agents as lost value potential from foregone

commitments of resources that make effective monitoring and proper incentives necessary
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(ibid). From this perspective, firms are structured to minimize the implied agency costs where
some incentives are more effective under principal ownership because they create and share a

common interest in increasing the value of the assets (Gibbons, 2005).

Later work has focused on the prioritization of work effort considering complementary
issues of multitasking, adverse selection, weak incentives, internal controls, and monitoring
(e.g., Holmstrom and Milgrom, 1991, 1994). Gibbons (1998) also considers the role of objective
and subjective performance measures and individual skills acquisition as important incentives.
Firms can therefore be seen as large reservoirs of intangible resources, like people or agents,
where promotions are incentives that influence the perceived value or utility gained by these
agents (Lazaer and Gibbs, 2014). These soft incentive systems are often seen to complement
inaccurate output measures, but they remain subject to agent manipulation signaling effort and
impact that can be difficult to verify.

2.1.3 Property rights and incentives

Property rights theory (Grossman and Hart, 1986; Hart and Moore, 1990) can be considered a
hybrid between transaction opportunities and incentives. Like transaction cost economics, it
recognizes the importance of making asset specific investments capable of creating quasi rents,
but also emphasizes that these investments are essentially non-contractible, which trading
partners are cognizant about. This makes it difficult to account for the investment costs and the
generated quasi rents, thereby exposing the non-contractible asset specific investments to
opportunistic appropriation. Therefore these asset specific investments will not be made unless
property rights secure the status as residual claimants to the generated quasi rents. Property
rights theory perceives costs as distorted incentives for asset specific investment capable of
generating quasi rents that will not be made, due to ex ante recognition of the non-contractible
nature and lacking contractual protection. It therefore matters who has property rights to the

specific investments so the proper residual claimants can be rewarded.

Firm 3 (Figure 1), a downstream distribution company could exemplify non-contractible
investments as the owner’s entrepreneurial effort to develop a service oriented firm commit
intangible resources in the development of a joint brand. When these non-contractible
investments face the risk of ex-post rent appropriation from firm 2 (the manufacturer), firm 3
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will be inclined to refrain from making these important commitments. If the investments are
considered very important by firm 2, firm 3 should be integrated into firm 2 to ensure that these
investments are being made. That is, firm 2 integrates forward to avoid distorted incentives. Yet,
the integration of firm 3 also removes the incentives of the integrated firm 3 to make other non-
contractible investments. This is because firm 2 has acquired the residual rights from firm 3’s
non-contractible effort. When firm 2 formally holds the property rights over firm 3’s tangible
assets, it can determine how to use them and who is allowed to use them, thereby appropriating
rents from firm 3’s non-contractible efforts. This problem of distorted incentives is also
addressed by Holmstrém and Tirole (1991) in their study of transfer-pricing and internal profit
allocation. However, it is also argued that if both firms have important non-contractible
investments, ownership should remain separate to incentivize the principals (owners, managers)
to undertake the required intangible investments (Grossman and Hart, 1986; Gibbons, 2005;
Woodruff, 2002). Property rights theory therefore stresses the transfer of ownership and control
over assets as a benefit but also as a cost by formally neutralizing environmental effects through

integration, and instead directing attention to managing and controlling the costs of integration.

In a critique of Williamson (1985), Alchian and Woodward (1988) argue that it is important
to distinguish between two different sources to opportunism; hold-ups and moral hazards. Asset
specific investments can be exposed to post contractual opportunism in the form of a hold-up,
but these costs differ from the costs incurred from moral hazard. The owner of a specific asset
may realize that profits are shrinking but will keep running the specialized asset until the quasi
rents, compared to its second best use, is zero. In the case of a hold-up from market transactions,
the appropriated quasi rents will be visible with the opportunistic partner as increased profits.
But in the case of moral hazards, it is more difficult to detect if the source of opportunism is
related to the trading partner’s lack of efficiency. The realization of incurred costs from moral
hazards is also related to the costs of detection; in other words, the ability to monitor and
accurately meter activities and related outcomes. In the case of moral hazards, the appropriated

quasi rents will appear as increased costs or lower revenue inside the trading partner.

Alchian and Woodward (1988) argue that the degree to which an asset or investment is
exposed to moral hazard costs depends on what they call ‘plasticity,” indicating the range of
discretionary and legitimate uses of the asset. If use of a specialized physical asset is easy to
observe and has low monitoring costs — while it might be exposed to hold-up — it will almost be

57



immune to moral hazard costs. In contrast, if a specialized asset is plastic and difficult to meter,
like many services and behavioral efforts, it is vulnerable to both moral hazards and hold-ups
(ibid). To resolve the issues of opportunistic hold-ups and moral hazard costs, the integrated
structure should reduce the plasticity of specific assets and provide more accurate metering of

agent efforts.

These aspects capture the many nuances in the theoretical rationales applied to the
integration decision, but they all consider the effects of contractual differences as the motivation
to integrate transactions and business activities within the same firm. While transaction cost,
property rights, monitoring, control, and adaptation perspectives consider the costs associated
with segregated ownership and divergent incentives between principals and agents, the

following section looks at different theories related to production efficiency.

2.2 The efficiency of integration

Turning the focus away from costs related to market transactions and towards the firm as the
creator of a profit maximizing production function, this analyses also adopts two fundamentally
different perspectives. One perspective focuses on the firm as a profit maximizing entity that
generates its revenue from its market position based on economies of scale and scope and the
power to restrict competition. Another perspective embraces the internal heterogeneity of the
integrated firm and considers the technological transformation of resources and capabilities that

affect revenues and production costs.

2.2.1 Industrial organization

The theories that address marginal revenue and production cost like classic micro-economics
and industrial organization have their roots in analyses of price-quantity mechanisms.
Conventional models assume an equal production technology across firms that emphasize
economies of scale and scope as underlying mechanisms to achieve competitive advantages
(e.g., Bain, 1968). Industrial organization theory advocates that economies derived from the
physical and/or technical integration of the production processes within a single firm. Bain

(1968) argues for physical and technical conditions related to cost-savings are key rationales for
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integration. In the absence of cost-savings, the logic for vertical integration is unclear. The
relative attractiveness of the industry also influences the decisions to integrate, control, and
concentrate business activities. In some market structures it may be possible (and beneficial) for
firms to create powerful market positions that restrict output and raise prices. These types of
integration considerations with the purpose of restricting competition and enhance the

profitability of the firm are also prevalent in Michael Porter’s (1979) familiar five forces model.

The Chicago school of Economics in the 1960s and 70s expanded industrial organization
with discussions of single monopoly profits and elimination of mark-ups (Riordan, 2008). The
latter is linked to the issue of double marginalization (Eccles, 1985; Pincyck and Rubinfeldt,
2009; Riordan, 2008) where separate ownership between two sequential monopolistic profit
maximizing trading partners will lead to an in-optimal price-quantity position. Two firms or
business entities that operate with disjointed price-quantity targets will not optimize the
aggregated profits, as they fail to align the price of the intermediate product. Vertical integration
supposedly resolves this problem using authority to set the price of the intermediate product,
thereby determining the allocation of profits between entities operating within the firm
boundaries. However, if the downstream market only offers limited transparency, this
asymmetric information makes it difficult to set prices of the intermediate goods to achieve
optimal profits for the joint upstream and downstream activities. At the same time, the existence
of asymmetric information provides an opportunity for the distributors to act opportunistically
and appropriate profits from the manufacturer by claiming specific market conditions for the
final product. Resolving the double marginalization problem requires that the integrated firm
creates full transparency to eliminate the information asymmetry thereby allowing the merged
firm to establish price-quantity combinations that optimize the profitability of the joint

operations (Riordan, 1990).

2.2.2 Evolutionary economics

Another school of thought sees the creation of integrated firms from the perspective of
evolutionary economics (Winter, 1991) where value creation derives from unique heterogeneous
resources as a source for sustained competitive advantage (Barney, 1991, 1999; Peteraf, 1993).
These theoretical rationales focus on idiosyncratic endowments of resources, procedural
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competences, and knowledge across firms (e.g., Barney, 1991, 1999; Connor, 1991; Demsetz,
1988; Kogut and Zander, 1992; Penrose, 1959; Wernerfelt, 1984; Nelson and Winter, 1982;
Teece et al, 1997). The economic advantage does not derive from minimized transaction costs or
economies of scale and scope, but rather from the valuable features of unique underlying
resources, capabilities, and competences (Nooteboom, 2004). The implied resource bundles can
be comprised by tacit knowledge-based processes that evolve over time and are hard to emulate.
This implies that idiosyncratic resources are difficult to acquire in strategic factor markets
without fully paying for their rent creating capacity to ultimately eliminate the excess return of
rents (Barney, 1986; Dierickx and Cool; 1989).

The possession of such resources, and the capability to develop and combine them with
purpose and utility, can form the basis for superior advantages of internal transaction processing
compared to market exchanges and thus constitutes an added rationale for integration. Firms that
possess strong competences and resources can improve marginal returns through integration that
will reduce production costs and enhance innovative product offers to increase customer utility
and the willingness to pay higher prices (Hoopes, Madsen and Walker, 2003). Demsetz (1988)
argues that the ability to give proper strategic direction comes from supervision through
knowledgeable managers, although this also comes with a cost. Therefore, the point where the
cost of producing a final product across the value chain is lower than the cost of acquiring
needed knowledge and management supervision will determine the boundary of the firm (ibid).
Connor and Prahalad (1995) extend this view and argue that when an independent party has
superior knowledge within its area of operation it might be advantageous to integrate it. This is
because the knowledge processing party or firm might not be able see the potential advantage
that an integrated firm can achieve, since its knowledge is confined to a limited set of production

processes and market contexts.

3. THEORETICAL DILEMMAS AND EMPIRICS

Despite the theoretical progress in explaining firm boundaries, integration is not always a
straightforward issue; the strategy literature often fails to recognize competing rationales offered
by the different theoretical contributions. Any person that has worked in a large institution will
recognize that conflicts and potential hold-up situations often arise between different
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departments and individuals driven by different incentives and political agendas. When firms
address the challenges of integration, it accentuates Gibbons’ (2005: p. 206) dictum that “to stop
one hold-up problem typically creates another hold-up problem”. For example, say the
integration decision adopts one set of transaction cost rationales to assess the opportunism of
contractual arrangements. Then the integration decision should also consider potential
implications offered by other theoretical approaches. While some of these theories are
complementary, others conflict and can lead to cost increases. In particular for firms with
multiple product lines, the exposure to changing environmental conditions can make it difficult
to determine the viability of the integration advantage when one integration rationale is more
pertinent than another. These considerations apply to analyses of industry value-chains as well
as vertically integrated corporate activities. As Williamson (1973: p. 316) observes,
“substantially the same factors that are ultimately responsible for market failure also explain
failures of internal organization”. Managerial decision-makers are often confronted with these

very tradeoffs and have to find ways to deal with them.

3.0 Conflicts in integration theory

When trade and interaction no longer represent simple spot markets, the competition and
conflict between different theoretical rationales and perspectives become visible in the
distinction between first, second, and third-order economizing (Williamson, 1998). 1% order
economizing focuses on the institutional environment of government policies, laws,
administrative structures, the efficiency of the legal system, and property rights that dictate the
rules of the game when organizing for economic productivity. 2" order economizing deals with
inter-firm governance approaches and how to operate under prevailing market structures and
trading relations. The governance approach and its contractual set-up are important to minimize
transaction costs and through this, optimize production efficiencies. 3™ order economizing is
focused on management concerns where important managerial decisions consider analyses of
marginal performance effects and internal efficiencies. Usually 1% order economizing is
considered as being outside the direct influence of firms. The reason being that this level has
been shaped through long-term non deliberate actions like informal traditions, norms, religion,
institutions, and even revolutions that have influenced regional and national legislation, legal

systems and political governance approaches. In contrast, 2" and 3" order economizing are left
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to independent actors, like firms, to decide on. This means that firm owners must decide on
issues like the efficiency of the legal system for solving disputes, but also on what ownership

structure provides the most efficient coordination and incentives.

As the discussion of vertical boundaries illustrates, different theories cater to solve different
economic challenges of operating either within 2" order economizing, that is market trade or
integration, or 3 order economizing, that is, creating the optimal conditions for marginal
performance and internal efficiencies. While integration in some instances can solve costs
related to transactions across markets, we cannot assume that new costs do not remain “if the
factors which makes haggling very inefficient under non-integration are correlated with those
that make abuse of fiat very inefficient under integration” (Gibbons, 2010: p. 277). In other
words, the decision to integrate cannot assume that possibilities for internal opportunism will
disappear. Therefore, the ex post integrated firm is not just a ‘black box’ where internal
opportunism can conveniently be assumed away. When firms expand and integrate they create
(different) internal structures to make efficient use of resources and competences (Jensen and
Meckling, 1990). They can also create incentives to allocate resources effectively (Brickley et
al., 2015). This opens for a potential dilemma as integration may distort the incentives provided
by segregated asset ownership, where owners were residual claimants to their own non-

contractible efforts (Grossman and Hart, 1986; Tirole and Holmstrom, 1991).

If a firm makes an integration decision based on transaction cost economics, the primary
concern is on 2" order economizing, e.g., trying to minimize the costs of transacting across
markets. However, after integration management must deal with 3" order economizing issues of
opportunism and moral hazard by establishing contractual arrangements, monitoring systems,
and aligned incentives to exploit the economic opportunities offered by the integration.
Adopting one particular theoretical rationale to support these diverse decisions can possibly lead
to contravening effects that dilute the economic advantages of integration. If a manufacturer has
asset specific investments, they are subject to opportunistic appropriation of quasi rents by
distribution based on transaction cost economic rationales. At the same time we find situations
where distribution has important investment incentives that are non-contractible with
manufacturing argued from a property rights perspective (Grossman and Hart, 1986; Whinston,
2003; Woodruff, 2002). This can be resolved by segregating the ownership of assets. The

segregation of ownership is recommended because the non-contractible investments will be
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executed by the residual claimants to the generated quasi rents. This sets the course for potential
conflicts between transaction cost and property rights theory. The reason for this is that
transaction cost economics perceive contractible asset specific investments as vulnerable to
opportunistic hold-ups arguing in favor of forward integration. Property rights theory on the
other hand addresses the importance of non-contractible investments arguing in favor of
segregated ownership. That is, adopting different economic rationales lead to contradictory and
directly opposing recommendations. Hence, we often see firms with multiple divisions where
the integration decision is unable to distinguish between the conflicts arising from contractible

and non-contractible investments (e.g., Whinston, 2003).

The integration rationales should not only analyze ex ante arguments, but also consider the
effects of ex post coordination and incentive structures particularly since they may create
polarized perspectives. This dilemma was recognized by Holmstrém and Milgrom (1994) as
they emphasize the need to align different internal incentive systems to avoid competing
behaviors. Hence, the internal incentives from asset ownership, authority to direct work and
weak incentives to avoid agents’ adverse selection should ideally all be complementary. This is
because agents in distribution that are incentivized by segregated asset ownership are unlikely to
care for the future value of the manufacturing assets, which may lead to undesirable and
inefficient decisions. Therefore, each of the incentive elements should react in concert to the
influences of exogenous conditions. If the effects from market transactions, that guide
distribution’s prioritization of effort, cannot be observed because assets are plastic and thus
subject to moral hazards, then manufacturing should integrate forward. This assumes that
integration improves manufacturing’s ability to monitor the output of distribution efforts. But at
the same time, integration should cause distribution to care about the manufacturing assets,

thereby improving Pareto optimality.

While this has intuitive appeal, it also presents questions that need answers. First, we cannot
assume that just because distribution efforts are not observable, they are not subject to moral
hazard. Prioritization of efforts that to the manufacturer may look like moral hazard costs can
easily reflect distribution’s use of idiosyncratic market knowledge used for future profits. This
constitutes investment in intangible assets, exemplified by customer satisfaction and loyalty.
Second, well-meant yet weak incentives aimed at preserving the value of the manufacturing

assets should not remove the incentives for distribution to prioritize customer satisfaction and
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loyalty. If a manufacturing firm integrates distribution that uses idiosyncratic resources to
create value, then the internal structures and incentive systems should preserve these incentives.
Alternatively, the integrated company should align the incentives linked to different assets and
resources so the marginal profits from integration and alignment are higher than is the case with
segregated ownership. If integration does not resolve this and we observe segregated ownership
of assets, then there will be inevitable conflicting interests between the two long-linked
interdependent activities, e.g., manufacturing and distribution, which must be governed

contractually.

Holmstrém and Milgrom (1994) were inspired by Anderson and Schmittlein’s (1984) study
of forward integration. This study considered the high cost of monitoring performance from a
moral hazard perspective and the effects of employee education and their willingness to perform
non-selling activities from an asset specificity investment perspective. However, Holmstrém and
Milgrom (1994) recognize the failure to explain similar examples of high monitoring cost with
segregated ownership of assets. Adopting a property rights theory perspective on the non-
contractibility of distribution’s non-selling (manufacturing important) activities will also lead to
a forward integration decision. The reason is straight forward. If non-selling activities are
considered important and present an investment incentive to manufacturing but not to
distribution, the distributor will not undertake this investment due to lack of contractual
protection of the future value. More precisely, distribution will only undertake the non-
contractible investments if they are important and distribution remains the residual claimant to
future value from ownership rights. Conversely, if investments in non-selling activities are
important to manufacturing, forward integration will give them property rights to direct the

distribution so they undertake these investments.

These polarized explanations make it relevant to ask if there are different and competing
dimensions affecting the firms’ portfolio of activities and how this affects forward integration.
Does the activity that the distribution undertakes to ensure that the manufactured product stays
competitive in the final product markets reflect a pure long-linked technology (Thompson,
1967)? Or does it (also) imply important elements of intensive adaptation to customer specific
demands? Using the Holmstrém and Milgrom (1994) conception of the firm as an incentive
system this would imply that for integration to be economical there would not be any ‘vertical’

competing dimensions affecting the activities of agents along the value chain.

64



We now turn to the empirical evidence about the upstream and downstream activities

undertaken in relation to forward integration.

3.1 Empirical studies

The integration rationales and associated cost considerations depend on whether the integration
is upstream or downstream. The concern for primary costs from transacting across product
markets along the industry value-chain, along with the ability to mitigate the secondary
(unintended) costs from integration, look different. This depends on whether the focus is linked
to supply (backward integration) or distribution (forward integration). Anderson and Schmittlein
(1984) and Anderson (1985) set out to test transaction costs from an asset specificity investment
perspective in forward integration, but surprisingly found a stronger relationship to incentives
and moral hazard theory. Later empirical studies have confirmed this relationship, suggesting
that the costs associated with operating the economic system pans out in different ways. Hence,
there is strong evidence for a transaction cost economics perspective adopted to address
opportunism from asset specific investments in backward integration, whereas forward
integration seems to rely more on arguments from a moral hazard perspective (Lafontaine and
Slade, 2007).

Does this imply that we do not observe asset specific investment in downstream trading
relations between manufacturing and distribution, and that related quasi rents are less exposed to
a hold-up in downstream market settings? Not at all, to the contrary. As appears from the prior
discussion, long-linked firms with interdependent activities rely on many asset specific elements
associated with market and customer specific knowledge. However, the way human effort
interacts with the use of more tangible manufacturing assets is special and must be managed.
Empirical data (Lafontaine and Slade, 2007) seems to suggest that the way opportunism plays
out in certain downstream settings ascribe more influence to a moral hazard perspective from
the plasticity of asset specific investments. With low monitoring cost of agents, asset specific
investments are immune to hold-up. But as the plasticity of asset specific investments increases,
they are vulnerable to both hold-up and moral hazard issues. This leaves us in a situation where
intangible resources are both the source of value creation, as well as the source of costs in the

shape of moral hazards.
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Lafontaine and Slade (2007) made an excellent review of studies that assesses firm
boundaries and integration of downstream business activities. One of the challenges related to
integration is the dilemma of assigning consistent incentives and controls. Firms that offer a
fixed salary payment scheme buy acceptance to centralized decision-making among risk adverse
employees (e.g., Coase, 1937; Simon, 1951; Williamson, 1975). At the same time they also
lower the incentive to use their own personal effort, whether observable or not (Alchian and
Demsetz, 1972; Holmstrom, 1982, Jensen and Meckling, 1975; Fama, 1980). From this vantage
point, the decision to integrate forward uncovers several interesting relationships that make the
balance between moral hazard issues and incentives to use own effort very tight. Lafontaine and

Slade’s (2007) review of the empirical literature presents seven relevant insights (Table 1).
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Table 1. Insights from empirical studies on forward integration

Insight/general finding

Link to forward

Representative authors

integration
Forward integration is expected to Negative Lafontaine (1992); Lafontaine and Bhattacharyya
reduce downstream risk (3.1.1) (1995) Woodruff (2002);
Forward integration has a negative Negative Lafontaine (1992); Scott (1995); Nickerson and
effect on downstream effort (3.1.2) Silverman (2003); Lafontaine and Shaw (2005)
Forward integration rewards Positive Lafontaine (1993); Scott (1995); Nickerson and
upstream effort (3.1.3) Silverman (2003); Lafontaine and Shaw (2005)
Forward integration is enhanced by Positive Brickley and Dark, 1987; Lafontaine; 1992;
the size of downstream assets (3.1.4) Thompson, 1994; Brickley, 1999; Lafontaine and

Shaw, 2005

Forward integration is prompted Positive Anderson and Schmittlein (1984); Anderson
when it provides access to accurate (1985); John and Weitz (1988)
monitoring of input-output measures
(3.1.5.3)
Forward integration is dissuaded Negative Brickley and Dark (1987); Baker and Hubbard
when it does not provide accurate (2004); Minkler (1990); Norton (1988); Woodruff
monitoring of intangible inputs like (2004)
behavior and entrepreneurial effort
(3.1.5.b)
Forward integration can have both Ambiguous Brickley and Dark (1987); Brickley (1999); Minkler
positive and negative outcome from (1990)
spillover between different branches
and effects from repeated business
(3.1.6)
Forward integration can have both Ambiguous Baker and Hubbard (2004); Shepard (1993); Slade

positive and negative outcome when
facing downstream multiple tasks
(3.1.7)

(1996); Nickerson and Silverman (2003)
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3.1.1. Risk is negatively correlated to forward integration: From a principal agency perspective,

we should observe increasing forward integration as risk from various downstream market
factors increase. This should be the case when marginal returns from manufacturing and
distribution tasks co-vary, so all the agent exposures increase in parallel. However, when the
mitigation of downstream distribution risks relies on specialized knowledge and effort in
distribution, the manufacturing principal prefers not to integrate activities (Lafontaine and Slade,
2007). In this situation, incentives from segregated asset ownership will allocate both reward
and punishment to the downstream distribution agents as they use their specialized resources
and capabilities to reduce risk (Martin, 1988; Lafontaine, 1992; Lafontaine and Bhattacharyya,
1995; Woodruff, 2002).

3.1.2 Importance of downstream effort is neqgatively correlated to forward integration: Asset

ownership often provides stronger incentives to agent efforts that are hard measure and monitor.
When the distribution’s tasks require more specific entrepreneurial effort, they should be
supported by incentives related to asset ownership. When the downstream agents’ efforts are
important to success it is associated with less integration, which is supported by empirical
studies (e.g., Brickley et al., 2015; Caves and Murphy, 1976; Shepard, 1993; Slade, 1996;
Woodruff, 2002).

3.1.3 Upstream effort is positively correlated to forward integration: Moral hazard theory argues

that a balanced division of profit is important to incentivize agents, both in manufacturing and
distribution. However, when the effort of the upstream manufacturing, takes increasing
importance for value creation and is difficult to measure, there must be strong incentives for the
manufacturer to perform. There is strong empirical support for a positive relationship between
the need to provide incentives for upstream effort and integration of downstream activities (e.g.,
Lafontaine, 1993; Scott, 1995; Nickerson and Silverman, 2003; Lafontaine and Shaw, 2005).

3.1.4 Size of downstream outlet is positively correlated to forward integration: When

downstream exposure to market risk remains constant, but downstream distribution activities are
sizeable and represent higher investments in tangible assets, this increases the ratio of capital
investments to the constant exposure of risk. This increase exposes the distribution to more risk.
So, downstream capital investment and the associated risk are positively related to forward

integration as an agency model predicts (e.g., Brickley, 1999; Brickley and Dark, 1987; Jensen
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and Meckling, 1976; Lafontaine; 1992; Lafontiane and Shaw, 2005; Thompson, 1994). It should
be noted that this risk differs from the risk correlated to downstream specific knowledge and

resources discussed in 3.1.1 above.

3.1.5 Costly monitoring of agents - two different explanations: Difficulty of providing accurate
measures of downstream agents’ effort will increase monitoring costs. This form a higher
exposure to moral hazard where forward integration can improve the manufacturing’s access to
accurate — and cost efficient monitoring of the distribution. This is supported in various studies,
(e.g., Anderson and Schmittlein, 1984; Anderson, 1985; John and Weitz, 1988; Holmstrom and
Milgrom, 1994) although others found inverse correlations (e.g., Baker and Hubbard, 2004;
Brickley and Dark, 1987; Brickley et al., 2004; Lafontaine, 1992; Norton, 1988). Lafontaine and
Slade (2007) distinguish between monitoring quantities of inputs and related outcomes and
monitoring of behavior in relation to outcome. This can help us understand the different results.
When the monitoring of quantities of inputs in markets are accurate and economical, there is
less forward integration. Conversely, when the monitoring of outcomes is inaccurate and costly,
there is more forward integration. When monitoring of behavior or entrepreneurial effort deals
with plastic assets that potentially entail moral hazard (Alchian and Woodward, 1988), strong
incentives from being the residual claimant from segregated asset ownership leads to less
integration. An important difference is also that for metering quantities of input, the monitor
does not need to know the business activities of the party being monitored. It just needs to assess
the input quantities. This second type of monitoring presents different challenges. Here the
monitor needs to have knowledge and access to evaluate the behavior around the intangible

elements being monitored and metered.

3.1.6 Spillover and repeat business provide ambiguous results to forward integration: When a

manufacturing firm sells its products through multiple distributors, the different units are
exposed to both positive and negative externalities. For example, the manufacturer’s brand can
have a positive effect on distribution, where some agents can free-ride by using the brand value
of the product, but also the efforts of other agents. Hence, the cost of providing effort is
individual to the agent whereas the benefits are universal for the receivers, thus leading to more
forward integration. When free-riding on the manufacturer’s brand value is prevalent, it points
to forward integration. At the same time, when the distributors’ investments in customer

satisfaction, loyalty, and repeat business is important, and originates from hard to monitor
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personal effort, it points toward segregated asset ownership. This is due to the provider of effort

being the residual claimant to profits from the repeat business.

3.1.7 Multiple tasks provide ambiguous results on forward integration: The agents’ jobs often

have multiple dimensions where several tasks compete for attention. When the distributors’ face
competing incentives from segregated asset ownership, it will often lead to lower maintenance
of the manufacturer’s assets (Simon, 1951; Williamson, 1975). The propensity to integrate
depends on the characteristics of different tasks and the extent to which their returns are
correlated. Hence, the marginal return of one task should also increase the return of other tasks
to make the incentives effective (Shepard, 1993; Slade, 1996). When the ability to complete
multiple tasks is important and technology can facilitate efficient coordination across tasks, it
favors forward integration (Baker and Hubbard, 2004). When this is not the case, e.g., due to
faulty measures or noisy signals, it leads the distributors to act and prioritize, for the
manufacturer, in suboptimal ways. Therefore integration is often hailed for providing weak
incentives to mitigate this adverse selection (Holmstrém and Milgrom, 1991; 1994). However, if
the complementary activities are hard to measure and thus exposed to moral hazards, it will
disfavor forward integration (Shepard, 1993; Slade, 1996) because the moral hazard costs are

reduced and profits from prioritized, efforts are enhanced by segregated ownership of asset.

The empirical insights (3.1.1 - 3.1.7) provide several interesting points that are contradictory to
normal moral hazard and agency theory. First, when downstream risk — in relation to asset
investments increases (3.1.4) — this is connected with more forward integration as agency theory
predicts (Jensen and Meckling, 1976). However when downstream risk related to the use of
idiosyncratic resources and capabilities increase, it is related to less forward integration contrary
to agency theory. This illustrates that upstream firms prefer stronger market incentives to solve
this entrepreneurial challenge by maintaining segregated asset ownership. Secondly, despite
high costs of monitoring of distributors’ efforts, and the potential increasing presence of moral
hazards, there are situations (3.1.2/5b/6/7) where segregated ownership again is preferred. This
might seem at odds with the potential opportunism related to distributors’ moral hazards both to
shirk and to free-ride on specific investment interdependencies. Apparently in some settings the
hard incentives from markets and costs of contractual governance seems to outweigh the
benefits of integration. In short, the manufacturer using contractual transactions might perceive

the costs from downstream opportunism to be higher, but the strong incentives provided by
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markets rewarding distribution’s entrepreneurial activities as residual claimant to these activities
seem to outweigh these transaction costs. This has implications for the distribution of different
resources and capabilities along the value chain and plays a role in relation to the distribution of

the manufacturer’s product.

4. DISTRIBUTION TYPOLOGIES

From the discussion of value chains and the empirical literature on forward integration, we now
consider the role of downstream market-oriented activities and note three different types of
distribution approaches that appeal to different market contexts. The market contexts are
characterized by product complexity, the codifiability of processes, competences, and resources
that engage entrepreneurial efforts to deal with more or less complex conditions. The
distribution types are geared to deal with the challenges from the different market contexts.

4.1 Roles in manufacturing and distribution

Studies of how powerful ‘lead’ firms govern their global value chains (e.g., Gereffi et al., 2005,
2018; Gibbon et al., 2008) identify three key characteristics that determine their governance
approach. The first characteristic is the complexity of the product-related transactions along the
value chain. This entails diversity of information embedded in, e.g., product specifications,
quality features, and related processes like manufacturing, distribution, and warranty handling.
The information also relates to the planning of sourcing, supply lines, and delivery channels to
include needed quantities and qualities based on efficient hands-off trading. The second
characteristic is the codifiability of the product, meaning the process-related information,
knowledge, and the ability to transmit the information from the lead firm to the distributors
without creating additional transaction costs. The third characteristic is the sufficiency of the
available resources and competencies of the lead firm that are needed to ensure instrumental

efficiency of the required tasks within the distribution.

The relative importance and emphasis on these characteristics identify four different
governance types of (external) market-driven supply chains in addition to (internal) integration

through hierarchy. The first and simplest type is pure spot market trading among independent
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firms along the value chain due to the low complexity of transactions, the ease to exchange
market-related price information, and product knowledge in codified transactions. This means
that each of the product markets possesses the necessary competences to produce required
products without special transfer of knowledge and particular incentive systems (e.g., Hayek,
1945). The second type has modular relationships, where the complexity of tasks increases so
they can no longer be made available in and cleared through simple spot market transactions.
This requires that information and knowledge related to the underlying transactions can be
codified and transmitted from the lead firm to the suppliers, as well as the suppliers must
possess the necessary competences. The third governance type is relational as transaction
complexity remains high but the ability to codify decisive information is low, which requires
that exchange of tacit knowledge and information relies on human interaction. This requires a
high level of necessary resources and capabilities among the suppliers to understand the demand
of the lead firm producing the needed goods or services to stay competitive. The fourth type is
constituted by captive relationships, where the lead firm engages in exclusive supply contracts
where product specifications are defined from resources and capabilities inside the lead firm.
The level of transaction complexity is high, as is the lead firm’s ability to codify the
transactions, but the required resources and competences among suppliers are not readily

available.

Several aspects of the described governance types of external value chains are important in
the context of forward integration. The degree of power retained by the lead firm, and hence its
coordination authority, is lowest with spot market transactions and highest with captive
relations. Spot market suppliers have the lowest exposure to specific firm interdependencies
while captive suppliers have the highest degree of dependence on the lead firm. This has
contractual implications. The ability to codify specific information and plan investments is
important for writing contracts (Williamson, 1985), as is investing in valuable non-contractible

knowledge and resources (Grossman and Hart, 1986).

While the studies of global value chains (e.g., Gereffi et al., 2005, 2018; Gibbon et al.,
2008) focus on the supply-base of a producer driven lead firm, they also provide perspectives
for understanding the governance of downstream distribution firms, although there are important
differences. In the context of supply and backward integration, it is assumed that the lead
manufacturing firm possesses the combinatory capabilities (Nooteboom, 2004) required to use
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sourced inputs, including the ability to define the complexity of inputs needed to compete in its
own product markets. This can be very different in the case of forward integration, in which the
integrated manufacturing firm is moving into a downstream domain (Thompson, 1967) where it
has less a priori knowledge, experience, and insight. A lead manufacturing firm that engages in
downstream activities will face many challenges as described in the governance of the supply
chain, but also confronts a product market that is (potentially) removed from the firm’s existing
capabilities and resources (Teece, 1982). In this context, the product and process complexities
determine the tasks and efforts provided by distribution as it reaches out to customers further
downstream in the final product markets. Forward integration therefore introduces a need to
codify product complexity. This is a two-way road where distribution codifies market specific
knowledge to the manufacturing as well as manufacturing codifies product complexity to
distribution.

These conditions affect the role of forward distribution in relation to upstream
manufacturing and can be discussed in three different settings, referred to as (1) simple selling

(‘markets’), (2) directional distribution (‘captive supply’), and (3) complex distribution

(‘relational supply’) (Gereffi et al., 2005, 2018).

4.2 Manufacturing and simple selling

Eventually all manufacturers need to sell their products. Whether this is done in the simplest
form as ‘over the counter’ sales to whomever walks in, using technologies like telephone and
digital platforms, or employ a sales force, it all represents different ways to sell outputs. The
‘over the counter’ approach for example will eventually face geographical limitations. Firms
that wish to expand will have to meet downstream customers in an extended way usually by
engaging some variant of a sales force. If the manufacturing firm wants to avoid employing its
own direct sales-force, this activity can rely on 3" party outside sales representatives, or whole-
sellers (Anderson and Schmittlein, 1984). Whole-sellers usually undertake different kinds of
inventory storage and selling activities that use a simple mediating technology (Thompson,
1967).

A manufacturing firm engages in simple selling when the product complexities, i.e., the

mutual dependencies along the value chain towards the adjacent industries, are low and outputs
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and processes between manufacturing and distribution can be codified. If the manufacturing
firm has the same interpretation of the supply-chain (Gereffi et al., 2005, 2018) as the
distributors without imposing specific information or knowledge demands to the sale of the
product, it is considered simple selling. This normally relates to the selling of a product without
any need for mutual specific investments, where price and quantity is determined by simple
market exchange conditions. However, the profits made by the manufacturing firm are subject to
appropriation by market forces (Porter, 1979) like haggling, new entrants, or substitution of
comparable products. Under simple selling, the manufacturer devotes limited effort to influence,
or create demand beyond the distributors. Therefore, there are no major switching costs between

the manufacturer and distributors.

With the market between the manufacturing industry and distribution only serving to
facilitate trade, it effectively distributes responsibilities and authority. Each sequential industry
and the firms within them remain responsible for solving their entrepreneurial challenges; they
secure their own instrumental and economic effectiveness using own resources, competences,
and capabilities (Nooteboom, 2004). This gives distribution the freedom to source and market
competitive products. If the manufacturer’s products are no longer competitive and fail to fulfill
the specifications set by downstream distribution, they will be discharged in the distribution
industry’s selection process. This is why it remains the responsibility of the manufacturer to be
competitive in the intermediate product markets and satisfy further downstream industry
demand. If the manufacturing firm integrates the mediating distribution activities without
imposing mandatory internal transfers, the organizational structure resembles what Williamson
(1975) refers to as the pure M-form, where decisions and actions are rewarded by internal

decentralized incentive systems.

4.3 Manufacturing and directional distribution

When an upstream manufacturing firm needs the distribution to ensure sufficient demand and
distribution of its products in downstream markets, different roles and responsibilities emerge
between entities along the value chain. The manufacturer’s interest and demand in relation to the
distributors’ actions — including product sales and services — must be specified and codified.
This ensures that distribution engages in activities that correspond to those requirements. This

‘directional distribution’ concept resembles, although is not necessarily the same, what is known
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as a ‘traditional’ franchise (Lafontaine and Raynaud, 2000; Lafontaine and Slade, 2007)5 or
captive supply to use the global value chain terminology (Gereffi et al. 2005).

Under directional distribution, the value is essentially carried by the product complexity or
brand reputation of the upstream manufacturer. To the final user, the product appears in a form
that only requires little value-adding activities from distribution. This has several implications
for the division of responsibility and authority, along with the coordination of interdependencies
between manufacturing and distribution. With low product complexity and capabilities in
distribution, the manufacturer remains responsible for developing both instrumental and
economical effectiveness in this long-linked mediating organizational technology (Thompson,
1967). This means that the manufacturer must deploy resources and capabilities (Nooteboom,
2004) to ensure downstream product attractiveness. The revenue generating product must have
enough attractiveness among final users to allow for the sharing of quasi rents from asset
specific investments (Klein et al., 1978). In other words, the manufacturer’s product must hold a
satisfactory revenue potential and have a sourcing price that is sufficiently low. This allows
manufacturing to share rents, e.g., by paying a provision to distribution hereby sharing the
profits to incentivize asset specific investments that benefit both manufacturing and distribution
(Klein, 1995; Lafontaine and Raynaud, 2000).

In this setting the activities of downstream distribution also resemble whole selling, where
the majority of investments are made on specific tangible assets with only a minimum of added
value from specific intangible asset investments. Value from the distribution’s effort therefore
takes more the shape of an ‘add-on’ to support the manufactured product (Lightfoot, Baines and
Smart, 2013; Mathieu, 2001; Oliva and Kallenberg, 2003; Tukker, 2004). This division of
competence and responsibility makes it easier for the manufacturer to explicitly codify product
complexity and coordinate interrelated activities, which is reflected in the contracts that specify
the terms of cooperation. The contracts are drafted by the upstream manufacturer. It includes
codifying information about conditions and standards for the distribution industry in relation to
cooperation. It also applies to the specific obligations of investments and deployment of
downstream resources (Klein, 1995). Hence, the upstream manufacturer coordinates

downstream resource utilization through planning and standardization (Thompson, 1967) to

> A franchise is usually characterized by a franchisee operating under a franchisor’s name and trademarks; the
franchisor provides some support and can exercise significant control over the franchisee’s operations. The
franchisee is required to pay some predefined amount to the franchisor and sometimes obliges the franchisor to
transfer knowledge to the franchisee.
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ensure own output and aggregated profits. It should also be noted that the manufacturer now is
exposed to double marginalization (Riordan, 2008; Pindyck and Rubinfeld, 2013) because the
final product’s market demand is interdependent with the contractual specifications of the

distribution’s value adding investments and activities.

This kind of contractual setting, however, exposes manufacturing to transaction costs
(Arrow, 1969; Williamson, 1971) as distribution might fail to make required investments and
shirk on needed effort. The manufacturer therefore needs to ensure that attempts by distribution
to shirk, or free-ride on effort and investments, are effectively contained by internalizing
incentives or punishments (Lazear and Gibbs, 2014). The reason for this is that costs imposed by
external conditions will dilute the product value and thereby accrue to the manufacturer. Since
the profits of distribution relies on the sharing of aggregated quasi rents, this sharing
arrangement must be linked to some easy to measure reliable indicator of the distribution effort
(Anderson and Schmittlein, 1984; Lafontaine and Raynaud, 2000; Lazear and Gibbs, 2014).
Such self-enforcing contracts are preferred to hedge against potential costs from MH and
underinvestment issues linked to the possibility of losing access to the sharing of rents (Klein,
1995; Lafontaine and Raynaud, 2000). At the same time manufacturing’s required sharing of
rents is supposed to hedge the distributors against opportunistic moves by the manufacturer to
over-specify required investments. This means that to incentivize distribution to make
investments according to the manufacturer’s specifications, the stream of rents from these

investments must exceed the associated costs.

For the manufacturer this creates a fundamental challenge in relation to the business
model’s value offering. In this long-linked mediating distribution setting, the responsibility for
the competitiveness of products and related distribution activities rests within the manufacturer
who holds the authority to define investments and activities. The question here ultimately is
whether the upstream manufacturer is able to secure access to the downstream product markets.
This relies on an ability to develop and maintain a product complexity that creates enough rents
for sharing to incentivize downstream distribution and retain trust in manufacturing’s long-term
competitiveness. If the manufacturer’s product offering over time takes on more a commodity-
like character, this could pose a challenge. This would put pressure on the market price and the
profits to effectively create a situation where the manufacturer is forced to share earnings below
rents to the distributor to maintain self-enforcing incentives. If the distributor does everything it
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is contractually committed to, but business still is not viable, there are only two options. To
avoid closure of the distribution business, which will restrict the manufacturer’s sale, the
manufacturer can integrate forward. Alternatively, the distributors can engage in additional
value-adding activities outside the terms of the contract, which potentially can create conflicts
when prioritizing efforts and attenuate new incentive conflicts. Managing these important value-
adding activities across both manufacturing and distribution is a model of cooperation, we will

discuss next.

4.4 Manufacturing and complex distribution

Inadequate downstream distribution has been one of the major reasons used to explain the
emergence of forward integration in the U.S., (Chandler, 1977) arguing that manufacturing has
the knowledge to codify product complexity for use in downstream distribution activities.
However, when the organizational technology no longer is purely long-linked but also
comprises mediating and intensive technologies in the distribution (Thompson, 1967) as
discussed above, the value chain challenge is different. Then the manufacturer’s product no
longer appears in (almost) finished form but requires additional value-adding activities from
distributors to be effective in use (Baines et al., 2007; Mathieu, 2001; Oliva and Kallenberg;
2003; Tukker, 2004). In essence, when long-linked, mediating, and intensive technologies are at
play, the distributors no longer just bridge the manufacturer’s products to the final users but
undertake an essential value-adding role. The distributors now combine the manufacturer’s
competences and resources with their own capabilities and idiosyncratic resources (Nooteboom,
2004; Teece, 2010; Thompson, 1967) to generate and form more competitive market offerings.
These are typically specific and tacit in nature, therefore difficult for the manufacturer to codify

in explicit contracts.

The role of distributors in bridging the manufacturer’s output to the end-users draws on
their own knowledge about intensive product markets that have now increased in complexity.
Although the product remains an integral part of the total offering, it requires additional specific
information and knowledge about local market conditions that rests with the distributors. This is
used to generate more appropriate tailored solutions that can meet the customers’ specific

demands for the product in its use. This is the case when additional resources and investments
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unknown to the manufacturer become mandatory to increase product attractiveness and
competitiveness in the final product market. Value-adding intangible investments can take many
different forms, like personal customer relations (Lightfoot, Baines and Smart, 2013) and an
entrepreneurial mindset (Woodruff, 2002) that characterize these so-called multi-tasking
environments (Holmstrom and Milgrom, 1991, 1994) where many activities are integrated at the
distributors’ discretion. This is often the case with durable products that require additional
services during its life-cycle or services that prompt recurring purchases (e.g., Baines et al.,
2007; Brickley and Dark, 1987; Brown and Neu, 2005; Oliva and Kallenberg, 2003). These
value-adding activities can extend the manufacturer’s product in parallel with other products

including features downstream entrepreneurs finds valuable (Thompson, 1967).

The multiple locations of specific knowledge, capabilities and resources will change the
interdependencies between manufacturing and downstream distribution. Even though
coordination, distribution of power, and authority might not be evenly distributed as with simple
selling and clear market break-even points, activities are now more reciprocal; this is because of
the mutual dependence on specific investments, capabilities, and incentives (Thompson, 1967).
Hence, the manufacturer and the distributors are required to resolve the entrepreneurial
challenge by coordinating independent value-adding activities through a form of relational
governance (Gereffi et al. 2005). This also means that responsibility for the use of specific
knowledge and resources located with distribution is critical to ensure the instrumental and
economic efficiencies (Thompson, 1967). If the distributors do not ensure inclusion of up-to-
date specific knowledge and resources, the value-adding of market-related activities will
eventually decrease. This will then turn the relationship into a simple- or directional distribution
setting. Therefore, incentive structures must be in place to ensure distributor investments and

engagement of specific knowledge and resources (Holmstrom and Tirole, 1991)

Complex distribution creates contractual challenges to align the interests between
manufacturing and distribution. Specifying tangible investments pose less of a challenge for the
manufacturer. However, maintaining aggregated competitiveness of a long-linked, mediating
and intensive technology (Thompson, 1967) is challenged by the potentially conflicting
interdependencies between manufacturing and distribution. Developing contracts for use of
intangible resources like entrepreneurial effort, specific, investments, and deployment of unique
downstream resources to satisfy the demand of final buyers is increasingly difficult. This
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ultimately leaves contracts incomplete with certain elements non-contractible, thus posing
several challenges to incentivize distribution (Grossman and Hart, 1986; Hart and Moore, 1990).
Therefore this creates an incentive problem between the distributors’ effort, investments, and
use of tacit knowledge and the related output effects that are difficult to observe and evaluate
objectively. The increasing plasticity of idiosyncratic resources (Alchian and Woodward, 1988)
will also expose the manufacturer to potential moral hazard costs. Hence, the manufacturer
needs to incentivize the distributors using contracts where distribution is the residual claimant of
profits (Lafontaine and Raynaud, 2000). These incentives are rooted in assets ownership and
entrepreneurial effort as the driver of investment for future returns (Brickley and Dark, 1987;
Grossman and Hart, 1986; Holmstrom and Tirole, 1991; Woodruff, 2002).

If the business model is no longer able to generate the necessary rents this can lead to a
dilution of the manufacturer’s authority and ability to prioritize the distributors’ investments and
efforts. The manufacturer is no longer able to exercise the same specific contractual control over
all investments and activities pursued by downstream partners. With both the manufacturer and
distributors’ being residual claimants from their own actions, there are potential conflicts of
interests in the prioritization of multiple activities (Simon, 1951; Williamson, 1975). It is the
pressure to serve respective equity interests that is the source of possible conflicts and incentive
misalignments (e.g., Holmstrom and Milgrom, 1991, 1994; Shepard, 1993; Slade, 1996). With
the reduced authority of the manufacturer, the downstream distributors might undertake actions
that are in their own interest, but not the manufacturer’s. This might derive from the
opportunism to break contractual terms, but also from changing conditions with opportunities

and threats that request the use of specific downstream information, resources, and capabilities.

The determinants of the three distribution types of directional, complex, and simple selling
are summarized in Table 2 below and outline different settings for the downstream governance

of long-linked value-chain technologies.
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Distribution types Complex
Directional o Simple selling -
o distribution
distribution . Spot market
. (Relational .
) o (Captive supply) transaction
Determinants of distribution type supply)
Complexity of distribution (final product market complexity - . .
o . High High Low
value chain interdependencies)
Manufacturer's competences and capability to codify the
complexity of transactions, engaging own resources and High Low High
capabilities
Distribution's idiosyncrasy of transactions, resources, . .
o y Y Low High High
capabilities, and knowledge
Distribution's engagement in its own entrepreneurial . .
gag P Low Medium High
challenge
Manufacturer's responsibility towards distribution's . .
o . p. Y High Medium Low
competitiveness in final product markets
Manufacturer's degree of coordination authority High Medium Low
Manufacturer's exposure to incentive misalignment from . .
. . o High Medium Low
sequential monopolies. (e.g., double marginalization)
Manufacturer's ability to monitor distribution's costs related ) .
Y Medium Low High
to moral hazard
Manufacturer's exposure to distribution's moral hazard Medium High Low
) ) . Residual
Contract type and incentive methodology Self-enforcing ] Markets
claimant

Table 2. Three characteristic typologies of the forward integrated value chain

The directional and complex distribution contexts of forward integrated supply chains

display important value-creating differences along the value chain (Figure 1) as distributors

interact with final users in the market for finished products (market 3). The liaison between

manufacturing and forward distribution partners introduce interdependence complexities linked

to mutually dependent transactions. This is where the codifiability of market information,

specificity of competences, and incentives to promote effort are very different. If the
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manufacturer, in a directional distribution setting, requires high investment in tangible assets
(the Y axis) and they contribute to the product value but only little to procedural activities (the X
axis), the slope will be steep but the length of activities short. Hence, complex distribution will
typically cross a steeper slope from the use of non-codified entrepreneurial activities and use of
idiosyncratic resources, but possibly also a longer stretch of activities before the product is sold.
The flatter the slope, i.e., the lower the value creation, and the shorter the stretch, i.e., the fewer
activities to integrate, the less problematic the governance challenges. The steeper the slope,
particularly if the value creation derives from distributed idiosyncratic plastic resources, and the
longer the stretch of activities, the higher is the difference in the resources and capabilities

contributed by two sequential firms.

5. DISCUSSION

The preceding analysis of forward integrated value chains has a particular focus on the
interdependencies between manufacturing and the downstream distribution activities. The role
assumed by the distribution is important to understand the economic rationales adopted by a
manufacturing firm when it decides to integrate forward and considers the governance

challenges the ensuing integration of activities will bring.

A marginal downstream extension of the value chain based on existing resources and
competences (Argyres, 1996; Barney, 1999; Demsetz, 1988) in simple selling markets is the
most basic form of forward integration. This market-based governance approach applies to
transparent market settings of less complex products with codifiable features; this can inform
effective price settlements in efficient market transactions. This marginal extension in product
complexity also preserves existing responsibilities and authority with financial incentives
attached to existing ownership structures. The entrepreneurial responsibility remains within
existing structures and competences, making the codification of information related to product
complexity relatively easy and costless (Gereffi et al., 2005, 2018). A marginal extension of the
value chain does not create increased exposures to market opportunism from lock-in to adjacent
firms since trade is conducted in open spot markets. The manufacturing and distribution firms

operate as independent profit optimizing entities in their respective industries. Here, costs and

81



incentives are effectively internalized through residual ownership to value-creating assets

without changes in organizational structures.

In long-linked value chains (Thompson, 1967) where distribution serves as a necessary
mediating instrument to bridge the manufactured products with downstream product markets,
various interdependencies between adjacent value chain activities emerge. The deployed
organizational technology must satisfy the demands for both instrumental and economic
efficiency (ibid) in upstream manufacturing as well as downstream distribution. However, the
coordinating responsibility and authority as well as the incentives to conduct activities are very

different depending on the role of distribution as a conduit to the final product market.

Under directional distribution, product complexity originates from resources, capabilities,
and entrepreneurial efforts that reside with the upstream manufacturing processes. The adjacent
distribution activities are linked to manufacturing that defines the asset specific tangible
investments needed to secure that the products are sold and distributed with only a limited need
to focus on intangible distribution investments. The economic base for this governance approach
are the rents created from the competitiveness of the manufacturer’s products and ability to
codify two things: the activities and investments. Both are needed to accommodate the
downstream distribution. The coordination of the long-linked mediating interdependencies
between manufacturing and distribution is managed through planning and standardization of
processes that are instigated through the manufacturer’s authority. In this way the technological
core of the manufacturing firm is sealed off from potential influences of fluctuations in the
product market, thereby ensuring operating efficiency in manufacturing.

To attract the necessary specific investments and efforts from the market bridging
distribution entities enforcing the coordinating authority of manufacturing there must be
sufficient incentives and rewards to motivate the distribution agents. This is done by
manufacturing sharing the rents in amounts that, at a minimum, are equal to the distributors’
external opportunity costs (Klein, 1995; Lafontaine and Raynaud, 2000). In short, the
manufacturer has sourced authority and coordination rights from the distributors to decide on
resource allocation and specific asset investments by sharing rents and that align their interests
(Simon, 1951; Williamson, 1975).
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However, as observed from the empirical research on forward integration, directional
distribution is not immune to transaction costs. These costs relate to incentive misalignment
from sequential monopolies. If the manufacturer holds some kind of brand recognition in the
final product market, the distributors can free-ride on the brand value to internalize profits and
externalize costs to the manufacturer and other distributors (Carves and Murphy, 1975). While
the required investments in specific tangible distribution assets (Klein et al., 1978; Klein, 1995;
Williamson, 1979, 1985) are relative easy to police, they can be subject to moral hazard if they
are plastic (Alchian and Woodward, 1988). However, the implied self-enforcing contracts
(Klein, 1995; Lafontaine and Raynaud, 2000) will lose their correcting effect if the distributors’
efforts cannot be related (directly) to output, or the relationship is difficult to verify. Therefore
the manufacturer might share quasi rents by paying a provision without necessarily receiving a

return from the distributors’ effort.

This situation has been a main driver of forward integration, because it improves the ability
to measure the effort provided by the distribution (e.g., Anderson and Schmittlein, 1984;
Brickley and Dark, 1987; Kosova et al., 2013; Woodruff, 2002). The double marginalization
problem (Eccles, 1985; Riordan, 2008) can be exacerbated by information asymmetry that may
cause the manufacturer to share more quasi rents with distribution than is necessary thereby
diluting the profits of the upstream manufacturing. In this context it is worth noting that
empirical studies find that the need to incentivize upstream (manufacturing) effort leads to more
forward integration (e.g., Lafontaine, 1993; Lafontaine and Shaw, 2005; Nickerson and
Silverman, 2003; Scott, 1995).

The complex distribution setting presents diverse challenges. The competitiveness of this
long-linked, mediating, and intensive technology (Thompson, 1967) depends on both
manufacturing and distribution contributing to the product complexity in final product markets.
The role of distribution bridging the manufactured outputs into the final goods and services
required by the end-users is more complex. The distribution must engage own value-adding
resources and capabilities that are specific to the distribution activities. This includes specific
market knowledge that often is tacit in nature and embedded in idiosyncratic customer
relationships that can ensure end-user satisfaction and loyalty for future business engagements
(Brickley and Dark, 1987; Kosova et al., 2013; Lafontaine and Slade, 2007). This makes the

interdependencies and incentives between manufacturing and distribution very different
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compared to the conditions under directional distribution. This more symmetric location of
needed resources and capabilities with reciprocal interdependencies requires a governance
approach, where responsibilities and authority are distributed more evenly between the value
chain activities (Aghion and Tirole, 1997; Eccles; 1985; Galbraith, 1983; Thompson, 1967).

This has important implication in several ways. With the distribution using its own
idiosyncratic resources and capabilities to accomplish entrepreneurial value-adding activities
towards final customers, importance increases due to the reciprocal interdependencies
(Thompson, 1967). The knowledge generated by downstream distributors serves as important
coordination input to the upstream manufacturer as the means to improve the intermediary
product, based on mutual adaptation between manufacturer and distributors (ibid). Furthermore,
high plasticity (Alchian and Woodward, 1988) of distributor specific assets and resources makes
the codification of the distributors’ efforts to the final product complexity virtually impossible.
The plasticity of specific assets combined with asymmetric knowledge makes measures of the
distributors’ input very imprecise and costly to generate (Alchian and Demsetz, 1972). Hence, it
is clear that possible transaction costs related to the distributors’ behavior are higher compared
to the situation under directional distribution, where improved metering of effort is the answer.
Therefore segregated ownership of assets where each party remains the residual claimant to their
own unobservable inputs like behavior and entrepreneurial effort is the proposed answer to deal
with this situation consistent with findings in empirical studies (Brickley and Dark, 1987,
Kalnins and Lafontaine, 2013; Kosova et al., 2013; Lafontaine and Slade, 2007; Woodruff,
2002).

This discussion relates mostly to moral hazard issues, where the prioritization of
entrepreneurial effort and behavior are necessary precursors to future profits. The inability to
observe entrepreneurial effort and multitasking in downstream distribution is not necessarily a
cover for potential moral hazard costs (Shepard, 1993; Slade, 1996), but may reflect a necessary
prioritization of effort to generate future cash flows from specific assets ownership (Baker and
Hubbard, 2004; Brickley and Dark, 1987; Woodruff, 2002). The ability to profit as a residual
claimant to assets ownership incentivizes and rewards these otherwise non-contractible and
unobservable efforts (Grossman and Hart, 1986; Holmstrom and Tirole, 1991). Firms that
choose to integrate forward in a complex distribution setting may incentivize unobservable

effort using aggregated indicators related to asset value from business unit performance
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(Chandler, 1977; Holmstrom and Tirole, 1991; Lazear and Gibbs, 2014; Oxley and Pandher,
2016; Silverman and Ingram, 2017) when no direct observable indicators are available. This
presents a governance dilemma. While incentivizing unobservable entrepreneurial effort related
to the performance of distribution will enforce the prioritization of own asset value, it also

removes the coordination advantage from integrated ownership.

Looking at complex distribution from Holmstrém and Milgrom’s (1994) view of the firm as
an incentive instrument reveals some interesting insights related to the boundary conflicts
discussed above. By providing the integrated distributors with job security to attain control over
the integrated distribution (Coase, 1937; Simon, 1951; Williamson, 1975), the responsibility and
authority to direct distribution effort is placed squarely with the manufacturer. The challenge
here is that manufacturing does not have the necessary knowledge about the product complexity
or the capabilities to codify this. So, while common asset ownership can remove opportunistic
appropriation of quasi rents (Klein et al., 1978; Williamson, 1979, 1985), it also mutes the
incentives to integrate the distributors’ unobservable personal effort when they are not residual
claimants (Grossman and Hart, 1986; Holmstrom and Tirole, 1991; Kosova et al., 2013;
Silverman and Ingram, 2017; Woodruff, 2002). This is particular relevant under complex
distribution where idiosyncratic resources and competences needs to be incentivized. A similar
issue arises when the direct indicators of multitasking efforts are imprecise (Alchian and
Demsetz, 1972; Holmstrom and Milgrom 1991). Under directional distribution, the specific
asset investments are defined by the manufacturer. Under complex distribution, the distributors
use their own idiosyncratic knowledge to decide on investments in specialized assets and
resources. For a manufacturer that chooses to integrate forward, this makes job design more
problematic because the downstream competitiveness is embedded in idiosyncratic resources
that are unknown to the manufacturer. A job design that removes the distributors’ prioritization
of idiosyncratic resources requires that it overall would be more profitable to prioritize the
manufacturer’s assets as under directional distribution; or, the common incentives from specific
assets along the long-linked value chain can be somehow aligned. These issues illustrate the
conflicts in practice between different theories and their prescriptions about the governance of

forward integration.

Another aspect of directional and complex distribution is whether these governance

approaches are static or evolve as a function of a changing market context. Some manufacturing
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firms have a product where the complexity in the final product markets are so valuable that it is
insensitive to minor developments in product complexity in the distribution industry. Yet, other
manufacturing firms may be faced with increasingly complex and dynamic market contexts for
their final products that they are gradually forced to consider a new governance approach more
that is appropriate to deal with complex distribution. Major changes in the market of final users
may increase product complexity over time, and disruptive competitive innovations in
distribution may cause dramatic changes on demand conditions that require a shift from
directional to complex distribution. For a path dependent manufacturing firm operating a
directional distribution the requirement to innovate in downstream advanced value, adding
activities exploring for new resources and capabilities can pose severe challenges (Galbraith,
1983, Nooteboom, 2004; Teece, 2010; Teece, Pisano and Schuen, 1997). Accordingly, empirical
studies (Benedettini, Neely and Swink, 2015; Gebauer, Fleisch and Friedli, 2005; Neely, 2008;
Visnjic, Weingarten and Neely, 2016) find that manufacturing firms often struggle with the
transformation from being driven by the manufactured product into profiting from downstream

complex value adding activities.

6. CONCLUSION

This article has studied the literature on value chains with a focus on different industry roles and
the links between adjacent industries. The analysis identified three forward integration types of
spot market transactions, directional distribution, and complex distribution. The theoretical
reasoning around these distribution types considers the complexity of manufactured products
and the role of downstream adjacent distribution firms in increasingly complex contexts. The
assessment of downstream value adding activities in long-linked directional and complex
distribution contexts considers the interdependencies between manufacturing and distribution
and the economic rationales arguing for forward integration and post-integration governance.
The distribution of responsibility and authority between manufacturing and distribution has
implications for the use of valuable idiosyncratic resources and capabilities along the value
chain and hence the generation of corporate profits.

The choice of economic rationales to guide an integrated manufacturing firm on post-

integration governance is not straightforward, since the use of idiosyncratic resources and

86



competences in the downstream distribution industries can vary greatly. In addition, the
economic literature on firm boundaries provides conflicting perspectives on the financial
rationales for forward integration. The directional distribution context is often applied in
forward integration analysis to improve internal monitoring that can in turn reduce incentive
misalignment and moral hazard costs. In contrast, the complex distribution context points to
segregated asset ownership that provides incentives for entrepreneurial activities as residual
claimants to own difficult to monitor efforts. Forward integration into complex distribution
represents the highest possibility to create strategic advantages from product differentiation and
improved customer relationships. However, the mutually interdependent long-linked activities
also create the highest risk of failure due to the potential of moral hazards and distorted

incentives inside the integrated value chain.

Future research and limitations

The managerial challenge of complex distribution where economic boundary theories advocate
segregated asset ownership, and the difficulty of forward integrated manufacturing firms to turn
this endeavor into profits, pinpoint the difficulties associated with ex post integration (Zhang
and Banerji, 2017). The governance approaches discussed relate to delegation of authority and
the incentives provided to manage the long-liked interdependencies between sequential business
activities. This occurs when the corrective power of markets and segregated ownership of assets
is muted. This inquiry into the underlying economic rationales arguing for forward integration
identify potential theoretical contradictions and show the complexity of determining the proper
governance approach, as demonstrated by the mixed performance of integrated manufacturing
firms. Hence, there is a need to gain deeper insights into the decision processes adopted by
contemporary manufacturing firms that engage in forward integration and better understand how
different governance approaches are adopted with diverse performance outcomes. Conducting
detailed case studies of representative firms seem to be a promising avenue to provide a better
understanding on how firms govern interdependent value chain activities, along with the
reasoning adopted to explain why certain approaches and structures are adopted (Yin, 2018). For
this purpose, we modestly suggest that the identified directional and complex distribution
contexts can serve as useful typologies to frame both single and comparative case study

approaches.
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It has not been the aim of this article to claim that one distribution type is superior to
another. The goal has rather been to bring attention to the complexity of guiding different
distribution types that cater to different, and sometimes conflicting rationales for forward
integration. But that nonetheless have real performance implications for contemporary
manufacturing firms. If the integrated manufacturing firms are misaligned with the demands of
the final users of their products and fail to implement a governance structure that properly
engages the valuable contributions from distribution, it can have severe consequences for the
profitability and viability of those companies.
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ABSTRACT

Forward integration into sales and distribution is a commonly observed strategy across
manufacturing industries to improve coordination, product differentiation, and customer
relationships. However, manufacturing firms contemplating forward integration are often
faced with different economic integration rationales addressing both contractual and non-
contractual considerations that reach contradictory verdicts. We consider the impact of
these theoretical rationales for forward integration and analyze the implication for
governance of the integrated firm under two different distribution typologies. Directional
distribution applies to relatively stable market conditions where the manufactured core
product is central, whereas complex distribution refers to dynamic market contexts of
high product complexity that require a more interactive governance structure.
Manufacturing firms that fail to align governance to the requirement of the distribution
typology can fall into a commaodification trap with deteriorating competitiveness. In
contrast, firms that integrate the forward business activities effectively to deliver
complete product market offerings can use this to create sustained competitive
advantage. Hence, effective structural arrangements in the integrated firm should
accommodate the different interdependencies between manufacturing and distribution.
We suggest the distribution typologies and their theoretical foundations can be useful in
future empirical studies to uncover successful governance approaches to manufacturing’s

forward integration into complex distribution and services.

Key words: Corporate strategy, distribution, forward integration, governance, incentives,

interdependency, organization structure, transfer pricing, vertical integration.
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INTRODUCTION

For national output, the tertiary service sector is taking increasing importance in industrialized
countries where its share in relation to manufacturing has grown steadily since the 1960s (Bell,
1973; EU Commission, 2017; Davies, 2004; Gebauer et al., 2012; Stanback, 1979; Triplett and
Bosworth, 2004). For traditional manufacturing firms that are facing growing competitions e.g.,
low-cost globally distributed manufactures (Wu et al., 2005), the advice is often to integrate
forward into more value adding and profit promising services (e.g., Gadiesh and Gilbert, 1998;
Davies, 2004; Rungi and Del Prete, 2018; Wise and Baumgartner, 1999). However, forward
integration often fails to yield the anticipated profits which is commonly referred to as the
“servitization paradox,” (Benedettini et al., 2015; Gebauer et al., 2005; Neely, 2008; Suarez et
al., 2013; Visnjic et al., 2016). As part of the solution to this paradox, various organizational
structures are proposed to increase organizational customer focus, culture, and performance
measurement (e.g., Bustinza et al., 2015; Gebauer et al., 2005; Gebauer et al., 2008; Oliva and
Kallenberg, 2003. But when the manufactured product remains an integral part of downstream
activities (Gebauer et al., 2010; Neu and Brown, 2005), this creates long-linked
interdependencies where coordination between the upstream manufacturing and downstream
distribution, and its service activities is needed (Thompson, 1967). This paper seeks to
disentangle some of the governance challenges that long-linked manufacturing firms face after

integrating forward.

Vertical integration has long been a companion to corporate strategy development (e.g.,
Balakrishnan and Wernerfeldt, 1986; D'Aveni and llinitch, 1992; Harrigan, 1984, 1985, 1986)
where forward expansion from manufacturing to distribution and sales related services has
special significance (e.g., Lightfoot et al., 2013; Cadeaux and Ng, 2012; Shervani et al., 2007;
Teece, 2010). Advantages from forward integration towards distribution and services are many,
including stable revenues and profits (Wise and Baumgartner, 1999; Raddats and Easingwood,
2010), diversified business activities (Gebauer et al., 2011; Story et al., 2017), and enhanced
competitive advantages (Baines et al., 2009; Bustinza et al., 2015). They also include traditional
boundary economics like lower transaction costs and improved monitoring relating to agents’
moral hazard (e.g., Anderson and Schmittlein, 1984; Brickley and Dark, 1987; Klein, 1988;
Lafontaine and Slade, 2007; Nickerson and Silverman, 2003; Shepard, 1993). On the other
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hand, in complex business contexts where the value proposition to the final customers is less
tangible (e.g., Baines et al, 2007; Mathieu, 2001; Oliva and Kallenberg, 2003; Tukker, 2004),
depends on entrepreneurial engagement, and unique downstream resources and capabilities
(Lightfoot et al., 2013; Neu and Brown, 2005; Nooteboom, 2004; Teece, 2010), the ability to
accurately meter agents activities is severely challenged. Here, the theoretical considerations
propose contracts that reward the residual claimants and thereby advocate segregated ownership
of assets, i.e., the opposite of forward integration (e.g., Brickley and Dark, 1987; Baker and
Hubbard, 2004; Grossman and Hart, 1986; Kosové et al., 2013; Lafonatine and Slade, 2007;
Woodruff, 2002).

Despite these equivocal prescriptions from theory, we continue to observe that contemporary
manufacturing value-chains continue to integrate both upstream and downstream (Del Prete and
Rungi, 2019). Just as the supply of manufacturing firms differ in complexity (Gereffi, et al.,
2005; Gibbon et al., 2007) so does the complexity of downstream tasks (Baines et al., 2007;
Mathieu, 2001, Tukker, 2004,) and therefore interdependency in relation to the manufacturing
firm (Bering, 2020; Neu and Brown, 2005). Therefore, governing forward integration based on
conventional theory aimed to reduce moral hazard can have devastating results if the complexity
of downstream entrepreneurial resources and capabilities are important. The reality is that can
observe firms with integrated distribution displaying both good and bad governance approaches
and we can learn from this. The successful firms govern to improve the value proposition of the
final buyers that increase customer satisfaction and loyalty to gain a competitive advantage
(Bustinza et al., 2015). We see this in European manufacturing. The heavy-truck and bus
industry is an example where needs for transportation in, e.g., agriculture, construction, retail,
and public sectors drive the demand. Here some companies clearly outperform others over
extended periods of time, creating superior sales growth and higher profits. To achieve this
successful governance of forward integration, the internalization of activities must be more

efficient and effective than contractual market transactions.

This leaves managers working in real business scenarios with different and very concrete
challenges that fail to comply with the proposed stringency of different economic integration
rationales proposed by academia looking at firm boundaries. Managers do not have the luxury of
basing integrating on a proximate theoretical approach. They need to “govern” the actual

situation and make decisions despite the often conflicting rationales provided by different
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academic strands. For practitioners and academics alike, this situation poses a problem that is
difficult to handle and poorly understood, thus highlighting a serious gap between theory and
practice where large corporations operate without meaningful governance prescriptions. This is
the conundrum that the article attempts to address by delving into the governance challenges and
tradeoffs manufacturing firms face when complex downstream markets are internalized through

forward integration.

To advance this field of study, this article analyzes the governance of long-linked
interdependencies between manufacturing and distribution following the decision to integrate
downstream business activities closer to the final market. In doing so, it considers the role of
distribution as a bridge between the manufacturer’s output and the specific customer needs in
the downstream product markets (Bering, 2020). While traditional firm boundary theory
approaches to analyze forward integration often assumes away the presented conundrum, other
management fields have observed related issues linked to the concept of servitization.
Servitization looks on services as a way to extend traditional product offerings and therefore
adds to the discussion of forward integration into distribution services (e.g. Baines et al., 2011;
Benedettini et al., 2015; Story et al., 2017; Visnijc et al., 2014; Woodruff, 2002). Here internal
structures and the application of organizational capabilities are imperative for the performance
effects of forward integration. This article provides important analytical insights to better
understand the role of entrepreneurial effort and supportive governance structures with balanced

authority and incentives along the integrated value-chain.

The remainder of the paper is structured as follows. The next section describes how value-chains
use contracts and markets to govern the roles undertaken by distribution as a bridge between
manufacturing and end-users in the final product markets. Subsequently, the implied governance
mechanisms for forward integration are assessed in the context of directional and complex
distribution types that represent alternative market conditions. Finally, the major analytical
insights are summarized and implications for governance practice outlined with

recommendations for future research on forward integration as a viable corporate strategy.
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1. THE ROLE OF THE DISTRIBUTION IN LONG-LINKED MANUFACTURING.

We have often praised markets for effective distribution of knowledge, incentives, and
determining prices (Hayek, 1945), which makes simple spot market transactions particularly
relevant to exchange standardized undifferentiated products. However, we also observe that
many products and semi-produce supplied from manufacturers are not exchanged as simple spot
transactions in the next adjacent product market, but are produced for specific use in particular
downstream applications that need the involvement of specialized distributors. The
manufacturer’s ability to generate tangible product innovations may require complementary
market insights and services to both capture and deliver the proper value proposition to the end-
users (e.g., Teece, 1986). This shift from a singular focus on the product quality to incorporate
other value adding market-oriented services (e.g., Baines and Lightfoot, 2014; Mathieu, 2001,
Teece, 2010; Tukker, 2004; Visnjic and Van Looy, 2013) changes the interdependencies
between the distribution activities and manufacturing. The distribution function now serves as
an indispensable part of the value chain that undertakes coordinated tasks like innovating
specialized marketing services (Baines and Lightfoot; 2014; Neely, 2008).

Accordingly, we can identify different forward distribution typologies that reflect different
levels of interdependency and tasks in relation to the complexity of the manufactured product.
These activities range from standard products sold in spot markets, to complex distribution
where highly differentiated products are developed to satisfy specific needs and build tighter
relationships among end-users. To understand the different roles that distributors undertake in
relation to manufacturing, the following analysis of the implied long-linked interdependencies
adopts two distribution types assigned to the bridging role between manufacturing and the needs
in the downstream product markets (Bering, 2020). The analysis does not include simple spot
market types as they do not entail any sequential, pooled, or reciprocal interdependencies along
the value chain (Thompson, 1967). Studies of lead firms with important vertical commercial
links along the global value chains (e.g., Gereffi et al., 2005, 2018; Gibbon et al., 2008)
highlight different characteristics and roles of the supplying firms. The same characteristics are
found among downstream distributers in their relation to manufacturing, where contracts seek to
manage with consideration for different competences, resources, and incentives (Klein, 1995;
Lafontaine and Raynaud, 2000).
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The characteristics of the distributers’ as they bridge into the final product markets depend
on the complexity of these product markets, the ability to codify information related to final
product complexity as well as the resources, and capabilities required to perform the distribution
tasks. Product complexity relates to the specificity of product and service features, quality
dimensions, in addition to the related manufacturing processes, handling of warranties, etc.
Product complexity is proportionate with the degree to which the manufactured output requires
additional tangible and intangible modifications, and later customer interactions like services to
compete successfully in the downstream product markets for end-users. High product
complexity also implies a dependency on the ability to codify and transmit information about
these conditions effectively between sequential activities along the value chain (Gereffi et al.,
2005, 2018).

Other authors (e.g. Baines and Lightfoot, 2013; Bustinza et al., 2015) identify three broad
categories of additional services. The “base” level services make provisions for related
equipment and spare parts. The “intermediate” level services provide additional inputs like help
desks, training, maintenance, repair, and overhauls. The “advanced” level of services comprises
of different outcome-based customer support agreements. We agree with this description of
services, but adopt a primary focus on the configuration of the manufactured product the
complexity of its value proposition and specification in the final market, in addition to the
perceived importance of intangible product features for the end-users. This determines the extent
to which the resources, capabilities, and competencies embedded in the distribution function are
sufficient to undertake the sales and service transactions required. It also determines to what
extent these are known by manufacturing. It also highlights the difficulty to incorporate these
conditions in contractual sales agreements that specify the resource deployment and

entrepreneurial effort required in distribution.

This provides the basis to distinguish between two different typologies referred to as
directional and complex distribution respectively (Bering, 2020). Directional distribution refers
to situations where manufacturing depends on the distribution’s activities supporting its tangible
products to reach the final markets. Complex distribution refers to situations where the
manufactured products require specific value-adding features and services to fulfill the demands

of end-users in the final market. In the following, we discuss forward distribution as a long-
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linked relationship between manufacturing and distribution as a bridge to the final product

market, along with its specific customer requirements.

1.1 Directional distribution

In directional distribution, the value carrying entity is essentially the product quality and
associated brand developed in manufacturing to serve the end-users in the downstream product
markets. This means that the specific activities and investments required in the distribution to
reach the final product markets must cater to the codified asset specificity embedded in the
manufactured products. It also means that the product complexity derived from idiosyncratic
resources — like entrepreneurial effort and non-specified value adding activities inside the
distribution — remains low (Baines et al., 2007; Mathieu, 2001; Tukker, 2004). In other words,
manufacturing applies its own resources, competencies, and capabilities (Nooteboom, 2004;
Teece, 2010) to satisfy the sequential interdependencies between the general product
attractiveness and the customer needs in the downstream product markets (Thompson, 1967).
This reduces the need for distributors to innovate and contribute with their own value adding
activities to develop the product complexity required in the final markets. Manufacturing is
responsible for developing the long-linked technology that is instrumentally and economically
effective (Thompson, 1967), including the product complexity and services (Baines and
Lightfoot, 2013) added by the distribution. The value-adding product features and additional
services have a high degree of standardization. The product complexity must still create
sufficient attractiveness among the final end-users to generate revenues that satisfy the corporate

profit requirements.

With the manufactured product essentially being the corporate value-carrying object, this
influences the different roles, responsibilities, and interdependencies between manufacturing
and distribution. When the service activities of the distribution act as value adding product
features to maintain end-user demand the setup creates both sequential and pooled
interdependencies that must be aligned (Thompson, 1967). Manufacturing will use planning and
standardization (ibid) based on codified information to direct and monitor both activities and
investments in distribution. Conversely, distribution is forced to make investments that are
geared to match the market needs when selling manufactured products are based on a high
degree of asset specificity (Williamson, 1985). To incentivize these specific value-creating
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investments, the distribution function should earn profits that exceed the opportunity cost of

foregone external investments often referred to as “quasi-rents” (Klein, Crawford and Alchian,

1978).

The allocation of asset specific quasi-rents from investment in interdependencies between
manufacturing and distribution is settled contractually between the entities; unfortunately they
are thereby exposed to opportunism and related transaction costs (Arrow, 1969; Williamson,
1971, 1979, 1985). Under directional distribution, these costs may relate to the distributors not
making required investments or shirking on effort, but also the manufacturer reducing
provisions made available for sunk asset specific investments made by the distributors.
Therefore, the contracts must ensure that attempts by the distributors to free-ride are effectively
internalized (Lazear and Gibbs, 2014) since these costs reduce the profits of manufacturing. This
depends on the ability to establish reliable, accurate, and low cost indicators of distributors’
effort to secure the manufacturing profits (Anderson and Schmittlein, 1984; Lafontaine and
Raynaud, 2000; Lazear and Gibbs, 2014). When accurate indicators of distribution performance
are unavailable, other types of contracts seek to hedge against these downstream imperfections.
This includes self-enforcing arrangements where the distributor may lose access to the rent
sharing if efforts and investments fail to accrue in accordance with the contractual stipulations
(Klein, 1995; Lafontaine and Raynaud, 2000).

The fundamental challenge of long-linked directional distribution is essentially that the
competitiveness of the business model and the responsibility for distribution activities all rest
with the manufacturer. The ultimate issue here is the upstream manufacturer’s challenge to
secure access to the downstream end-users in the final product markets. This hinges on the
ability to develop and maintain a quality product that can create sufficient rents to be shared
both now and in the future, thereby incentivizing the distribution activities. One challenge here
could be if the manufacturer’s product offering over time takes on the character of a commodity
that will put pressure on prices and profits. This creates a situation where the manufacturer, to
maintain contractual self-enforcement for the distribution, is forced to share earnings in excess
of the distribution opportunity costs while internalizing the missed ability to generate quasi-
rents. If the distributor does everything that is contractually required, but sales in the product-
market are not economically viable, the downstream distributor is left with two options. Either

the distributor must close business, which will restrict the manufacturer’s sales, or engage in
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additional value-adding activities outside the terms of the contract, which creates the basis for
conflicting priorities of effort. The conditions around such value-adding activities among

manufacturing and distribution as a model of cooperation are discussed in the next section.

1.2 Complex distribution

When the manufactured products no longer appear in their finished or almost finished forms, but
require additional downstream value adding activities and features to suit the needs of the end-
users in the final markets, this present entirely different challenges (Lightfoot et al, 2013). The
distributors now generate additional value by applying their own specific resources,
competence, and capabilities (Neu and Brown, 2005; Nooteboom, 2004; Teece, 2010) to cater to
product markets they know. In this mediating and intensive technology (Thompson, 1967), the
distributors assume a role in the value-chain where they no longer just bridge the manufacturer’s

products to the final users, but undertake an important interdependent value-adding role.

This presents new challenges to both the manufacturer and distributors. Although the
manufacturer’s product remains an integral part of the product complexity and total offering, the
mediating distribution technology requires specific knowledge about market conditions, and
customer needs embedded in the tacit skills of the distributors. These requirements are often
unknown to the manufacturer, but are necessary to preserve and enhance the attractiveness of
the product offering in the downstream markets for final users. Value-adding investment
activities can take many intangible forms like personal customer relations and entrepreneurial
mindsets that cater to customer needs (Baines et al., 2007; Mathieu, 2001; Tukker, 2004). This
is often observed around durable products that require additional services during their extended
life-cycle — in the form of services that prompt recurring business interaction and purchases
from satisfied customer relationships (Baines, 2015; Brickley and Dark, 1987; Kosova et. al.,
2013). These kinds of value-adding activities can extend well beyond the manufacturer’s core
product, running in parallel with many other products and service activities that the downstream

entrepreneur finds valuable to the end-users.

This dual location of specific product information and market knowledge changes the
interdependencies between the manufacturer and the adjacent downstream distribution activities

significantly. The manufacturer and distributors are now, to a higher extent, solving the
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entrepreneurial challenge by performing and governing both independent and dependent value-
adding activities supplied throughout the entire value-chain (Gereffi et al., 2005, 2018).
Although authority might not be evenly distributed, the interdependencies are more reciprocal
between manufacturing and distribution due to the mutual dependence on resources, capabilities,
and proper incentives (Thompson, 1967). The ability to use specific product information and
market knowledge residing in the distribution function is now critical to create an economically
efficient instrumental technology. The coordination of interdependencies between
manufacturing and distribution along the value chain is based on mutual adaptation of sequential

and parallel interactive activities (ibid).

Complex distribution creates different contractual challenges between manufacturing and
distribution. The ability to specify tangible investments related to product complexity poses less
of a challenge for the manufacturer, whereas the often unobservable value adding actions
undertaken by downstream partners presents different contractual challenges. Often this tacit
market-related knowledge, idiosyncratic competences, and specific resources are difficult — if
not impossible — to incorporate explicitly in contracts as argued by property right theorists
(Grossman and Hart, 1986; Hart and Moore, 1990). For the manufacturer, the process of
drafting contracts now becomes increasingly difficult. This relates to the challenge of describing
the product complexity with intangible distribution add-ons like needed entrepreneurial
activities, downstream investments, and resources required to secure demand from final users. It
also relates to how these intangible relations are measured and incentivized contractually when
the technology link between inputs and outputs is not as clear-cut as in the case of directional
distribution. This potentially creates additional costs from market transactions and asymmetric
information (Williamson, 1971). The mutually specific investments are exposed to hold-ups and
opportunistic haggling between entities to appropriate quasi-rents (Williamson, 1985) as well as
moral hazards related to expected effort (Alchian and Woodward, 1988).

This ultimately leaves certain elements non-contractible and therefore contracts incomplete,
thus exposing investments and incentives to transaction costs related to both opportunism (Klein
et al., 1978; Williamson, 1979) and moral hazard issues (Anderson and Schmittlein, 1984;
Brickley and Dark, 1987). This relates to the distributors’ contribution of effort, time, intangible
investment, and use of tacit knowledge — as well as their share of revenues and profits — that are
difficult to meter, and as a result, provide inaccurate indicators to the manufacturer. Therefore
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incentive structures must be in place to ensure that the distributors invest and engage their
specific resources and capabilities as residual claimant to their own assets and entrepreneurial
activities generating future returns (Brickley and Dark, 1987; Grossman and Hart, 1986;
Holmstrom and Tirole, 1991; Lafontaine and Raynaud, 2000; Woodruff, 2002).

This increasing responsibility of distribution also affects the manufacturer’s authority and
ability to prioritize investments and commitment of effort in distribution. The manufacturer is
no longer able to exercise the same contractually based controls over investments made by
downstream partners. With both manufacturing and distribution being residual claimants on
their own actions, it potentially creates conflicts of interests in the prioritization between
independent and (mutually) dependent activities (Simon, 1951; Williamson, 1975). Hence, the
interest to serve own asset investment and optimize equity returns may create conflicting
interests and incentives (e.g., Holmstrom and Milgrom, 1994; Shepard, 1993; Slade, 1996).
With manufacturing’s reduced authority, downstream distributors might take actions to serve
their own interest without considering the effects on the manufacturer. This might not
necessarily derive from opportunism or breaking of contractual terms, but may simply be caused
by the inadvertent use of specific downstream information and end-user market knowledge. For
further illustration please revert to Table 2 (chapter 2).

1.3 Forward integration

The presentation of the distribution typologies should clearly convey that the decision for a
manufacturing firm to acquire and/or integrate distribution activities can present very
demanding challenges. These are determined by the interdependencies between activities along
the value-chain. The investments in resources and assets needed in manufacturing and
distribution to secure the sales of products in the markets for end-users can range from simple
physical locations to sophisticated combinations of high-level intangible inputs. For
manufacturing firms to engage in forward integration into distribution, they need to consider the
distributional differences and base the decision on sound arguments with plausible economic

rationales that can balance the advantages against potential governance challenges and costs.

Different theories provide different economic rationales for integration, where some focus

on economizing transaction costs and others focus on the efficiency of linked organizational
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activities. When adjacent downstream distribution activities are known or represent a high
degree of familiarity to the manufacturing, they can be managed using existing internal
resources and capabilities. This is also the case even when product and process complexity is
high as long as the activities can be codified, recorded, and monitored (e.g., Argyres, 1996;
Barney, 1999; Connor and Prahalad, 1996; Demsetz, 1988).

When the resources and competences applied in directional distribution are known or
similar to those possessed and applied in manufacturing, the governance of this type of forward
integration should pose less of a problem with respect to the economic efficiency substituting
markets with self-enforcing contracts. This is also the case when the integration provides more
efficient monitoring of moral hazard issues related to distributor efforts (Anderson and
Schmittelin, 1984; Anderson, 1985; Brickley and Dark, 1987; Slade, 1996). However, when
manufacturing’s knowledge of the downstream market conditions and customer needs are
limited, it raises concerns about the codification of product, process complexities, and the ability
to internalize incentives in contractual arrangements. Therefore, the implied interdependencies
along the value chain must be handled in a different governance structure that goes beyond
dealing with moral hazard issues (Brickley and Dark, 1978; Lafontaine and Shaw, 2005;
Woodruff, 2002).

This highlights a problem: containing moral hazard issues when asset specificity (Klein et
al., 1978; Williamson, 1979) and interdependencies (Thompson, 1967) make it increasingly
difficult to measure and meter activities. The unique interrelationships between specific assets
that are capable of earning quasi-rents (Klein et a., 1978; Williamson, 1979) but might also be
vulnerable to hold-up and moral hazard costs. This depends on the ability to detect hold up and
moral hazard exposures. Alchian and Woodward (1988) argue that the exposure to moral hazard
depends on the “plasticity” of assets indicating the range of their discretionary use. If the use of
an asset is easy to meter, it is exposed to hold-up, but not to moral hazard. In contrast, if the use
of an asset is difficult to meter and therefore is highly plastic, it is vulnerable to both hold up
and moral hazard (ibid). Hence, if monitoring and metering is difficult, it means that an
opportunistic downstream distributor can appropriate quasi-rents without being detected when
asset specificity covers for potential moral hazard costs like free-riding. It also means that the
plastic assets can create sustained competitive advantage (Peteraf and Barney, 2003) when they
are used to differentiate the downstream product offerings (Harrigan, 1986; Lightfoot et al.,
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2013). Empirical studies (Lafontaine and Slade, 2007) suggest that forward integration, the
influence of residual claimant incentives, and moral hazard depends on both the structure of
asset specificity and the type of downstream distribution the firm pursues — such as directional
or complex distribution. For manufacturing firms that contemplate forward integration, the
adopted distribution type, and the way intangible resources interact with asset specific
investments along the value chain, constitute sources of value creation as well as moral hazard

costs that must be considered in the governance structure. We will now turn to this subject.

2. FORWARD INTEGRATION AND GOVERNANCE CHALLENGES

While the discussion of distribution types above highlights the role of downstream activities, it
also has implications for the way the manufacturing set up of forward integration structure to
capture opportunities and mitigate the costs related to interrelated transactions along the value-
chain. The implied trade-offs (see Table 2, chapter 2) are not easy to uncover and managing
them is equally challenging. As Williamson (1998) notes, there is a basic interplay between
costs from market transactions and marginal profitability that must be taken into account when
firms expanding its boundaries. Rather than considering a choice between generic governance
structures, the question to be asked is whether different pre-existing strength and weaknesses are

set up to organize activities internally that can support future business activities.

When firm vertical integration no longer is mundane (Williamson, 1985), but involves resources
and capabilities outside the existing (Argyres, 1996; Barney, 1993, 1999; Demsetz, 1988) this
affects firms’ competitiveness (D’aveni and Ravenscraft, 1994; Harrigan, 1986; Neu and
Brown, 2004 Suarez et al., 2013; Visnjic et al., 2016). When a manufacturing firm acquires
downstream distributors or attempts to develop distribution in-house, the external market
transactions and incentives are suppressed so interactions along the forward integrated value-
chain must be governed in order for the product combinations remain competitive in the market.
In sum, it affects the combinatory capabilities to exploit existing resources or explore and
reconfigure for innovation (March, 1991; Nooteboom, 2004) and organizational dynamics like
the center of gravity along the along the integrated value chain (Galbraith, 1983; Ilinitch and
Zeithaml, 1995). A manufacturing firm with an established technical rationality (Thompson,

1967) therefore needs to know what capabilities and resources exist in the acquired downstream
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business activities and how valuable new, and closer to final product markets they are to the
competitiveness of the final product (Teece, 1982). This also means that firms needs to address

important topics like delegation of responsibility and authority of the integrated resources.

Forward integration is also different from backward integration in the aspect of final revenue
consolidation and the allocation of final profits. While forward integration brings along
increasing possibilities to monitor performance and thereby increase efficiency (Anderson and
Schmittlein, 1984; Kosova et al., 2013) it at the same time must not ignore the potential conflict
between needed incentives and moral hazard of integrated resources embedded in new firm
structures (Brickley and Dark, 1987; Lafontaine and Dark, 2007). To end this, we do observe
manufacturing enterprises that are able to capture the benefits of forward integration while
minimizing the costs of adhering to this strategy as a way to generate sustainable competitive
advantage (Harrigan, 1986; Suarez et al. 2013; Visnjic et al., 2016; Wang et al., 2018).

2.1 Knowledge, delegation, structure and coordination

It is argued that only tasks that are unimportant to the manufacturer should be delegated by
dispersing authority and responsibility (Aghion and Tirole, 1997). However, when the
manufacturer extends the value-chain and integrates forward, management will eventually face
entrepreneurial challenges to remain competitive in the final product market for the end-users.
The entrepreneurial challenge of forward integration can be perceived as an “opportunity set” of
technologically feasible solutions constrained by physical laws and limitations — or bounded
rationality of human knowledge (Jensen and Meckling, 1990). If the human knowledge is tacit
and can be linked to specific situations and contexts, it is most efficiently learned from direct
exposures to these situations within the organization to be applied in other internal functions and
roles. For top management in manufacturing, this means that they cannot manage all the
integrated functions within the firm due to information overload and heuristic human
limitations, but must eventually delegate some authority to the distribution function to remain
effective (Coase, 1937; Foss and Weber, 2016).

The managerial capacity has particular relevance for the types of forward integration
possessing many special interdependencies along the value-chain that must be addressed within
the enterprise structure. If the integration of distribution only constitutes a marginal and
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mundane extension of the value-chain based on existing manufacturing resources and
competences to create customer value (Bering, 2020; Hoopes, Madsen and Walker, 2003;
Williamson, 1985), it poses less of a structural and managerial challenge (Demsetz, 1988;
Gereffi, et al., 2005). The reason is that the knowledge and competences then do not have to be
transferred internally and therefore do not challenge the existing enterprise structure. However,
if the acquired downstream resources constitute idiosyncratic or tacit knowledge, the bounded
rationality of enterprise managers presents a very different challenge. By nature this type of
knowledge is difficult (and costly) to codify and transfer across the enterprise (Connor and
Prahalad 1996; Demsetz, 1988; Gereffi et al., 2005, 2018; Grant, 1996), so management must
find alternative (and effective) ways to economically exploit these tacit resources. Jensen and
Meckling (1990) argue that this can be resolved by moving knowledge to those holding the
decision rights, i.e., top management, or by delegating authority and decision rights to those
managers within the enterprise who have the specific knowledge. What previously was handled
through effective market allocation and contracting is now managed through hierarchy and

internal structures.

The choice between transferring specific knowledge, or delegating decision authority, has
implications for the type of distribution structure adopted to govern interactions along the value
chain, e.g., directional or complex distribution typologies. Under directional distribution, it is
manufacturing that holds the capabilities, competences, and resources that constitute the
essential strategic factors of the enterprise. Manufacturing remains the important source for the
creation of rents and subsequent rent-sharing with downstream distribution. This means that
after the forward integration, no idiosyncratic, or specific, knowledge needs to be transferred or
relocated internally along the value chain. It remains upstream with manufacturing, which
continues to act as the formal corporate headquarters. Under complex distribution, both
manufacturing and the adjacent downstream distribution activities hold idiosyncratic
resources where the consolidation of these interrelated elements are less than straightforward to
entangle (Dierickx and Cool, 1989; Story et al., 2017; Thompson, 1967). Questions like whether
there should be a defined location of headquarters along the value-chain, if knowledge should be
transferred, or decision rights and authority be delegated, have no clear-cut answers (Gebauer et
al., 2005; Neu and Brown, 2005; Kowalkowski et al., 2017; Zhang and Banerji, 2017). The
choice of whether to delegate or centralize decision-making affects the internal structures and
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the formal role of functions and departments within the firm (Brickley et al., 2014; Kaplan and
Atkinson, 1998).

With a forward extension of activities based on the exploitation of similar, or the same,
resources and competence (March, 1991; Nooteboom, 2004), these choices pose less of a
problem. With directional distribution, no special or unfamiliar resources, competences, or
capabilities are needed in manufacturing to manage downstream activities and therefore no
transfers of knowledge related to product complexity and specific market needs are called for.
The overall responsibility and authority continues to reside with upstream manufacturing based
on preexisting resources and capabilities. When these integrated resources are used primarily for
productive and efficiency purposes without responsibility for profits, the application of
resources and competences only consider the efficient use in the integrated value-chain and

»® (Brickley et al., 2014). This structure resembles

thereby assumes the role of a “revenue center
what Williamson (1975) describes as a C-form (command) organization, often found in firms
with a vertical integration strategy where internal transfers of goods are mandatory (Eccles,

1985).

When new idiosyncrasies like specific market knowledge and service capabilities are
integrated, but are costly to transfer, there is a call for different integrative structures. Then
headquarters must economize on the idiosyncrasies by delegating responsibility and decision
authority to a downstream “profit-center” (Brickley et al, 2014; Bustinza et al., 2015; Gebauer et
al., 2005) that resembles the so-called M-form organization (Chandler, 1977; Eccles, 1985;
Holmstrom and Tirole, 1991; Williamson, 1975). The manager of a profit-center is now
responsible for operational efficiencies, use of resources, and investments to achieve various
strategic performance and profit targets. The profit centers effectively internalize and solve the
responsible managers’ prioritization of resources (Holmstrom and Milgrom, 1991, 1994). Profit
centers are especially relevant and when managers have the autonomy and authority to make
decisions on external trades where the consequences are internalized in the profit center
accounts (Eccles, 1985; Gebauer et al., 2005; Jacobides and Billinger, 2006; Oliva et al., 2012).

The specific type of distribution adopted, whether directional or complex, and the formal

role ascribed to the downstream revenue- or profit center also determine how the managers are

® The cost, revenue, or profit, centers can be structured as business units, divisions or different legal entities of the
same enterprise. A revenue center is the forward version of a cost center and is used when no profit targets are
attached from the prioritization and use of investments and entrepreneurial effort.
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exposed to the competitive effects of upstream product input, downstream market information,
and the flexibility along the value chain to react to ongoing changes. To secure the instrumental
and economic effectiveness of integration, there is a need to process information about
environmental risk factors and synthesize it in ways that apply to the different contexts of the
downstream revenue- or profit centers (Arrow, 1974; Galbraith, 1983; Thompson, 1967). In the
context of forward integration, the coordination of interdependencies along the value-chain must
consider the downstream function, tasks as distribution mediates between manufacturing, and

the end-users in the final product markets.

Manufacturing firms must dispose of their produced outputs. Vertically integrated long-
linked closed systems with mandatory transfer of goods, like C-form and directional distribution
types, the technological core, or core competencies (e.g. Hammel and Prahalad, 1990;
Mintzberg, 1979; Williamson, 1985) in manufacturing are used to govern resources along the
value chain to secure sales of manufactured output. These closed structures aim to ensure
effective operations by sealing the technological core off from external market uncertainty
(Thompson, 1967). This means that manufacturing will seek to optimize its own efficiency with
low volume fluctuations around simplified products and processes (Galbraith, 1983). In this
structural regime, the coordination of interdependencies is achieved through product and process
standardization, and operational planning (Thompson, 1967). The attempt to standardize and
plan entails codified specifications related to product offerings (Lightfoot et al., 2013), as well
as general policies and guidance documents, formal process descriptions, IT systems to reduce
complexity, performance targets, and budgets (Gereffi et al., 2005, 2018; Simons, 1995). These
coordination practices can be interpreted as internal contracts to secure output, manage
operations consistently, and efficiently along the value chain. Under complex distribution this
changes fundamentally. There is now a broader operating autonomy in open systems, or M-
forms, where decisions about the level and quality of internal transfers are delegated to
managers at the profit centers as they try to secure their own operational and economic
efficiency (Bustinza, 2015; Gebauer et al., 2005; Oliva and Kallenberg, 2003). This kind of
structural regime relies more on the coordination of reciprocal interdependencies through

feedback processes and mutual adjustments between the profit centers (Thompson, 1967).

The formal role of business entities, or profit centers, also affects the distribution of
coordinating authority. Cost centers are usually part of a profit center, which makes the
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responsibility and authority in the cost center weaker since the cost center serves as an input
provider of intermediary products without profit responsibility (Zimmerman, 2011). Managers
of cost centers do not have authority to select outside product markets for their outputs. This
means that managers of cost centers cannot decide on the product complexity like quantity,
quality, and specifications — as well as the price of the intermediate product. This raises the
question about how formal organizational roles vary with the adopted distribution type. If no
tacit resources and capabilities are needed downstream, as in the case of directional distribution,
there is no reason to allocate authority to manage product complexity. Manufacturing will
therefore be reluctant to take on a formal role as cost center with distribution taking the role as
profit center with incentives to cater to market developments. The reason is that this structure
delegates profit responsibility to the integrated distribution function, while redistributing
decision-authority away from manufacturing (Brickley et al., 2014; Eccles, 1985). This would
effectively limit the coordination authority of the integrating manufacturing business.

From the analysis above we can interpret that internal structures serves to emulate either
markets or hierarchies. When a forward integrated manufacturing company uses hierarchical
governance from its own resources and capabilities to coordinate interdependency, the
distribution takes the formal role of a revenue center. Contrary, with forward integration into
complex distribution existing resources and competences are often insufficient to stay
competitive in final product markets. Manufacturing therefore needs to delegate responsibility
and authority to leverage downstream idiosyncratic resources become paramount to competing.
Firm structures with responsibility and authority embedded inside profit centers now resembles
internal markets where coordination is based on negotiations and mutual adjustments leaving

knowledge along the value chain.

2.2 Pricing of intra firm transactions and incentives

It is a hard economic fact, as Klein (1995) argues, that the incentives between two sequential
monopolies do not coincide. One of these misalignments is often referred to as double
marginalization (Lantz, 2009; Pindyck and Rubinfeldt, 2013; Tirole; 1988), where the price of
the intermediate product becomes the cost of the distributor. The challenge with two sequential
profit optimizing monopolies is that the seller (manufacturer) will set the price of the
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intermediate product to optimize own profits at a level that causes the profit optimizing
distributors to forgo potential business (Brickely et al, 2014). In essence, the distribution will
determine the end-user selling price based on the manufacturer’s profit optimizing price of the
intermediate products causing the manufacturer to forego volume and profits. In spot market
transactions, this misalignment of quantity and profits is eliminated by lowering the price of the
intermediate product — essentially transferring profits from the manufacturer to the distribution.
The industrial organization literature (e.g., Eccles, 1985; Lantz, 2009; Pindyck and Rubinfeldt,
2013; Tirole, 1988) sees vertical (forward) integration as a way to avoid misalignment of
sequential monopolies linked to the double marginalization challenge. By integrating sequential
business activities, and excluding external markets, the enterprise becomes one single business
center without internal incentive conflicts. This should make the alignment of marginal revenue

easier.

The wvertical structures found within large corporations are however, often more
complicated. As is the case in many multidivisional firms with sequential business units as profit
centers, the intra firm transfers often introduce pricing mechanisms that resemble market
transactions. Eccles (1985) argues that transfer pricing in a vertical integration strategy is almost
tautological and recommends a more holistic approach that considers department responsibility,
authority, fairness, and openness to outside trade. These considerations resemble the strategic
challenges associated with interdependency, trust, motivation, and rewards — as well as exposure
to moral hazard (e.g., Arrow, 1974; Eccles, 1985; Kaplan and Atkinson, 1998; Holmstrom and
Tirole, 1991).

To address the pricing challenge of internal transfers, there are different possibilities that
also relate to the choice of internal structure and the formal role of business centers. The internal
transfer valuation of the intermediate goods can be either at cost or market based prices with
numerous variations in between, by convention often set by headquarter dictate. Valuation at
cost increases the incentive of the downstream business center to purchase internally, due to low
input prices and resolves the double marginalization problem (Eccles, 1985). However, setting
the transfer price at cost at the same time allocates all the profits to the integrated downstream
distribution center, leaving the upstream business center (manufacturing) with status of a cost
center. In contrast, transfer prices valued higher than cost will effectively redistribute profits to
the upstream manufacturing entity. For a manufacturing firm that integrates backward, cost
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based transfers will have no implications on the formal role of the manufacturing. This is
because they still remain the final point of revenue consolidation and therefore by definition
assumes the formal role of the final profit center. Simultaneously, having the integrated
suppliers acting as cost centers transfers profits and consolidates authority within the
manufacturing profit center (Eccles, 1985). This is not the case under forward integration, which
introduces different challenges. If manufacturing assumes the formal role of a cost center, this
will transfer all profits to the integrated distributors. If manufacturing takes the role of a profit
center and distribution a revenue center, profits and authority remain with manufacturing
(Brickley et al., 2014; Eccles, 1985).

While transfer pricing can address double marginalization issues and incentive
misalignment between sequential business centers, it can also provide other means of
coordination by establishing the formal roles and authority of business entities. Internal
structures of sequential profit centers also increase the incentive for independent business
entities to grow their own profits by various mechanisms (Eccles, 1985; Kaplan and Atkinson,
1998; Williamson, 1985). Allocating profits from manufacturing to downstream distribution
profit centers can expose the corporate profits to different kinds of moral hazard issues linked to
the behavior of downstream agents (Anderson and Schmittlein, 1984; Brickley and Dark, 1987;
Lafontaine and Slade, 2007; Lu et al., 2016; Woodruff, 2002).

When forward integration is structured as directional distribution where product complexity
outside manufacturing remains relatively low, monitoring is easier and more accurate with low
associated costs. Incentivizing agents in distribution can then be related directly to observable or
measurable inputs and thereby minimize costs related to moral hazard (Anderson and
Schmittlein, 1984; Kosova et al., 2013; Lafontaine and Slade, 2007; Lu et al., 2016). This
removes the need to use profits inside the downstream distribution entities as incentives to the
use of resources and capabilities. Manufacturing can then take on the formal role of a profit
center and consolidate aggregated profits with distribution acting as a revenue center. This
effectively places all profits inside the manufacturing profit center since upstream effort is
considered most important and therefore assumes the rewards (e.g., Lafontaine, 1992; Scott,
1995; Nickerson and Silverman, 2003; Lafontaine and Shaw, 2005). However, when forward
integration is structured as complex distribution, there are different challenges. The high
complexity of products and transactions — and the difficulty of codifying the use of specific
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plastic resources and capabilities embedded locally along the value chain (Alchian and
Woodward, 1988) — makes effective monitoring difficult. The lack of observability and accurate
metering of downstream distribution activities provides cover for moral hazard where agents can
more easily appropriate company value (Kim et al., 2019). In this instance, implementing
sequential profit centers can be seen as a way to mitigate the moral hazard risk of agents in

distribution by locating the profits within manufacturing.

The choice of transfer pricing policy has other dimensions than aligning incentives related
to double marginalization and moral hazard issues. Holmstrém and Tirole (1991) argue that we
need to distinguish between “effort,” which is booked and recorded in the firm’s accounts and
“effort,” which is not formally booked in accounting terms, but accrued as personal costs carried
by the individual employee or manager. Observed and accounted effort allows at minimum that
invoiced expenditures are considered within cost-based transfers. This means that to incentivize
the manager of an upstream cost center to take action that affect the value of the intermediate
good the activity must be verifiable. This allow for the managers effort to be booked as costs
and legitimately passed on through the transfer-price. If the activity is not verifiable or
contractible, there is no monetary incentive for the manager to provide this personal effort as the
potential benefit is booked in the adjacent profit-center (Bester and Krahmer, 2008; Grossman
and Hart, 1986; Holmstrém and Tirole, 1991; Liberti, 2016). This creates a monetary incentive
for managers of a profit center to use adjacent resources of cost or revenue centers since costs
otherwise are carried personally by the manager without reaping the full benefit of effort
(Grossman and Hart, 1986; Holmstrom and Tirole, 1991).

While transfer pricing seems less demanding under directional distribution, complex
distribution highlights the challenges that follow with forward integration. This relates to the
trade-off between the hedging costs of moral hazard issues, and the incentives provided to
encourage personal effort and investments in future profits. The personal efforts like improving
company values, living the company mission, and increasing customer value are often
unobservable. If these efforts are not visible in assigned profits and are difficult to trace to the
manager’s personal engagement, there is little incentive for the downstream profit-center
managers to prioritize these kinds of important activities (Grossman and Hart, 1986; Holmstrom
and Tirole, 1991). This is why Kaplan and Atkinson (1998) argue that nowhere is the potential
for conflict greater than from interaction when a good produced in one center is transferred to
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another business center. Williamson (1985) identifies the related “accounting contrivances™ as a

bureaucratic cost that may lead net receipts to be exploited or squeezed.

This discussion makes it clear that the transfer pricing policy affects many aspects of the
firm. The ability to coordinate through “weak incentives” imposed through use of the hierarchy
(e.g., Simon, 1951; Holmstrém and Milgrom, 1991, 1994; Williamson, 1985) is often lauded.
But, it is obvious that hard financial incentives linked to profit-center responsibility also are
justified. Here the relationship between economic performance and incentives are the essential
concern of the transfer pricing conundrum that often defies simple accounting solutions and
forces management to intervene (Eccles, 1985). This is especially relevant when it relates to
personal effort and investments (e.g., entrepreneurial engagement, implementation of values,
customer orientations) that are difficult to measure, contract, and observe (Grossmans and Hart,
1986; Holmstrom and Tirole, 1991; Kim et al., 2019; Liberti, 2018; Lu et al., 2016). The
coordination of interdependencies along the value chain therefore inevitably entails a discussion
about the formal roles of the sequentially linked business centers and the transfer pricing

adopted between them.

From the discussion above, it is clear that incentive misalignment continues to exist after
forward integration. Manufacturing firms still need to address the valuation of the same
intermediary products and the purpose this valuation serves. With directional distribution,
downstream incentives can be coupled to observable indicators relating to the effort provided.
Transfer pricing can therefore be used to appropriate downstream profits without affecting
incentives relating to profits. With complex distribution, the incentive misalignment is intended
to solve the value added by the downstream business centers’ entrepreneurial effort, use of
idiosyncratic resources, and capabilities — raising customers’ willingness to pay more. This
effort is unfortunately difficult to monitor which requires incentives that are coupled to
aggregated indicators of distribution financial performance. Transfer pricing methodology must

be adjusted to the purpose of the distribution.

2.3 Authority, knowledge processing and monitoring

The discussion about the formal status of business centers and the coordination of
interdependencies between them is tied to the authority formally delegated to the centers, in
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addition to the influences they may impose through other means. Authority is the official right
to decide on the actions others must take (Simon, 1951, 1991; Williamson, 1975) and derives
“from an explicit or implicit contract allocating the right to decide on specific matters to a
member or group of members of the organization” (Aghion and Tirole, 1997, pp. 2). Alchian
(1989), Grossman and Hart (1986) and Hart and Moore (1990) attribute authority to the property
rights of tangible assets, which includes the right to decide on the use of those assets but also
explicitly excludes employees’ from access to use the assets. Authority and responsibility
therefore also relate to the formal function of business centers within the forward integrated
organization. In the case of profit-centers in a pure M-form organization (Chandler, 1977;
Williamson, 1975), responsibility and authority are usually delegated to assure the investors or
corporate owners a return on the invested capital from the use of internal assets and resources.
Cost-centers do not have the same authority to decide on exogenous factors since they serve as
an input provider of intermediary products to profit centers (Zimmerman, 2011).

When the profit centers are embedded in long-linked organizations it often gives rise to
intense discussions about setting appropriate performance targets with effective valuation and
cost allocation practices (Kaplan and Atkinson, 1998; Zimmerman, 2011). With sequential
profit centers, the responsibility towards coordinated targets needs to be sustained by the
collocation of corresponding authority inside the profit centers (Eccles, 1985). Reciprocal
interdependencies between sequential profit centers are therefore aligned through mutual
adjustment (Thompson, 1967) where hierarchical authority serves to exercise rewards and
punishments that can be interpreted as an internal version of markets (Arrow, 1974). For an
organization to survive in the long run, it must have a common and accepted locus of
responsibility and authority that makes expectations among agents converge (ibid). If
responsibility and authority are not collocated, and if those that have authority cannot be held
responsible, it will lead to loss of self-respect that damage the performance of agents (Arrow,
1974; Aghion and Tirole, 1997).

While delegation of responsibility and authority can have a positive influence on the
distribution agent’s willingness to take initiatives using specific knowledge (Liberti, 2018), it
can also result in a loss of control for the principal owner, e.g., the manufacturer (Aghion and
Tirole, 1997; Bester and Krahmer, 2008). Authority can take the shape of formal and real
authority. Formal authority is the officially delegated authority described in employment
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contracts or through the ownership of assets, i.e., holding property rights. Real authority comes
with increasing plasticity of assets and resources like asymmetric specialized information and
knowledge, such as important product market complexities that is difficult to codify and verify.
If an agent holds real authority, Aghion and Tirole (1997) argue that an owner, or holder of
formal authority, will be reluctant to use the rights embedded in the formal authority. Under
complex distribution, the downstream managers can use their real authority for different
purposes. This relates to the choice of markets and the content of the value offering but also to
influence the allocation of profit, by arguing for misaligned incentives or excusing poor
performance due to aggressive competition. This is especially relevant when asymmetric

information (ibid) can be used to manipulate facts and advance own agendas (Kim et al., 2019).

This reveals a need to monitor and evaluate the activities of integrated downstream
distributors (Zimmerman, 2011). If upstream manufacturing integrates forward and takes the
role of a cost center, authority and responsibility needed to solve the entrepreneurial challenge is
transferred to the downstream distribution entities (Eccles, 1985). This means that the
responsibility for coding products, processing complexity through standardization, and planning
is delegated to downstream distribution. This also has consequences for the location of power to
coordinate and monitor corporate activities (Eccles, 1985; Fehr et al., 2013; Krékel, 2017;
Salanick and Pfeffer, 1977). Managers in manufacturing will be left with the responsibility and
authority to improve their own costs without any incentives for actions that cannot be booked as
costs (Holmstrom and Tirole, 1991; Lafontaine and Shaw, 2005). In a directional distribution
context, this will clearly challenge the manufacturing entity whose primary objective is to
selling its own outputs. As a solution, the manufacturer can take on the formal role of a profit
center. This preserves coordination authority to codify product complexity, use specific
resources and capabilities, and monitor and control activities along the integrated value chain
(Brickley et al., 2014; Gereffi et al., 2005, 2018; Thompson, 1967; Zimmerman, 2011).

Under complex distribution, the responsibility to resolve the entrepreneurial challenge
associated with high product market complexity is located both up and downstream, embedding
specific plastic resources and capabilities (Alchian and Woodward, 1988; Baines and Lightfoot,
2014; Lafontaine and Slade; 2007). This means that authority needs to reside inside both
manufacturing and distribution to make use of resources, competences, and capabilities to solve

the entrepreneurial challenge along the complete forward integrated value chain. When
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integrating forward, the upstream manufacturing entity needs to accept the risk from
downstream managers acting selfishly while at the same time in the best interest of the
corporation (Kréakel, 2017). This is manifested to instrumental effectiveness as manufacturing
needs to sell the produced outputs, as well as economic effectiveness making a profit from the
combined value offerings. In substitution for spot markets, these activities must be coordinated
considering possible moral hazard issues from increased difficulty observing effort and

behavior.

This enforces the need to monitor and control the distribution in relation to decision-
making, incentives, and performance evaluation (e.g., Alchian and Demsetz, 1972; Eccles,
1985; Holmstréom and Tirole, 1991; Kaplan and Atkinson, 1998; Zimmerman, 2011). The
interdependencies between sequential business centers must be managed as the performance of
the distribution entities affects upstream manufacturing. With an expanded value chain and
increasing product complexity, manufacturing can no longer directly observe performed actions
and eventually faces an information overload. The lack of direct observability requires that
performance monitoring is delegated, or coded, into specific representations like key
performance indicators. Simons (1991, 1995) argues that “diagnostic control systems” have the
advantage that they satisfy the need to control targeted performance and moral hazard (Simons,
1995, pp. 81). Diagnostic control systems focus on performance indicators to provide a more
simple formula to discuss performance, particularly under directional distribution where the
application of non-plastic tangible assets is easier to measure. Diagnostic performance indicators
are a commensuration of different influencing factors but are often an insufficient way to
communicate elevated results and softer goals that are exposed to the adversity of subjective
interpretations (Espeland and Sauder, 2007; Henri, 2006; Simons, 1991, 1995).

Control and monitoring do not only serve to measure performance of distribution, but also
to align the use of specific resources and competence embedded in behaviors and
entrepreneurial efforts. This is particularly relevant under complex distribution where the
business model seeks to improve the combined corporate value offering and create competitive
advantages (Lightfoot et al., 2013; Bustinza et al., 2015; Visnjic et al., 2014). This requires the
implementation of other supplements, in addition to the diagnostic control systems. There soft
signals and general guidelines can serve as functions of control and coordination. Simons (1995)

distinguishes between three different guidance systems. First “belief systems” communicate
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core values and corporate mission. Secondly, “boundary systems” specify the core business and
enforce rules of the game. Thirdly “interactive control systems” encourage open dialogue and
learning from uncertain conditions. These guidance systems are especially relevant when
authority and responsibility are delegated as the means to control other things than pure
efficiency (Henri, 2006; Liberti, 2020; Simons, 1991, 1995). These guidelines promote the
agents’ use of specialized capabilities and knowledge related to the plastic assets. This is
important when dealing with non-contractible value-creating items like creating customer

satisfaction, building reputation, heeding core values, and a corporate mission.

However, the distribution ownership matters to manufacturing as the instigator of forward
integration when product sales have long-linked interdependencies with the downstream
distribution activities. Diagnostic performance indicators that focus on performance tend to have
a short-term focus, whereas the guidance systems are more oriented towards longer-term future
value creation (Simons, 1995). A manufacturing prioritization on diagnostic control can force
managers of the downstream distribution to prioritize efforts that previously were handled by
contracts. This introduces a so-called “multitasking” environment (Holmstrém and Milgrom,
1991, 1994) where the distribution agents must prioritize between satisfying the manufacturing
entity’s demand for sales volume or engage in value-creating entrepreneurial efforts. Therefore,
the manufacturing’s emphasis on diagnostic performance indicators and weak incentives can
lead to the wrong prioritization of efforts and development of resources (Henri, 2006; Liberti,
2020; Simons, 1995) if the agents’ use of specific and plastic assets (Woodward and Alchian,
1988) is only thought of as a cover for moral hazard (Alchian and Demsetz, 1972; Brickley and
Dark, 1987).

The emphasis on servitization to extend products with add-on services (e.g. Baines et al.,
2007; 2011; Mathieu, 2001; Oliva and Kallenberg, 2003) and the struggle to make these
investments profitable (Benedettini et al., 2015; Bustinza et al., 2015; Gebauer et al., 2005;
Suarez et al., 2013) represents a comparable issue that is especially relevant under complex
distribution. When resources and capabilities related to product complexity and value
proposition resides both with manufacturing and distribution, this is where incentives can be
misaligned. This can have implications for customer satisfaction and competitive advantage that
can be diluted (Lightfoot et al., 2013; Nooteboom, 2004; Teece, 2010). While diagnostic control

systems can be used to monitor performance and exercise control over agent behavior under
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directional distribution, this proves difficult under complex distribution. When the
manufacturing profit center overuse diagnostic indicators to control long-linked reciprocal
interdependencies, it removes the incentive to focus on the softer long-term value creating
elements — like a customer orientated culture (Gebauer et al., 2010; Henri 2006; Simons, 1995).
This is exactly the focus of property rights theory (Grossman and Hart, 1986; Hart and Moore,
1990) where non-contractibility of difficult to observe effort and incentives (Holmstrém and
Tirole, 1991) caution against. Hence, soft guidance systems take increasing importance as
instruments to facilitate the control and coordination of organizational interdependencies, where
initiative, idiosyncratic resources, and effort is important (Henri, 2006; Liberti, 2020; Simons,
1991, 1995).

In short, delegation of responsibility and authority seeks to lever specific resources and
capabilities. This must be collocated to reach delegate targets. To achieve this, different specific
organizational structures are selected. It becomes visible when coordination is based on
standardization and planning performed by manufacturing with various diagnostic indicators
attached for efficiency purposes. The authority to implement diagnostic indicators, like budgets
and subsequent control measures, is a way for manufacturing and its managers to establish and
preserve authority. It also gains the right to decide on actions of agents in other business entities
along the value chain. The application of additional guidance systems can find traction within
the organization if they create value for both upstream and downstream business centers, and are
not overshadowed by a focus on easy to measure diagnostic performance indicators. This can
entail decisions about where and how to compete in terms of product features and market
segments, in addition to what resources and capabilities to engage in the business centers that lie

upstream from the final market (Eccles, 1985; Teece, 1982).

2.4 Organizational dynamics and innovation

Manufacturing firms integrate both backward and forward along global value chains (Del Prete
and Rungi, 2019) where the ability to innovate and stay competitive is an important strategic
consideration. Whether a vertically integrated firm considers a specific internal activity to be a
backward or forward value chain activity depends on the firm’s business origins, i.e., its center

of gravity (Galbraith, 1983). The center of gravity is the original value chain activity where the
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firm started, developed its capabilities, gained early success, and learned lessons. It is also from
where new activities along the value chain were extended to support its growth (Galbraith,
1983). The center of gravity reveals the firm’s path-dependent trajectory and its organizational
culture (Teece et al., 1997) illustrating that an organization has a driving force along. The center
of gravity influences how the organization processes information flows and the headquarters’
requirement for control and coordination of corporate activities. The center of gravity also
affects how the firm configures and develops resources, capabilities, and competences
(Nooteboom, 2004; Teece, 2010).

Galbraith (1983) argues that firms with an upstream center of gravity location have several
distinct observable characteristics. They are usually capital-heavy with top management
dominated by engineers who made their career from the upstream operating core of the firm
with the processes and practices required to operate this organizational technology (Nooteboom,
2004; Teece et al, 1997). An upstream manufacturing organization will look for predictability to
achieve economic efficiency from low-cost production; this is where coordination and
incentives are embedded in standardized processes and production planning (Thompson, 1967).
Product innovation tends to be driven from the technical capabilities residing among engineers
inside the upstream manufacturing with low receptiveness to market driven requirements in the
forward part of the organization (Galbraith, 1983). A center of gravity located forward and
closer to the final markets where the firm has integrated backward into manufacturing makes it
easier to consider downstream inputs from the final product markets (Galbraith, 1983; Teece,
1982). Hence, when manufacturing firms integrate forward, it is important to recognize how the
center of gravity influences the coordination of interdependencies between sequential business

activities, and ultimately affects firms’ competitive situation (Ilinitch and Zeithaml, 1995).

When a manufacturing firm is supplied by integrated cost centers with limited knowledge
about the complexity of the final product and value offering (Gereffi et al., 2005, 2018;
Lightfoot et al., 2013), the central role of the manufacturing center of gravity is not challenged.
The final product market in the chain of business activities essentially remains the same. When a
manufacturing firm integrates forward into distribution, it assumes that value from
entrepreneurial activities is created in the manufacturing business, which further cements the
central role of the center of gravity. Forward integration under directional distribution does not

fundamentally change the manufacturer’s business model and subsequent value offering (Teece,
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2010; Visnjic et al. 2016). The primary goal of integrated distribution functions is to support and
seal off the instrumental and economic efficiencies from outside market influences by ensuring
the sales flow (Thompson, 1967). This is done by delegating clear targets, process descriptions,
and investment requirements that can be observed and measured to monitor agent effort. It will

also minimize moral hazard (Anderson and Schmittlein, 1984; Lafontaine and Slade, 2007).

However, maintaining the efficiency of an upstream manufacturing center of gravity also
carries inertia in the engagement of human resources along the value chain. Resources outside
the manufacturing profit center — located inside the distribution functions — will then not be
engaged in innovation and open learning between the distribution and manufacturing activities.
Human resources in directional distribution are essentially hired for exploitation (March, 1991;
Nooteboom, 2004) to achieve codified measurable targets set by the upstream center of gravity.
This will make the distribution functions very push oriented with a focus on achieving
measurable results like sales volume, market share, revenues, and process efficiencies measured
by diagnostic control systems. Hiring employees with competences confined to elevate process
efficiencies does not encourage organizational learning, nor the ability to deal with product
market complexity. It does little to challenge the inertia of the center of gravity (Bustinza et al.,
2014; Lightfoot et al., 2013; Teece, 2010; Visnjic et al., 2016). The preservation of an upstream
manufacturing center of gravity is reinforced when the business center takes on the formal role
of a profit center, which allows it to use both formal and real authority to direct downstream

activities and extract profits.

In contrast, a downstream center of gravity around distribution is focused on market
segmentation and product innovation through an understanding of end-user needs. This is where
prices are set in accordance with the perceived customer value (Baines and Lightfoot, 2014;
Galbraith, 1983). The higher reliance on specialized knowledge that is embedded in downstream
human resources has implications for the ability to deal with the complexity of the product
market offerings (Galbraith, 1983; Gebauer et al., 2005; Oliva and Kallenberg, 2003; Story et
al., 2017). Under complex distribution, the center of gravity location presents different
challenges to integrate the business activities along the value chain. Hence, an upstream center
of gravity in a complex distribution environment essentially places the existing capabilities and
resources further away from the dynamic product markets (Teece, 1982). This closed efficiency

oriented manufacturing system is challenged, because competitiveness in dynamic product

129



markets relies on the joint efforts from human resources in both the upstream and downstream

business centers.

Under complex distribution, coordination of interdependencies between manufacturing and
distribution is particular challenging for a manufacturing center of gravity, when it entails both
tangible product features and intangible business model innovation (Baines and Lightfoot, 2014;
Bustinza et al., 2015; Gebauer et al., 2010; Teece, 2010). Coordination is here pursued through
standardization and planning by the upstream manufacturing center of gravity center and will
eventually dilute the competitiveness of the final products. This is because the upstream
manufacturer does not have the tacit and specific knowledge about the downstream product
complexity, and dynamic market changes under complex distribution. Even if the integrated
forward distribution center has the status as a profit center, it faces the risk of being turned into a
pseudo profit center if authority is maintained by an upstream manufacturing center of gravity.
Delegating authority is therefore needed from the center of gravity to accommodate an ability to
respond to exogenous changes in forward markets. This will require structural changes that
move authority to the distribution functions where the market knowledge is located (March,
1991; Nooteboom, 2004; Teece, 2010), thereby relocating or balancing the power of the

manufacturing towards the distribution.

Manufacturing firms that acknowledge the importance of efforts in the downstream
distribution centers may install administrative processes to facilitate coordination, imposing
measures that incentivize engagement in value-creating initiatives. If distribution was organized
as an independent legal entity before being acquired by a manufacturing firm, the market-related
capabilities and knowledge (e.g., Peteraf and Barney, 2003; Grant, 1996; Kogut and Zander,
1992) would be prioritized and applied in entrepreneurial efforts to stay competitive. After the
acquisition, the integrated company can use this knowledge for organizational learning in
innovative initiatives that span across the vertically linked business activities to refine, upgrade,
and invent technologies (Levinthal and March, 1981). Exploring for new knowledge (March,
1991) adds to the ‘know-how’ repertoire and can generate interactive capabilities (Nooteboom,
2004) between manufacturing and distribution (Lightfoot et al., 2013). This allows specific
knowledge and capabilities to enrich the conventional center of gravity location to focus on
innovative exploration for new product offerings with value-adding services (Kogut and Zander,
1992; Baines and Lightfoot, 2013).
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From the analysis above we learn the way an integrated firm perceives activities depends on
the location of its organizational center of gravity. The early lessons learned influence path-
dependency and what activities the integrated firm finds important for continued success — its
priority investments along the value chain. It also influences the diversity of resources and
capabilities along the value chain and for what purpose they are deployed. An upstream center
of gravity will prioritize value adding activities departing inside the manufacturing; one that is
usually capital heavy and use the distribution to achieve upstream goals. A downstream center
of gravity is receptive to changes in final user market and will use information to influence
manufacturing flexibility and product development. This also influence who has the authority to
define governance systems, and for what purpose interdependency is coordinated. The ability
for integrated firms to balance its center of gravity in response to exogenous changes in the
product markets for end-users is important to stay competitive.

3. DISCUSSION

Manufacturers that practice forward integration into distribution and focus on advanced value
adding activities to expand revenues from differentiated product offerings, enhanced value
propositions, and closer customer relationships that gain strategic advantage has received much
attention. However, despite the immediate appeal of these propositions, the empirical evidence
reveals that the manufacturers often struggle to turn the strategic decision to integrate forward
into sustainable profits. Similarly, the movement towards servitization has found it paradoxical
that the value-adding services often fail to generate the promised profit (e.g., Benedettini et al.,
2015; Gebauer et al., 2005; Suarez et al., 2013; Visnjic et al., 2014). In short, is not easy to
expand a prevailing business focus into new adjacent territory, even when it relates to extended
product-service offerings. The strategy literature typically adopts economic rationales to
determine the optimal firm boundaries, but often finds itself in conflicting territory where one
set of theories argues for integration and another does not (Bering, 2020; Brettel et al., 2010;
Lafontaine and Slade, 2007; Gibbons, 2005; Woodruff, 2002). The way this potential conflict is
resolved depends on the role distribution plays in relation to the manufactured products offered
to the market, i.e., the extent to which complex product offerings must accommodate dynamic
market demands to stay competitive. Since most contemporary product markets seem to move

towards increased complexity and dynamic change, this presents a universal problem with no
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obvious solution. Yet, real business managers must deal with reality and try to manage this
problem. While some have a hard time, others have found viable solutions despite the wanting
prescriptive advice from academia. To understand the underlying governance challenges
associated with forward integration from manufacturing into downstream distribution, the
preceding sections have analyzed these challenges in the context of two different distribution

types — directional and complex distribution.

We note that part of the disorientation may relate to often overlooked, but important,
differences between backward and forward integration, along with their impact on the ability to
manage interdependencies along the value chain. When manufacturing integrates backward, or
suppliers integrate forward, the manufacturing center retains status and power as the last
revenue collecting profit center in the value chain. However, when manufacturing integrates
forward, the final revenue and profits are (now) recorded in the distribution business outside of
the acquiring manufacturing center, which can dilute its status and power but also amplify moral
hazard. Since manufacturing typically is the economic turning point in long-linked value-chains,
this can have profound effects on the dynamics that coordinate interdependencies. It also
influences how important resources and capabilities are incentivized and engaged to create a
competitive advantage from integrating forward. When product markets are complex and
dynamic, there is a need to engage specific distribution capabilities and knowledge in
entrepreneurial efforts that generate new viable market offerings (Bustinza et al., 2015; Oliva
and Kallenberg, 2003). However, this might be at odds with a governance structure that has
power tilted toward manufacturing because it is not straightforward to resolve the reward

structure between adjacent business entities to avoid the potential for incentive misalignment.

Double marginalization is a root to such incentive misalignment. For a manufacturing firm
this requires a redistribution of profits to the distribution to reduce the difference in downstream
profit maximizing volume between two sequential monopolies (Brickley et al., 2014; Riordan,
2008). This redistribution of profits can serve to engage entrepreneurial effort in distribution that
otherwise would receive no incentive. By the same token, if engagement of entrepreneurial
resources and capabilities is needed, but difficult to measure, the forward allocation of profits
can give rise to moral hazard issues (e.g., Anderson, 1985; Anderson and Schmittlein, 1984;
Baker and Hubbard, 2004; Brickely and Dark, 1987; Shepard, 1993; Slade, 1996; Woodruff,
2002; Lafontiane and Slade, 2007). Disentangling the incentive misalignment from double
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marginalization of two sequential monopolies (Eccles, 1985; Klein, 1995; Riordan, 2008; Tirole,
1988) and related moral hazard (Lafontaine and Slade, 2007) can still entail important
challenges. When manufacturing integrates forward into distribution and services, the direct
contact to end-users in the final product markets is held with the acquired downstream
distribution centers. The manufacturer’s dependency (Thompson, 1967) on distribution and its
ability to exploit the proximity to end-user markets is exponential when complexity increases,
herby amplifying the need to adapt to the changing needs of different end-users (Baines and
Lightfoot, 2013; Woodruff, 2002).

Under directional distribution, the handling of product complexity originates from resources
and capabilities inside the upstream manufacturing center (Galbraith, 1983; Nooteboom, 2004).
The contractual relations between manufacturing and distribution is based on self-enforcement
(Klein, 1995; Lafontaine and Raynaud, 2000) where the distributors have access to a provision
when specific asset investments are used as requested. The distributors’ effort and activities are
linked to defined tangible investments, made so that the manufactured products are effectively
sold and distributed. The basis for this governance structure is entirely based on the
competitiveness of the manufacturer’s products with the related investments and standardized
activities that create rents, and allow the provision to be created and shared with distribution
(Klein, 1995). This provision also secures that the distributors’ investment in specific tangible
assets with limited plasticity to accomplish the sales task. The planning and standardization of

the distribution processes increases efficiency and reduces the element of moral hazard.

However, is not always easy for the manufacturer to detect incentive misalignment. This
can amplify the double marginalization problem and thereby incentive misalignment. First, the
distributors can cut back on effort to sell output to the point where the provision paid by the
manufacturer equals that of the manufacturer’s opportunity costs. This means that the
manufacturer pays a provision without receiving any benefit, a kind of opportunism often
attributed to moral hazard. Other misalignments may relate to incremental or excessive costs
incurred by the distributors by their own choice. These costs can reflect value-creating effort to
accommodate customers while other costs might reflect value-reducing perks like expensing a
luxury car or just high salaries. These costs inside distribution require adjustments to the
contracted provisions so they effectively capture the effects on sales volume and profits (Klein,
1995; Lafontiane and Raynaud, 2000).
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To reap the economic benefits from integration, the sharing of rents comprised in the
provision paid to the distributors must be reduced, or even eliminate the potential misalignment
of incentives. The rationale for integration and improved monitoring is to reduce moral hazard
and internal costs and thereby increase the sales volume of distribution (Anderson, 1985;
Anderson and Schmittlein, 1984; Brickley and Dark, 1987). Since directional distribution
requires little to no entrepreneurial effort based on intangible downstream resources and specific
assets, manufacturing aims to exploit and control distribution activities by contractual
provisions. This requires the ability to efficiently measure process and target fulfillment, defined
by assigned diagnostic control systems (Lazear and Gibbs, 2014; Simons, 1995). In this
governance structure, the manufacturer can improve incentive alignment and reduce exposure to

moral hazard.

This means that authority must be consolidated in the upstream manufacturing business
center, taking on the formal role as a profit center consolidating formal property rights (Aghion
and Tirole, 1997; Eccles, 1985; Grossman and Hart, 1986). Consolidating authority with
manufacturing has the advantage that the manufacturing headquarters, or center of gravity, can
coordinate interdependencies through planning and standardization without interventions from
the distribution (Williamson, 1975; Thompson, 1967). Since directional distribution provides
reasonable measuring of activities related to output and costs in the distribution, the need to
incentivize entrepreneurial effort related to unobservable or non-contractible activities is limited
(Holmstrom and Tirole, 1991). The manufacturer can therefore use instruments like transfer
pricing policy to minimize the exposure to downstream moral hazard. This occurs by
transferring profits from distribution revenues to the manufacturing profit center. A
manufacturing firm operating under directional distribution in an environment where the
demands of distribution is relatively stable does not challenge the conventional governance
approach (Bustinza et al., 2015; Teece, 2010; Visnjic et al., 2016) or require authority be moved
further downstream (Galbraith, 1983; Nooteboom, 2004; Thompson, 1967).

Under complex distribution the responsibility to configure the product complexity in
dynamic competitive markets resides both with the manufacturing and distribution entities. This
means that the sharing of rents does not rely only on the value created by the manufacturer as a
downstream quality supply, but on a more refined final product complexity derived through
combined expertise and effort along the long-linked value chain. This has governance
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implications for manufacturing firms that integrate forward. The alignment of incentives,
innovation, and coordination of interdependencies in the long-linked value chain must

fundamentally change.

With segregated ownership and exchange in spot markets, the contracts between specialized
firms are designed to reward the residual claimants for their entrepreneurial efforts. The purpose
of this contracting is to reduce incentive misalignment between the manufacturer and
distribution as individual firms (Lafontaine and Raynaud, 2000). With forward integration from
a manufacturing firm into distribution, the incentives related to entrepreneurial effort and refined
product configuration needs to be preserved (Bustinza et al., 2015; Baines and Lightfoot, 2014;
Gebauer et al, 2005). Several elements are noteworthy here. First, the contractually required
investments by the distributors do not only favor manufacturing, but also the distributors’ ability
to generate profit from their own effort. This is supposed to be reflected in the distributors’
investment incentives. Secondly, the distributors should remain the residual claimants to the use
of their idiosyncratic investments and efforts so the generated quasi-rents are not appropriated
by an opportunistic manufacturing center (Grossman and Hart, 1986; Gibbons, 2005; 2010;
Woodruff, 2002). This includes the use of specific market knowledge that often is tacit in nature
and embedded in customer relationships that can ensure end-user satisfaction and loyalty for
future business engagements. Effectively these product complexities and related elements are a
tool to differentiate and tailor products to specific use with the aim to increase the customers’
willingness to pay more (Hoopes et al., 2003). They are considered value-adding distribution
artifacts that are needed to reach profit optimizing sales quantities.

Forward integration under complex distribution therefore needs to reconfigure the
governance structure of the integrated enterprise (Bustina et al., 2015; Gebauer et al., 2010;
Suarez et al., 2015; Teece, 2010; Visnjic et al., 2014). There is a need to impose incentives that
preserve the positive effects of segregated asset ownership according to boundary theories (e.g.,
Anderson and Schmittlein, 1984; Brickley and Dark, 1987; Kosova et al., 2013; Lafontaine and
Slade, 2007; Nickerson and Silverman, 2003; Shepard, 1993; Woodruff, 2002). Under complex
distribution, the plasticity of the distribution resources is high, which exposes manufacturing to
distributors’ opportunism (Alchian and Woodward, 1988; Gibbons, 2005, 2010). The
distributors’ use of asymmetric market information allows them to haggle over quasi-rents

inside manufacturing when verification is difficult and measurement costs are high. A higher

135



level of asset plasticity makes it even more difficult for manufacturing to ascertain the structure
of costs inside the distribution activities, and accurately meter the relations between input and
output. The essential question here is whether the costs inside distribution are an accurate
indicator for unproductive ‘laziness,” or if they constitute incremental costs with future returns
from entrepreneurial investments in warranted product complexity. The distributors will refrain
from engaging in these investments and activities if the future profits from these
interdependencies with manufacturing can be appropriated — often because they are difficult to
observe, measure, and contract (Grossman and Hart, 1986; Hart and Moore, 1990). Separating
these costs can often prove difficult when they are embedded in human factors and

entrepreneurial initiatives (Lafontaine and Slade, 2007).

When manufacturing integrates forward, it leaves the governance question open to the
difficulty of separating the nature of costs of interdependent activities along the value chain. The
issues are obvious. Leaving integrated managers without incentives to contribute with their
unique capabilities increases the risk of costs from moral hazard (Alchian and Demsetz, 1972).
Interpreting distributors’ unobservable and difficult to monitor effort as being unproductive and
attributing this to moral hazard while other and more easy to meter, are being incentivized and
rewarded, increases the risk wrong prioritizations. This essentially pinpoints the multitasking
issue, which can be resolved and internalized if the distributors become residual claimants to
these prioritized efforts (Baker and Hubbard, 2004; Brickley and Dark, 1987; Shepard, 1993;
Slade, 1996). This also illustrates the challenge to convert an ex post directional distribution
model to a complex distribution. The transformation from a governance regime, where all value-
adding activities are monitored and incentivized by the manufacturing center, to a more
customer orientated operation exploring specialized knowledge and resources in the downstream
market can prove difficult (Gebauer et al., 2005; Grossman and Hart, 1986; Oliva and
Kallenberg, 2003; Woodruff, 2002). The governance structure of an integrated complex
distribution setting therefore needs to consider the proper reward of interacting agents in the

internal coordination mechanisms, control processes, and incentive systems.

To ensure that the idiosyncratic specialized resources and capabilities of the integrated
distribution continue to add value to manufacturing, it requires that these resources still can find
their proper utility. Hence, responsibility and authority is delegated to the respective profit
centers to ensure that value is ascribed to the use of the specialized resources and capabilities
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within the business unit. Having distribution take on the formal role as profit center can provide
this advantage (Brickley, et al., 2014; Holmstrom and Tirole, 1991). It means that the resources
of agents in the distribution functions are deployed to create value by responding to the
prevailing market conditions as much as possible, despite mandatory internal transfers. With
manufacturing also taking formal status as a profit center, this effectively consolidates profits
inside both manufacturing and distribution (Eccles, 1985; Holmstrom and Tirole, 1991). For the
profit centers to function effectively — that is to internalize the incentives — they must operate
with an accounting system that records the profits and losses generated within each center from
the use of their own deployed assets and liabilities, as resources available for sequential business
activities (Baines and Lightfoot, 2014; Brickley, et al., 2014; Holmstrém and Tirole, 1991).

To establish credible profit and loss statements upon which managers in the profit centers
can be fairly evaluated, and where the information revealed is not taking advantage of by
headquarter controllers and owners, the valuation of intermediate product transfers must be
based on true and fair value-creating incentives (Eccles, 1985; Bester and Krdhmer, 2008). This
means that the transfer prices on intermediate goods are not used to transfer profits away from
the buying business center to avoid moral hazard; they are rather used to incentivize and reward
both observable and non-observable effort of sequential business activities along the value chain
(Holmstrom and Tirole, 1991). However, establishing credible incentives goes beyond proper
transfer pricing policies. The coordination of interdependent activities must not be based on a
manufacturing center of gravity using acquired property rights to appropriate internal profit
opportunities (Alchian, 1989; Gibbons, 2010; Grossman and Hart, 1986) and seal off its
technological core to satisfy its desire for efficiency (Thompson, 1967). This includes the use of
standardized practices and planning with authoritative delegation of budget targets to coordinate
interdependencies. The proper coordination mechanisms must be based on the principles of
mutual adaptation (ibid). This also comprises of innovative efforts to enhance offerings to the
final product markets, and efficiency improvements in the manufacturing processes
(Nooteboom, 2004). Sequential profit centers with reciprocal interdependencies are more
effective in dealing with product complexities than if one single center takes the formal role of
profit center (Eccles, 1985). This will also balance a pure manufacturing center of gravity to
incorporate the distinctive contributions from distribution to embrace dynamic variations in
demand in the final product markets (Galbraith, 1983). The manufacturing headquarters, or

center of gravity, must become detached from the legacy of its organizational technology to
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consider the value offering of the integrated enterprise as a new perspective of unbiased
forbearance between the sequential business activities (Baines and Lightfoot; 2014; Gebauer et
al., 2010; Williamson, 1985).

When an integrated firm operates in a complex distribution setting, this also creates
asymmetric information between the sequential business centers. Just as contractual exchanges
in markets can be imperfect and exposed to opportunities that create transaction costs, so can
internal markets guided by hierarchy (Gibbons, 2010; Rosen, 1991). The delegation of
responsibility and authority in a corporate decision structure can also be abused, and therefore
activities need proper incentives and controls (Aghion and Tirole, 1997; Bester and Krahmer,
2008). The monitoring of performance under complex distribution must be able to take
intangible inputs into account. While moral hazard still needs to be monitored in diagnostic
control systems, other systems of control need to accompany this (Simons, 1995). Using purely
diagnostic controls focused on elements that can be measured will force managers faced with
multitasking to focus on tasks that can be measured, as opposed to those that cannot (Holmstrom
and Milgom, 1991, 1994) — even if they are important. Complex distribution is particularly
vulnerable to excessive diagnostic measuring since value often is created from difficult to
observe idiosyncratic resource deployment. The incentives for managers in the profit centers
must therefore take more aggregated measures that consider own (and joint) current (and future)
performance into account. This also implies that headquarters establish softer guidance systems
that force managers on the corporate mission, core values, organizational beliefs including
encouragement to engage in interactive collaboration, and open dialogue (Simon, 1991; Simons,
1991, 1995).

4. CONCLUSION

Forward integration from manufacturing into distribution is a classical and still current
expansive corporate strategy. The recent focus on servitization to extend enterprise growth can
be seen as a result to this. In either case, the ability to turn forward expansion from
manufacturing towards sales and distribution can prove very challenging, rarely rewarded by
high profits. This article has discussed the particularities of forward integration and analyzed the

conditions around different types of distribution that bridge the manufacturing of products with
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the needs of end-users located downstream in the final product markets. The different
distribution types are characterized by the product complexity in the final markets and the need
to engage specific distribution resources, capabilities, and competencies to accommodate the
market needs and configure suitable product offerings. The role of distribution, in addition to the
value-adding activities it undertakes, present different governance challenges and needs for
contractually aligned incentives. For an acquiring manufacturing firm, the interdependencies
with distributors expose the integrated enterprise to different kinds of transaction costs and
misaligned incentives that need to be contained by the subsequent governance structure.

In a directional distribution context where product markets are less complex, the
governance structure can place responsibility and authority to manage, monitor, and control the
product complexity inside manufacturing as a formal profit center. This is accomplished by
institutionalizing controls through planning and standardization and by using incentive systems
that secure the sales of manufactured outputs and the quality of which is the core of the
business. It is the aim to align incentives so potential costs related to moral hazard are

minimized, and manufacturing can ensure economies of scale.

In a complex distribution context where product markets are more complex, the governance
of forward integration presents completely different challenges. The distribution functions now
possess specific resources, capabilities, and competences that are essential to manage the
product complexity and add value in the final markets for end-users. The integrated firm still
attempts to minimize moral hazard, but must simultaneously incentivize the entrepreneurial
effort of the distributors and engage their value adding intangible resources. It requires a
fundamentally different governance structure that rewards the effort of sequential business
entities, e.g., manufacturing and distribution, with incentives that partially recreate external
market effects internally. This goes well beyond complementary control leavers like installment
of planning, budgeting, and diagnostic monitoring but needs to consider corporate belief

systems and interactive management approaches.

The analytically derived governance approach for dealing with a complex distribution
context is accentuated by the product markets generally becoming more dynamic and complex,

making the approach of increasing relevance. A manufacturing firm that initially integrated
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forward under directional distribution, and implemented a governance structure applied to this
context, might be under mounting pressure to adapt this approach as market conditions become
more dynamic and complex. It is difficult to change an organization and evidence based on the
performance of forward integration from manufacturing firms into servitization supports this

claim. It is hard to turn these strategies into profitable business propositions.

Forward integration is challenged by the need to coordinate potentially important
interdependencies in a long-linked technology where specific business activities are connected
in sequential functions. Servitization attempts to integrate joint product-service packages where
manufacturing and service delivery constitute conjoint functions. However, the challenges of
these strategies have resemblances. Forward integration must be able to engage specific
distribution capabilities needed to accommodate the complex market conditions that require
specialized product features and service extensions. Firms that are unable to respond to those
market needs will fare poorly, whereas a firm that can adopt a complex distribution model will
fare better and outperform its peers. A successful forward integration strategy needs the ability
to acquire and deploy required service-specific resources, in addition to supporting them in a
proper organization structure. In either case, some of the critical success factors include two
things: a decentralized structure with distributed profit-and-loss responsibilities, and an
organizational culture conducive to symbiotic collaboration between manufacturing and

distribution services.

We have identified the theoretical shortcomings of an economics inspired theory of the firm
perspectives as guides for proper governance structures to deal with forward integration from
manufacturing towards sales and distribution. The related economic theories have not advanced
much over the past decade, and the corporate strategy literature no longer focuses particularly on
forward integration concerns. Nevertheless, the governance of forward integration remains a real
issue observed in practice among large contemporary manufacturing firms. The more recent
literature on servitization pinpoints the importance of developing unique value-adding
downstream services and observes comparable governance challenges to turn these efforts into
profits. This highlights the fact that while some fields of study have resigned the pursuit of
effective governance solutions to forward integration, the managers in important manufacturing

industries continue to make decisions where some of them seem to succeed while others do not.
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A promising line of future research could detail case-based analyses of both successful and
struggling integrated manufacturing firms. Determining the governance elements of successful
integrated manufacturing firms can help establish the frame for better solutions. Conversely,
understanding the mechanics of failure can help managers avoid moves in that direction. These
types of empirical studies can use the distribution typologies and their theoretical foundations
developed in this article as a backdrop to support future research with a potential to create new

valuable insights.
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ABSTRACT

The decision to internalize vertical business activities along the value chain is the topic
of a voluminous economic literature considering the dynamic requirements of end-users,
and the complexity of incentives to engage human resources and capabilities. The
guiding economic rationales for defining firm boundaries emphasize economic
efficiencies, economies of scale, minimizing transaction costs, and containment of
potential moral hazards through appropriate contractual arrangements. Empirical studies
confirm many of the theoretical rationales but also present contradictions and tradeoffs
that challenge the practical governance of vertically integrated business activities. These
challenges prevail under contemporary market turbulence that calls for effective
incentives to engage entrepreneurial resources and specific market intelligence, while
monitoring is very difficult and costly. In this context, this study provides deeper insight
into the governance requirements of modern forward integrated manufacturing firms.
The detailed case study of a representative company in the European automotive
manufacturing industry provides first-hand information about the governance challenges
of forward integration and their consequences. The study shows how internal corporate
structures and incentive systems affect the tradeoffs between economic efficiencies and
adaptive capabilities — all under changing international market conditions. The analysis
demonstrates that efforts to enhance economic efficiencies and reduce moral hazard
costs, without considering structures and incentives that engage specialized downstream
competences, can be costly. These findings provide needed nuance to our understanding
of effective integrative management approaches in dynamic complex markets where the

value-adding activities close to the end-users are paramount for corporate performance.

Key words: corporate strategy, competitiveness, coordination, forward integration,

incentives, innovation, authority.
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INTRODUCTION

Over the past thirty years, traditional manufacturers of capital goods have faced increasing
competition from low cost production and commodification imposed by increasing globalization
(Spring and Araujo, 2013; Wu et al., 2005). The scholarly advice to deal with this empirical
trend has been to integrate forward from manufacturing along the value chain into distribution,
including sales and other value adding services (Harrigan, 1986; Baines, 2015; Neely, 2008;
Wise and Baumgartner, 1999). The premise for this advice is indeed convincing. With the
service sectors growing in the global economy and making up more than 70% of gross value
added within the EU (EU Commission, 2017), intangible services generate significantly more
value than traditional manufacturing (Rungi and Del Prete, 2018). Various cases of global
manufacturing firms, e.g., ABB, Apple, Alstrom, Catarpillar, MAN, Rolls-Royce Aerospace,
Xerox (Baines et al., 2011; Baines, 2015) are used to exemplify companies that successfully
integrate downstream activities to deliver enhanced customer value. Yet, where forward
integration should increase profits, it is paradoxical that many manufacturing firms struggle to
turn the proposed strategic advantages of forward integration into improved business
performance (Benedettini, et al., 2015; Gebauer et al., 2005; Harrigan, 1986; Visnjic et al., 2013,
Visnjic et al., 2016). For example, a quick glance at the annual reports of MAN, a prominent
constituent in the group of the allegedly successfully integrated manufacturing firms, reveals
that the company has been unable to outperform its industry peers and turn the decision to
integrate forward into a competitive advantage. In other words, there is a noticeable discrepancy
between the general beliefs about the benefits of forward integration and the outcomes observed

in reality, which deserves further examination.

The literature on forward integration to advance value adding downstream market activities
point to product differentiation, better product-service configurations, improved customer
relationships, etc. as factors that will enhance firms’ competitive advantage (Lightfoot et al.,
2013). Important studies on manufacturers’ integration of downstream value adding activities
(e.g., Baines and Lightfoot, 2014; Bustinza et al., 2015; Gebauer et al., 2005; Oliva and
Kallenberg, 2003) all point to dedicated functions with specialized knowledge that arguably
create superior customer value. They also note the importance of measurable performance
indicators when decentralized business units operate as profit centers (Gebauer et al., 2005;
Oliva and Kallenberg, 2003). However, when large investments are committed in production

and R&D, as often is the case in traditional manufacturing firms (Galbraith, 1983; Tukker,
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2005), new challenging interdependencies emerge along the value chain (Thompson, 1967). For
a manufacturing firm this presents a radical change in the adopted business model (Gebauer et
al., 2010; Kindstrom and Kowalkowski, 2015; Teece, 2010) because the downstream value
adding activities previously operated by independent distributors now are integrated. Successful
integration then assumes that the new corporate hierarchy is more effective than the prior

contractual market transactions it replaces. Still, this might not always be the case.

Successful integration assumes that important value-adding activities along the value chain
are (more) effective and efficient when performed under common asset ownership. This relates
to the question of optimal firm boundaries as a main concern in corporate strategy. Empirical
studies on firm boundaries point to a variety of economic efficiency factors that influence the
integration decision (e.g., Bain, 1959; Barney, 1999; Connor, 1991; Demsetz, 1988; Grant,
1996; Nelson and Winter, 1982; Tirole, 1988; Wernerfeldt, 1984). Other studies focus on
minimizing transaction costs managed through contractual arrangements (e.g., Alchian, and
Demsetz, 1972; Coase, 1937; Holmstrom and Milgrom, 1991; Grossman and Hart, 1986; Klein,
Crawford and Alchian, 1978; Williamson; 1979, 1985). However, these boundary theories

generate conflicting integration arguments.

Transaction cost economics (Williamson, 1971, 1979, 1985) has often been used to reason
on the firms’ upstream boundaries, the make or buy questions, but ambiguity arises in the
discussions about forward channel integration and the integration of a downstream sales force
(Anderson and Schmittlein, 1984; Anderson, 1985; Brettel et al., 2010; Teece, 2010). The
theoretical rationales to determine downstream boundaries have mostly related to internalized
incentives and mitigating moral hazard (Brickley and Dark, 1987; Kalnins and Lafontaine,
2013; Lafontaine and Slade, 2007; Woodruff, 2002). Different perspectives point to specific
issues that can be resolved through integration, but at the same time uncover a number of
tradeoffs that make scholars argue for better consolidation of theories (e.g., Gibbons, 2010;
Holmstrom and Milgrom, 1994; Nooteboom, 2004; Williamson, 1998). The potential for
conflicting prescriptions arises when arguments for increased control (Coase, 1937; Simon,
1951; Williamson, 1975) point to forward integration, but property rights theory (Grossman and
Hart, 1986; Woodruff, 2002) and moral hazard concerns (Alchian and Demsetz, 1972; Baker
and Hubbard, 2004; Brickley and Dark, 1987; Kosova et al., 2013; Lafonatine and Slade, 2007)
advocate segregated ownership of assets. The conflicting advice is especially pronounced when
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the downstream activities depend on idiosyncratic resources and capabilities to generate value
(Kosova et al., 2013; Lafontaine and Slade, 2007; Lightfoot et al., 2013; Woodruff, 2002).
Hence, the governance of forward integration in manufacturing firms that incorporate more
complex downstream markets with related activities presents new intangible dependencies that
are difficult to manage effectively (Baines, 2015; Oliva and Kallenberg, 2003; Story et al.,
2017).

This illustrates, that while it is possible to create competitive advantage from forward
integration in ways that cater to the importance of downstream value adding efforts, it also
introduces new internal coordination challenges (e.g., Gibbons, 2010; Grossman and Hart, 1986;
Kosova et al., 2013; Lafontaine and Slade, 2007; Rosen, 1991). The various tradeoffs created by
a forward integration strategy requires a more complete understanding of long-linked
interdependencies, decision structures, and incentive systems — along with their effects on the
ability to add value from all the value chain activities. The advantages of an integrated
organization should derive from properly coordinated vertical business activities that improve
the competitiveness of the final products, reduce production and administrative costs along the
value chain (Arrow, 1974; Chandler, 1977; Coase, 1937; D’Aveni and Ravenscraft, 1994;
Williamson, 1971, 1975) with aligned incentives (Eccles, 1985; Holmtrom and Milgrom, 1994;
Jensen and Meckling, 1976; Klein, 1995; Riordan 2008). Nonetheless, stating this stringent
rationale is easier than executing things in the context of complex and technologically advanced
products that are sold to diverse professional buyers across dynamic international markets.
Hence, the observed discrepancies between (potentially contradictory) theoretical prescriptions
and corporate outcomes raise a highly pertinent question about how major manufacturing firms
actually govern the forward integration into distribution and sales under turbulent market

conditions.

Adopting a case study methodology is appropriate for such an inquiry to gain a deeper
understanding of highly complex real-life conditions embraced by conflicting theoretical
rationales in rapidly changing industry contexts (Welch et al., 2011; Yin, 2018). Hence, we
assume an idiographic perspective and examine the contextualized observations from a
representative company in view of particular theoretical rationales, as opposed to adopting a
purely a-theoretical approach (Levy, 2008). However, recognizing the constraints of theory-
guided study, we also apply a systematic inductive approach to derive concepts from the
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collected data with qualitative rigor (Gioia, et al., 2012) going back and forth between
observations and theory to ‘abductively’ improve our understanding of both (Dubois and Gadde,
2002). The case study of a major European manufacturing firm provides insights into the
challenges of forward integration into distribution, sales, services, and the logic assumed to

justify the use of certain governance instruments.

In this industry, both upstream manufacturing capabilities and downstream distribution,
sales, and service activities are considered important to create value and competitive advantage.
This market context is comprised by complex technical products sold to very demanding
customers operating in dynamic markets representing what is referred to as complex distribution
(Bering, 2020a). The economic rationales for forward integration in this industry argue for value
creation from differentiated products that satisfy specific customer needs and relationships (e.g.,
Baines et al., 2007; Lightfoot et al., 2013; Mathieu, 2001; Oliva and Kallenberg; 2003). The
case study explores how this representative manufacturing organization governs its forward
integration platform and product distribution efforts towards the final users in the market. The
generated insights offer a contextualized explanation for the choices made to govern forward
integration in a large incumbent firm, and the differential performance outcomes across peers in

the industry that derive from this.

The remainder of the article is structured as follows. First, we present the key theoretical
rationales that inform the case study of forward integration, introduce the applicable complex
distribution context, and discuss contractual arrangements between manufacturing and
distribution. Then we outline the empirical study on governance of forward integration in the
identified manufacturing firm presenting the qualitative study and its findings. Finally, we

summarize the results and discuss the implications of the acquired insights.

BACKGROUND

Manufactured products can take different forms and provide possibilities for amended use
among various buyers before they reach the markets for the final users; this is mediated by
downstream sales and distribution activities. A manufacturer of intermediary products that
provide standard components to adjacent downstream markets for use in different final products

will face low requirement for investments geared towards specific downstream customers.
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Conversely, when the manufactured products are for sale to fulfill specific needs of downstream
end-users, there is a need to coordinate investments and efforts with the distributors that fulfill
important sale and service activities. The manufacturer and distributors invest in specific assets
and resources that hold a higher productive capacity in the specific trading relationship,
compared to the second best alternative use. The implied asset specificity is said to generate
incremental income, or quasi rents (Klein, Crawford and Alchian, 1978; Williamson, 1979,
1985). In other words, when the demand for the manufacturer’s products depend on value
adding features in the adjacent downstream market, the relationship to the distributors become

increasingly important.

In a long-linked technology, one activity in the value chain depends on successful
completion of adjacent activities to produce, add value, and distribute the final output
(Thompson, 1967). When long-linked value chains develop asset specific interdependency, we
can distinguish between two representative types of manufacturer-distributor conditions referred
to as directional and complex distribution contexts respectively (Bering, 2020a). These two
distribution contexts contains differences in the needs of end-users’ aspects that are to varying
degrees unknown to the value chains driving force, the manufacturer, and where codification of
adjacent business units activities and product features are difficult (Bering; 2020a; Gereffi et al.,
2005, 2018).

Under directional distribution, the business model’s value creation (Teece, 2010)
predominantly derives from the manufacturer’s resources and capabilities embedded in the
tangible product. The product alterations made by the downstream distribution are relatively
simple and designed to support the manufactured tangible product (Mathieu, 2001; Tukker,
2004), and are often comprised in traditional franchise arrangements (Lafontaine and Raynaud,
2000; Lafontaine and Slade, 2007). Under complex distribution, the cooperation between
manufacturer and distributors is more demanding because the intermediary product of the
manufacturer requires additional engagement of resources and capabilities from the distributors
(Mathieu, 2001; Neu and Brown, 2005; Spring and Araujo, 2013; Story et al., 2017; Tukker,
2004). The distributors now engage in extending the long-linked technology, where special
customer requirements linked to the product complexity, are satisfied using the distributors’

idiosyncratic resources (Nooteboom, 2004; Thompson, 1967).
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When the long-linked interactions no longer are simple arm’s length transactions, but
enhance asset specific investments capable of generating quasi rents, they become exposed to
hold-up; this is where opportunistic behaviors from partners may seek to appropriate the quasi
rents (Klein et al., 1978; Williamson, 1979). In the case of forward integration, opportunistic
distributors can appropriate the manufacturer’s profits from the specific nature of investments
with a high degree of plasticity, reflecting a wider range of investment options and information
asymmetry (Alchian and Woodward, 1978; Gibbons, 2005, 2010). This entails two types of
transaction costs. Asset specific investments can be vulnerable to hold-up where quasi rents are
appropriated (Klein et al., 1978; Williamson, 1985) or to moral hazards (Alchian and Demsetz,
1972; Salanié, 2005) where quasi rents are diluted as distributors shirk on efforts that are
difficult to monitor. When asset specific investments have low plasticity, they are vulnerable to
hold-up but are immune to moral hazard if the associated monitoring is easy. In contrast, when
the effects of efforts are difficult to detect, asset specific investment, or ‘plastic’ assets, can be
vulnerable to hold-up as well as moral hazards (Alchian and Woodward, 1988). In short, proper
integration of business activities can offset appropriation of quasi rents, whereas specific
investments in plastic assets remain exposed to moral hazards (Alchian and Woodward, 1988;
Gibbons, 2005, 2010). These concerns are typically considered in the contractual arrangements

between interacting entities.

In the context of directional distribution, the business model builds on the manufacturer’s
product attractiveness in the market for the end-users. The distributors’ transformation of the
manufactured product offering is simple. In combinations with services, the distributors aim to
support the sale of the manufactured product, and therefore do not challenge the knowledge and
capabilities residing inside the manufacturer. The codification of product specifications and
related distributor investments is relatively easy for the manufacturer to accomplish (Bering,
2020a; Gereffi et al., 2005, 2018; Mathieu, 2001; Tukker, 2004). The efficiency of distribution
therefore depends on contractually defined investments where asset specificity and human effort
add to the generation of quasi rents. The business model offered by the manufacturer must give
the downstream distributors incentives to invest in mutual asset specificity that exceeds the
distributors’ opportunity costs (Klein, 1995). The provisions that the manufacturer provides to
promote this are usually made by giving access to the product brand and offering a price

sufficiently low to allow the distributors to profit from on-selling the products.
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Investment requirements in asset specificity under directional distribution can be
considerable and represent an opportunity for the distributors to hold-up the manufacturer by
haggling over the required investments. Empirical studies of forward integration identify the
importance of asset specificity, but also the plasticity of investments related to moral hazard
exposures (e.g. Andersen and Schmittlein, 1984; Baker and Hubbard, 2004; Brickley and Dark,
1987; Brickley et al., 2003; Lafontaine, 1992). Hence, the manufacturer will seek to protect the
provisions used to incentivize distributor investments in asset specificity. This is accomplished
through use of self-enforcing mechanisms that seek to internalize the opportunism of moral
hazards (Klein, 1995; Kalnins and Lafontaine; 2013; Lafontaine and Raynaud, 2000). The
contractual terms therefore seek to link the distribution of profits to outputs when there is an
accurate measure of inputs (Anderson and Schmittlein, 1984; Anderson, 1985; Lazear and
Gibbs, 2014) or impose a possibility of losing access to the share of the manufacturer’s quasi
rents (Klein, 1995; Lafontaine and Raynaud, 2000). This leads to a governance regime where
economies and interdependencies between manufacturing and distribution are coordinated under
the manufacturer’s authority — using instruments like planning and standardization (Thompson,
1967).

When market conditions commensurate with complex distribution, distributors are required
to assume a more entrepreneurial value-adding role (Baines and Lightfoot, 2014; Bering, 2020a;
Neu and Brown, 2005; Woodruff, 2004) that increase the complexity of interdependencies
between the manufacturer and distributors (Thompson, 1967). The manufacturer’s intermediary
product now appears more unfinished, and the bridging role of downstream distributors to
satisfy final customer needs requires the engagement of different resources and capabilities
(Nooteboom, 2004; Story et al., 2017; Teece, 2010). This reflects situations of complex business
activities and transactions linked to specific resources and capabilities between interdependent
parties (Bering, 2020a; Gereffi et al., 2005, 2018). Under complex distribution, the manufacturer
must offer the downstream distributors a product input that holds potential for the distributors to
earn quasi rents from the added value related to their own asset specific investments (Klein et
al., 1978; Williamson, 1979). This includes investments in intangible assets like specific
knowledge and processes, in addition to an entrepreneurial mindset that can extend the value of
the manufactured product. These extended activities are based on specific resources and
knowledge that are difficult to codify and transmit through the standardized coordination

mechanisms and formal governance structures (Bering, 2020a; Gereffi et al., 2005, 2018; Jensen
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and Meckling, 1990). These conditions also reflect downstream distributors that operate in a
demanding multitasking environment (Holmstrom and Milgrom, 1991; Shepard, 1993; Slade,
1996).

The dual (upstream and downstream) locations of (and investment in) relevant resources and
competences change the nature of the interdependencies between the manufacturer and the
distributors from being purely sequential, to also being reciprocal (Thompson, 1967). Hence,
the upstream manufacturer and the downstream distributors are mutually affected by various
externalities, but also depend on the specific competences and resources of each other as the
means to enhance their joint competitiveness. This distributes the responsibility to resolve and
coordinate interdependent entrepreneurial and instrumental challenges that are linked to changes
in market conditions and product complexity more evenly between the manufacturer and the
distributors (ibid). The more complex distribution conditions make the manufacturer dependent
on updated market information from the downstream distributors. This relates to both the
manufacturer’s own product innovation and the distributors’ investments in intangibles, like
knowledge specific competencies and entrepreneurial efforts closer to the end-users. It also
makes the contractual codification of product elements and processes very difficult and costly
(Bering, 2020a; Gereffi et al., 2005, 2018). However, this complexity of interdependent
relations also makes it challenging to obtain accurate price information in the markets for end-
users; this makes the profit sharing arrangements vulnerable to manipulation and misuse of

asymmetric information.

The mutual interdependencies between manufacturing and distribution — and higher reliance
on downstream entrepreneurial activities — have been subject to empirical studies. One
perspective is that the increasing plasticity of asset specificity makes it difficult for the
manufacturer to tie the distributors’ measurable efforts to outputs, and as a consequence the self-
enforcing contracts lose their corrective functionality (Raynaud and Lafontaine, 2000). This
means, that the plasticity of asset specific investments becomes a threat to the sharing of quasi
rents. This shifts the focus from monitoring moral hazards to incentivizing the different
constituents as residual claimants of their own private efforts (e.g., Baker and Hubbard, 2004;
Brickley and Dark, 1987; Brickley et al., 2003; Kosova et al., 2013; Lafontaine and
Bhattacharyya, 1995; Norton, 1988; Oliva and Kallenberg, 2003, Woodruff, 2002).

The increased importance ascribed to incentivize downstream entrepreneurial efforts in

complex distribution uncovers a need to consider different contractual mechanisms. The
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asymmetric nature of information and knowledge between the manufacturer and the distributors
makes it difficult to align the interdependencies in explicit coordination mechanisms, like
planning and standardization. This ultimately leaves the contracts incomplete (Williamson,
1985); many elements in reality are difficult to meter and non-contractible when distributors are
forced to prioritize between activities (Holmstrém and Milgrom, 1991). Hence, the
manufacturer is no longer able to exercise control over the distributors’ investments, but must
rely on mutual coordination of reciprocal interdependencies (Thompson, 1967). This relates to
the distribution resources and competences like service oriented entrepreneurial capabilities
(Brickley and Dark, 1987; Gebauer et al., 2005) that often represent non-contractual intangible
investments (Grossman and Hart, 1986; Woodruff, 2002). Therefore, the contracts must
incentivize the distributors as residual claimants to their own tangible and intangible assets, and
future returns from their value creating entrepreneurial activities (Lafontaine and Raynaud,
2000).

This discussion of contrasting types of distribution, directional and complex, makes it clear
that the decision of a manufacturing firm to integrate forward into distribution presents different
governance challenges dependent on the prevailing market context. As manufacturing firms
move towards conditions of complex distribution, the integration challenges become
increasingly indeterminate without easy solutions. Empirical studies find that forward
integration can provide competitive advantage but the success rates in achieving this remain
rather low (e.g., Benedettini et al., 2015; Gebauer et al., 2005; Neely, 2008; Harrigan, 1986;
Visnjic et al., 2016). This illustrates that complex distribution contexts require different

integration approaches, therefore presenting a new governance challenge (Bering, 2020a,b).

To better understand how contemporary manufacturing firms deal with this challenge, this
article poses the research question of how manufacturing firms govern forward integration in an
increasingly complex distribution environment where manufacturers seek to differentiate
products to customer specific needs and gain competitive advantage. Given the sometimes
conflicting economic integration rationales — and observing that different firms operating in the
same manufacturing industry pursue different business models with different outcomes — we

also seek to uncover why certain firms govern forward integration the way they do.

165



CASE STUDY

When different boundary theories do not always provide the same ex post incentives
(Holmstrom and Milgrom, 1994) this suggest that it is important to understand how
manufacturing firms actually govern their integrated distribution activities. To study this
phenomenon of governance between manufacturing and distribution in its wholeness, a case
analysis is appropriate (Flick, 2014; Welch et al., 2011; Yin, 2018). A case-study approach in
particularly relevant when the context influences the governance choices in ways that are
difficult to identify and isolate, and that cannot be manipulated to resemble a natural experiment
(Yin, 2018). We use multiple primary and secondary data sources to inform the case study
thereby strengthening construct validity and rigor (Gioia et al., 2012; Yin, 2018). The primary
data sources are interviews conducted with corporate actors at different hierarchical levels,
functional areas, and geographical locations. In addition, various internal archival data as well as
external analyses and reports provide complementary information. We cannot claim ignorance
to prior knowledge about the phenomenon under study and believe that an initial framing of key
issues can help guide the inquiry, where the collection of qualitative information provides a
basis for inductive findings (Levy, 2008; Reichertz, 2014). Therefore the case study does not
pursue grounded research (Strauss and Corbin, 1998) in its pure form, but is partially framed by
the prior theoretical insights about essential challenges associated with long-linked forward
integration. The adopted methodology uses a systematic approach that gets from the collected
data towards theoretical themes with aggregated dimensions to describe the governance
approach often referred to as the ‘Gioia method’ (Gioia et al., 2012; Saldafia, 2016; Wenzel et
al., 2019).

Case selection

The European truck industry is representative of forward integration in manufacturing and a
major player in this industry (the ‘Case Company’) agreed to participate in this study. The
European truck manufacturing industry is capital intensive, mature, and highly competitive. It
experienced a major consolidation phase in the 1970s and 1980s. The expanding internal
markets of the European Union with harmonized legislation and technical standards on

emissions, vehicle weight, sizes, load capacity, axle configuration, etc. led to increased cross-
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border trade. The barriers to protect small national manufacturers were removed and players that
lacked scale and product quality went bankrupt or were acquired (e.g., Bedford, E.R.F.,
Hanomag, Leyland, Magirus, Pegaso, Saviem, OM, O.A.F.). Today the European truck
manufacturing industry consists of 7 major brands, owned by 5 major public companies, DAF
(PACCAR), IVECO (CNH/FIAT), MAN and SCANIA (VW), Mercedes (Daimler), Volvo
Trucks and Renault (VOLVO Group). Initially the truck manufacturers relied on a network of
independent entrepreneurs to import and provide selling and servicing activities to the final
users of trucks in the local markets. However, during the 1980’s, some manufacturers started to
integrate forward by first taking over major import companies and later acquiring distributors
catering to the final users. Among the five competitors, the American owned DAF is least
integrated, Mercedes and IVECO have divested some distribution activities, whereas Volvo,
SCANIA and MAN are considered the most integrated manufacturers.

The truck manufacturing industry predominantly represents business-to-business
transactions with customer size ranging from single owner-drivers to large transportation
companies with more than 10,000 trucks in the fleet. The trucks cater to multiple customer
segments that differ in technical complexity; the degree to which the products from the upstream
factory are ready for final customer delivery including services during its life cycle. Trucks sold
to large standard fleet owners (e.g., DHL, Kuehne & Nagel, FERCAM, etc.) are technically
more standardized and simple and require less downstream value adding activities whereas
specialized users may require more technically complex chassis configurations like multi-
traction and steering systems, mounting of concrete mixer, crane, and tipper systems. These
downstream product adaptations and add-on services require different resources and
competences among the distributors before the products are delivered to the final customers. At
the same time this presents a higher revenue and profit potential due to demanding use and

longer lifetime.

These industrial products may have a lifetime of more than 20 years with multiple owners
along the way who demand effective services to keep the trucks operating economically. They
expect quality consultancy from the distributor as important elements in the buying decision and
subsequent later services. The add-on services can, to some extent, be standardized by pooling
horizontal and vertical value chain activities, but often rely on factors that are hard to describe;
this includes relationships, trust, entrepreneurship, specific knowledge and expertise that can

differentiate the individual distributors. The basic elements of product development and

167



manufacturing like engine capacity, weight, suspension types, etc. are parameters considered by
the upstream factory based on own engineering and production competences. They may be
independent from the distribution differentiation. However, when new market trends and
customer demands arise in the downstream end-user markets, the factory relies on
communication and cooperation with the downstream distributors as the receptors for new

market developments.

The product market for final users is a dynamic business-to-business environment with
frequent interactions and recurring transactions, from buying the trucks to subsequent repair and
maintenance relations. A country managing director (interview 66) responsible for national sales

in the Case Company expressed this dynamic in the following way:

“I just had a meeting with a huge customer who runs a couple of thousand trucks ... he
said clearly, ‘Actually, I don't care what truck I'm driving - the truck needs to be fit for
purpose. And the service needs to be there. And the spare parts availability needs to be
fine. Service 24[emergency service]’ ... it's not [about] having the best products. You can
build the world's best truck in the world, every truck or bus or van has eventually an issue
.. it shouldn't be production or engineering-focused. It needs to be customer, operator-

focused”.

This presents an emerging industry dynamic where the increasing importance of downstream
entrepreneurial activity and customer responsiveness constitutes a complex distribution context.
This industry setting has also been used in studies (Baines et al., 2009; Baines and Lightfoot
2014; Bustinza et al., 2015) of advanced servitization in manufacturing firms and reflects

prevailing market conditions.

The Case Company has an annual production of more than 80,000 units, with revenues in
excess of 10 billion Euros, return on sale slightly above 3% and approximately 38,000
employees. The company’s historical roots date back more than a century. It is widely
recognized in the industry for high quality and major engineering innovations embedded in the
tangible features of the manufactured product. The Case Company traditionally has relied on its
engineering and manufacturing resources and capabilities to stay competitive in the face of
increasing pressures from end-users to deliver more customer-oriented solutions. However, it
has struggled to contain large fluctuations in sales volume and profits over the past 15 years

with mediocre customer satisfaction reviews compared to industry benchmarks. The company
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suffers from an image, referred to as a ‘grey mouse’ by people in the industry due to a lack of
distinctive product features and service offerings. The corporate headquarters has taken
initiatives to address this situation for more than a decade but only to realize marginal

improvements.

The decision to integrate forward was initiated in the early 1980s after wars in the Middle
East and the second oil crises adversely affected lucrative markets outside of Europe, e.g., in
Iran, Irag, Nigeria, and Syria with sizeable large-batch buyers of trucks. The Middle Eastern
markets almost disappeared overnight and left the company to rely on its home market and other
European markets. The export to other European countries was accomplished through private
entrepreneurs who invested in local sales and service organizations. These private entrepreneurs
were often financially weak, and since they prioritized return from their own investments, this
created conflicting goals as the Case Company needed volume to gain economies of scale. As a
consequence, the company embarked on a strategy of forward integration (Figure 1) and today
the company has own representations in almost all European countries and some major overseas

markets.

169



Governance
challenges: Lack of
value added to
products, increasing
price pressure, low
product
differentiation and
customer orientation.

Increased focus on volume
growing tractor commeodity
market

wE o B2 aom o B om
o O opa e o

Forward integration based on Industrial Organization rationales:
Economy of scale and scope, direct access to customers.

‘ Major product complexity related technical mnovations
| |

1900 1970 1980 1990 2000 2010

v

EU harmonization oflegislation and increasing transportation across national borders

Consolidation within the truck manufacturing industry |

[ = - C R - CRE

Chocks from ol crisis and wars in Middle East |

w B o 2 oama o @m

Industry wave of forward integration but also disintegration within
selected makes and markets

Successful mdustry players manage to differenfiate thewr
value offering through increasing customer orientation

Figure 1. Case Company Developments in the Truck Manufacturing Industry 1900-2020

The value chain has manufacturing at corporate headquarters (HQ) acting as a profit center
selling trucks and spare parts to the HQ Sales and Service (HQSS) who in turn sells to the
downstream distributing entities in the countries. These national sales organizations sell directly
to the final customers through wholly owned dealers or through private capital dealers who
invoice the customers. The HQSS holds authority over the downstream distribution entities that
act as sequential profit centers, buying from HQSS and invoicing the final buyers. The transfer
of goods is mandatory and the wholly owned distributors cannot buy from outside suppliers if
manufacturing is able to supply — unless there are (very) good reasons for it. Exceptions mostly

relate to non-original parts, including things like batteries and tires or special customer demands.

170



The decision to integrate forward into the import business of own products in selected countries
and later into distribution to the final users introduced new governance challenges. A director
(interview 12) with over two decades of experience both at headquarters and in country
organizations expressed these interdependencies characterizing the entrepreneurs as acting like
‘kingdoms’ (as perceived by the headquarters) using asymmetric information to their advantage

and creating moral hazard issues:

“The local management [..] really developed the country with an entrepreneur start. Going
with the different dealerships ... it was really a local strategy, let's say that ... when they
needed money or decisions, they were coming to HQ asking for approval ... they had direct
contact to the board ... we had local kingdoms, yeah ... this is one of the disadvantages of

this strategy ... Everybody goes on his own.

Well, it was always a discussion ... you sent your draft, and then it came back ... the
planning process in the past was not a most efficient one because there were several process
steps ...you presented your first draft. It was sent to [HQ]. Then [HQ] said, No ... then,
sometimes we'd get [..] information from the different business units in Germany, saying no,
but you should achieve this market share. So, you adapt you're planning again ... the whole
process took six to eight months.

Obviously, if you have profits, it's easier to discuss. But the annual profit was discussed in
the annual year-end meeting ... If they had to make more provisions on things ... then,
obviously, the money went away, but it gave you more flexibility for the next planning in
order to have higher spending. That was part of the next negotiation ... this was the

procedure.

I remember very well when Mr. [name] in former times went to HQ he had very good
results. So, obviously, HQ wanted to achieve more results. So there was always the
discussion we keep the provision or we don't ... it was kind of taking precautionary

measures having this reserve for the local company.”

These quotes identify several interesting points. They illustrate how effects of asymmetric
information and authority where local management makes concealed provisions to meet the
expectations at headquarters (Zimmerman, 2011). They also explain why headquarters began

investing in IT systems to standardize processes and create transparency on local performance.
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It reflects the tensions between market-oriented entrepreneurial efforts and a corporate

requirement to increase sales as the essential elements the governance has to accommodate.

Data Collection

To sample data for our research, we first familiarized ourselves with the industry value chain in
European truck manufacturing with particular focus on the Case Company (Figure 2). We used
this to identify organizational functions, locations, and responsibilities and relevant individuals
within them as informants to explain how the company integrates forward into various countries
to reach the end-users. We gathered data from guided interviews with informants in different
HQSS functions and from distribution organizations in nine European countries. The interviews
were conducted between 2015 and 2018, and secondary archival data was gathered throughout

the period including longitudinal data spanning the period 2005-2018 to corroborate findings.
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Figure 2. The Corporate Value Chain from Manufacturing to the Final End-Users
[the study collects primary data from HQSS and local sales and service entities within the ‘red box’]
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The interviewees selected for primary data collection are located in business functions that
represent the interface between HQSS and the national organizations, including managing
directors, finance directors, sales directors, after sales directors, marketing directors, product
managers, and business development managers. To protect the anonymity of interviewees and
obtain honest feedback, we issued non-disclosure agreements with all participants. The
interviews were semi-structured with an average length around one hour. All conversations were
recorded and transcribed for subsequent coding. Secondary archival data was obtained from
various sources like consulting analyses, management presentations, customer surveys, industry
reports, observations from internal meetings, and email correspondence (Table 1). We

conducted a total of 22 interviews at HQSS and 43 interviews at national distribution and sales

organizations.

Company A General data source overview
HO Sales and Service
Number of interviews Positions Organizaticnal unit
22 [total)
1 CEQ/Board member General Management
4 Senior Vice President General Management, Sales, After Sales,
5 Vice Presidents General Management, Finance, Sales, After Sales,
B Directors General Management, Business Development,
5] Managers sales, After Zales, Business Development, Finance
Distribution
g Countries
Number of interviews Positions Organizational units
43 [total)
16 Vice President/MD/FD General Management, Finance
18 Directors Sales, Finance, General Managemet
7 Managers Zales, Finance, Business development
2 Owners Private Capital partner
a4
Archival Data
Numbers Sources Focus
58 e-mails Governance related issues
41 Presentations (Power Point and catalogs)|Summits, business reviews, country strategy plans ect.
15 Strategic programs Programs intented to bring organizational and structural change
1 Consultancy report Focusing on analyzing company "hot topics”
2 External statistical data Market share and customer satisfaction surveys
1 Incentive schemes Country management incentive structure
50 Observations Own observations related to governance
1 Presentaticn Transfer pricing change implementation
1 Meeting HO and country A discussing governance frustrations
13 Annual Report Profit and volume development

Table 1. Primary and Secondary Sources of the Sampled Data

We developed guiding research questions (Table 2 in appendix) based on key issues

identified from prior reviews of the extant literature on forward integration rationales included
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in a research protocol. This was expressed in an interview guide with corresponding open-ended
questions structured around four hierarchical focal areas or topical categories: 1. Knowledge,
delegation, structure, and coordination, 2. Incentives and pricing of intra firm transactions, 3.
Use of authority and performance monitoring, and 4. Innovation and organizational dynamics.
The interviews departed from the guidance, but open-ended questions with room for new
insights about the governance approach was adopted after the decision to integrate forward. The
primary data collection from semi-structured interviews used similar questions across levels and
functions along the value chain, employing certain filters to pose functionally relevant questions
at the individual interviewees (Table 2 in appendix). The secondary data was obtained from
inquiries about the means (meetings, presentations, IT systems, etc.) used to govern (coordinate)
the value chain interdependencies, and then sharing internal communication like emails, reports,

and surveys under the non-disclosure agreements.

We used NVivo as qualitative data analysis software to code the data and structure the
information from different sources. The first step in the coding process was to assign attributes
to each primary and secondary data source. This allowed us to assess the information across
organizational origins and make comparisons between HQSS, national distribution companies,
country locations, functional units, hierarchical positions, and type of information (interviews
vs. archival data) (Table 1 and Figure 2). We adopted a multiple case design (Yin, 2018)
contrasting data between HQSS and national distribution, between country organizations,
operational functions, and hierarchical levels. Using a combination of primary and secondary
sources provided triangulation of information to enhance consistency and validate observations
(Flick, 2014; Yin, 2018).

Data analysis

For the initial coding cycle, we categorized dialogues based on the topic discussed to form our
overall understanding of the research questions (Levy, 2008; Saldafia, 2016). From the
transcribed interviews we applied a lumping technique together with simultaneous coding
(Bazeley and Jackson, 2013; Saldafia, 2016). There were several reasons for this. As we started
the interview process and performed the initial coding, we realized that the interviewees did not
perceive the guiding categories in a strict manner as suggested by the protocol and questions

(Table 2, Appendix). This allowed an answer like (Interview 7) “and then, of course, you have
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this funny system of transfer prices, yeah, which leads to the fact that you do make some
decisions locally which are wrong for the [corporate] organization” to be lumped and coded
simultaneously as a description related to category 1 (due to the coordination and responsibility
element) as well as to category 2 (due to the transfer pricing element). Interviewees often gave
lengthy and rich answers (e.g., 2-7 minutes) revealing multiple issues and reflections on origin,
relatedness and causality even jumping back and forth across several of the guiding categories.
Hence, the lumping technique in this initial cycle allowed inclusion of larger parts of the

dialogues providing a richer understanding of interviewee answers and their contexts.

From the initial four categories, we inductively coded the interviewees’ perceptions of the
studied phenomenon(s). In this first inductive coding process the vast amount of descriptive
information was then compressed into first order concepts (Figure 3). In doing so, we generally
adhered to the phrasing and expressions used by the interviewees (Gioia et al., 2012; Wenzel et
al., 2019). This process of reviewing and recoding the first order descriptive concepts within the
four categories was a constant work in progress during the entire data gathering phase. To help
this concept coding, analytic memos and annotations were used to support other relevant
considerations in the coding process. While memos were made right after the interview,
annotations were made during the phase of transcribing the interviews which incorporated both
audio and transcribed inputs to capture pauses, thoughts, clarification, etc. In this coding cycle,
we were surprised by the consistency among interviewees at headquarters and national
distribution entities where answers pointed to the same issues regarding how governance
actually was performed in practice and how it led to misaligned coordination, which has been

recurring issue in the company for two decades.
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1st Order Concepts

2" Order Themes

Aggregated Dimensions

= Volume first priority
* HQ holds authority to push volume targets through
* Coordination by planning and standardization

1. Distribution satisfying
manufacturing's prioritization of effort

* Production focus

= Great engineering without customer orientation

= Headquarter not receptive to inputs regarding market trends
= Manufacturing prioritizing own efficiency

2. Value is created from resources and
capabiliies in mamifacturing (Upstream
Center of Gravity)

= Distribution both a profit and revenue center (negative margins)

= Forward integration avoids “double marginalization” and increases
price competitiveness

= Distribution notfocused on creating profits

= Volume achievement forgives own poor financial performance

3. Formal role of Distribution more a
revenue certer than prafit center

= HQ does not trustdistribution

* Distribution uses higher margins to reach targets

* HQ uses transfer prices used to appropriate profits from distribution
* Unachievable targets delegated distribution

4. Hedging against moral hazard inside
distribution .

* HQ no business understanding—{planning and control)
* KPlIs do not capture market complexity
* Distribution prioritizing effort on measurable targets

* HQ directs and controls efficiency through different instruments (e.g.,

IT, budgets, business review meetings)

5. Distribution steering and KPT's focus
mainly on distribution efficiency

* No authority indistribution to develop value

* HQ top down planning

* HQ exercises authority thorough property rights and hierarchy
* Distribution not committed to delegated targets

6. HQ using formal authority for
driving efficiency

* Country incentive intensity low — all about aggregated results of HQ
* Focus on measurable performance, not on customer needs

* Distribution acts short-term and sacrifices long term value creation

* HQ is pushing short-term targets sacrificing long-term development

7. Weak entrepreneurial incentives in
distribution as residual claimant to own
value creating effort

1.Industrial Organization
Governance

2. Costs efficient
distribution

3. Low Distribution
Entrepreneurial Effort

Figure 3. Inductive Coding from 1% Order Concepts to 2" Order Themes and Aggregated

Governance Dimensions

The next step in the data analysis was to move from the interviewees’ initial descriptions
and categories towards a more theoretical grouping. The data codes that in the first cycle were
grouped into concepts based on resemblance in nature and character were now analyzed and
compressed into more abstract themes aimed to unify the information around a meaningful
whole. This was done by employing theoretical perspectives that offer explanations on what is
going on (Gioia et al., 2012; Saldafia, 2016). At this stage we went through several (re)coding
(Saldafia, 2016) cycles going back and forth between the 1% order concepts, using primary data
against secondary supporting data, to identify and establish 2™ order themes. This cycle led to
the identification of seven theoretical themes all related to the governance of interdependencies
between manufacturing and the integrated distribution entities. In relation to the research
question and the associated interview protocol, this part of the analysis aims to answer how a

manufacturing firm governs forward integration. This analytical cycle inevitably addresses the
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interdependencies between manufacturing and distribution as described under the complex
distribution scenario. It also considers how the four hierarchical focal categories explain the

governance approach adopted by the company.

The 1% order concepts derived from the interviews and the generation of 2" order themes
were finally agglomerated into three major dimensions. This last stage of the analysis was
inspired by previous analyses that offer seven theoretical themes (Braun and Clarke, 2006;
Saldafa, 2016), describing how manufacturing firms govern forward integration into
downstream distribution in a complex distribution environment. Using empirical data and theory
to distill aggregated dimensions of the studied phenomenon reflects the transition towards an
abductive form (Dubois and Gadde, 2002; Gioia et al., 2013; Welch, 2011) to address the why in
the research question. In doing so, we acknowledge that the last of the three aggregated
dimensions captures an (unintended) outcome of the governance approach adopted by the

company.

The following section provides selective transcripts from the interviews (Table 2, Appendix)
used to develop 1% order concepts and the transition to 2™ order themes and finally illustrating
the specification of aggregated governance dimensions and the theoretical aspects related to
them as outlined in Figure 3.

FINDINGS

The analysis of collected data (Figure 3), the categorization into concepts, further condensation
into seven 2" order themes, and finally collated into three aggregated dimensions describe the
reasons (‘why’) the company governs forward integration the way it does (‘how’). The
rationales are to (1) optimize the industrial organization (scale and scope economies), (2) drive
an efficient distribution (minimize transaction costs), and (3) observing a low entrepreneurial
effort in the distribution (an unintended effect). While the company for many years relied on
superior manufacturing capabilities to secure competitiveness in the consolidated truck
manufacturing industry, new challenges emerged as the market conditions moved toward a
complex distribution context. In the market for trucks, the customers increasingly demand
flexible offers from their suppliers in terms of solutions adapted to optimize the long-term value
to be derived in use of the purchased products (Baines et al., 2007). This means that it is no

longer enough to manufacture a durable truck that is reliable, but the trucks should now also
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meet the customers’ demands for tangible and intangible value offerings. In a complex
distribution context where advanced services rely on the entrepreneurial engagement of
distributors to identify and deliver on emerging customer needs, it is difficult to contract and
accurately measure the performance of distribution (Alchian and Woodward, 1988; Brickley and
Dark, 1987; Grossman and Hart, 1986; Oliva and Kallenberg, 2003; Woodruff, 2002). This has
implications for management’s ability to evaluate moral hazards and proper incentives (Kalnins
et al., 2013; Kosova et al., 2013; Lafontaine and Slade, 2007; Zimmerman, 2011).

First aggregated governance dimension.

The first governance dimension refers to the traditional manufacturing rationales often found in
the industrial organization literature, including concerns about economies of scale and scope
(e.g., Bain, 1968; Pindyck and Rubinfeldt, 2009). While scale and scope economies are less
important today than a century ago (Teece, 2010), it is still important for large manufacturing
firms to meet certain volume thresholds and make them competitive in industries with large
upfront investments in R&D and production facilities. The derivation of 2" order governance
themes notes that distribution must honor the manufacturing priorities for sales volume where
manufacturing (at headquarters) dominates and distribution entities effectively act as revenue

centers. This aggregated dimension is expressed as industrial organization governance.

The first (1* order) governance theme is the major role imposed on distribution to
secure that the necessary output is generated in the market. This theme expresses the
planning considerations and corporate budgets at the manufacturing headquarters with a primary
focus on volume. Firms that use weak incentives following integration (e.g., Simon, 1951;
Williamson, 1975) are often perceived superior in their ability to cope with adverse selection in
a multi-tasking environment like complex distribution (Holmstrom and Milgrom, 1991, 1994).
But, the reality of the Case Company is very different as it turns to manage the downstream
distribution and sales efforts. While both the headquarters and distribution acknowledge the
need for a customer focus, the forward integration and ownership of distribution has reduced the
incentives to adopt a customer-focused approach. This leaves the primary task of distribution to
protect the economic efficiencies of manufacturing sealing it off from market turbulence and

fluctuations in demand (Thompson, 1967).
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A country managing director (interview 11) stated that the volume targets were always
derived from some projected production scale calculations that were “dead given” to avoid
major cost problems. He explained: “that is always a purely one-way dialogue, a one-way
monologue. They are doing this “guidance standards”. They are doing everything. They are
trying to standardize everything, everywhere ... but there is not enough flexibility in the system

to adapt to the local flavors.”

This dynamic is clearly visible in the focus at headquarters. As a vice president (interview
33) put it: “I think it has to do with the focus from the factory, from [HQ city], has not been on
retail. It has been on selling as many trucks as possible and selling as many parts as possible.”

Another senior executive at the headquarters (interview 9) explains “l think it's mostly
driven because of the history [of the company] | think. It's still a production company.” This
view is further echoed by a finance director of a country (interview 7), “nothing has changed in

the last 20 years.”

This lack at headquarters to consider downstream activities is visible from the views
expressed by a financial manager (interview 2). He said “that production had the power to tell

distribution, we need to produce ‘x” amount of vehicles to be efficient, so please go sell.”

A vice president (interview 9) at headquarters describes business review meetings as
“steering the distribution where the countries are told what the goals are that they must adhere

2

to

The second (1™ order) governance theme relates to the perception at headquarters that
value is created by manufacturing and engineering resources and capabilities. Our inquiry
shows that the company delegates responsibility to distribution to pursue ambitious sales goals
with limited resources allocated to accomplish this. Resource investments in distribution
activities are made predominantly to exploit the operational capacity and less to develop
additional value creating capabilities and competences (March, 1991; Kindstrom and
Kowalkowski, 2015; Nooteboom, 2004; Teece, 2010). With upstream manufacturing at
headquarters perceiving that value is created from the resource and capabilities located in the
manufacturing business, this reduces the organization’s receptiveness to information from
downstream distribution and sales entities regarding product complexities and changing market
demands. Hence, the forward integration effectively neutralizes the corrective influence of

adjacent markets and places authority around the manufacturing competences located upstream,
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away from the final end-user markets (Teece, 1982). This describes an integrated organization
with the center of gravity anchored with upstream manufacturing at headquarters (Galbraith,
1983; llinitch and Zeithaml, 1995) originating from prior successes. The following interview
extracts provide further insight into this.

As one country after-sales director (interview 48) states: “we are a company of great
engineers. We make fantastic engines, and from those engines we put them into a truck, and
then once we sell the truck ... once we've done that, that's it. For me, they forget there's a
customer.” A statement from a country managing director (interview 66) continues: “I'm
amazed what outstanding products we are able to produce and develop without talking to

customers.”

This tension is further elaborated by a senior vice president at headquarters (interviews 25):
“we have been talking so much about ourselves and our great engineering skills but not really
having in mind that there is a customer touch point and how to satisfy the customers, when at

least our top competitors were already in the game of talking about customer satisfaction.”

Another country managing director (interview 11) describes the use of market input in
manufacturing as follows: “because you see that, let's say, [..] requests for changes, request for
products, request for anything goes basically back to the [HQ] sales department, which is where
we have contact ... they will basically forward it back to the production. Then everything

stops.”

From an interview at headquarters (interview 25) we note the same challenge: “I would
rather say it's our damn task to become the voice of the customer. It's also the task for our
organization to really figure out by being close to the customer, to understand the business and
their needs [..] And talking more precisely here, we have definitely room for improvement and

we are not the benchmark in the industry.”

A country managing director (interview 66) refers to the lack of market inputs describing an
example from a product clinic he attended at the factory. Here the manager in a major product
area was excited about the input from a customer. The responsible engineer claimed it was the
first time during his fifteen years with the company that he talked to a customer, stating:
“obviously [we are] being driven by engineers because a couple of our CEOs were engineers

and have never been in the market [..] the majority of board members have never ever worked in
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the market. Actually I don't know about a CEO coming from sales. All our CEOs either had

controlling/accounting backgrounds or R&D, but never sales and marketing.”

The third (1* order) governance theme relates to downstream distribution taking the
(in)formal status of a revenue center. A fundamental premise of the Case Company builds on
economic efficiency rationales to optimize volume. Engaging in forward integration
circumvents the need to share provisions with an independent distribution function (Klein, 1995;
Raynaud and Lafontaine, 2000) and avoids the double marginalization problem embedded in
sequential monopolies (Pindyck and Rubinfeldt, 2013; Riordan, 2008; Tirole; 1988). In the case
of double marginalization, the price of manufacturing’s intermediate product becomes the cost
of the distributor. With two sequential profit optimizing monopolies, the seller (manufacturer)
will set the price of the intermediate product to optimize own profits at a level that cause a profit
maximizing distributor to forgo potential business (Brickely et al., 2015). The integrated
distribution activities are not acting as true profit centers, but are more correctly described as
revenue centers (Brickley et al., 2015; Eccles, 1985). This means that resources are used to
optimize headquarters demand for sales volume, as opposed to generating incremental profits
from distribution based on its own resources and efforts (Eccles, 1985; Grossman and Hart,
1986; Holmstrom and Tirole, 1991).

A conversation about the incentive structure with a country finance director (Interview 14)
clarifies that headquarters wants to achieve the aggregated sales goals of manufacturing:
“basically 90% of the bonus is out of their [country managing director (MD) and finance
director (FD)] hands so they do not reject ... because it doesn’t matter anyway.” Local
incentives are not part of the business model, it being a production focused company, as he

argues.

Another country managing director (interview 19) was especially critical about the process:
“[HQ] can't understand the local market. The budget is all about achieving the central [HQ]
budget, not the distributor [country’s] budget.”

Of course there are differences as one country finance director (interview 13) explains, “but
the general perception is that sales takes first priority because this is what headquarters is
pushing,” and “it forgives poor financial results,” as noted by a country managing director

(interview 11).
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A senior vice president at headquarters explains (interview 33) that, “to overcome this
[double marginalization] problem, I mean, in principle, you could do this in two ways. Either
you give the margin to the [countries-integrated distribution], and then there will be a situation
where the [integrated distribution] will have a plus margin, and they will have to reach plus
margin. That's one way of doing it. The other one is to measure the trade margin [consolidated]

all the way from the factory to the market. And that's what they are aiming for now.”

Another country finance director (interview 7) pinpoints the same problem: “and that is
somehow the contradiction. On the one hand, [..] everybody told us, ‘your local margin is not
that important. We look at the total [consolidated] margin in the sales area,” but nevertheless,
my personal targets, yeah, were just on my local result.” He continues: “he tried [the country
MD] to work to reach both. But in the end, he didn't [..] the market share he couldn't achieve.

And of course, the margin, he could also not achieve.”

A former board member, referenced by (interviewee 71) explained that if “sales”
[functional unit] did not achieve its planned volume, the blame would fall entirely on sales,
whereas if planned sales volume was achieved but financial targets were not, the blame would

be shared with the financial department inside HQ.

Second aggregated governance dimension

The second aggregated governance dimension relates to the conscious intent to reduce costs in
the distribution where resource allocation against budgeted sales targets can fuel moral hazards.
This relates to distribution shirking on effort as the theoretical consideration in many empirical
studies on forward integration (Lafontaine and Slade, 2007). The collected data identify two 2"

order governance themes related to the aim to ensuring a cost efficient distribution.

The fourth (1% order) governance theme targets the potential for moral hazards inside
the integrated distribution. The evidence from empirical studies shows that firms integrate
forward when the market context entails costly monitoring of agent inputs and related outputs
(e.g., Andersen and Schmittlein, 1984; Baker and Hubbard, 2004; Brickley and Dark, 1987,
Brickley et al., 2003). However, integrating asset specific distribution investments with a high
degree of plasticity prevents accurate measurement of efforts and related outputs, therefore
opening up moral hazard costs (Alchian and Woodward, 1988; Gibbons, 2005; Gibbons, 2010;
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Kalnins and Lafontaine, 2013). The Case Company has clearly taken actions to mitigate these
potential moral hazard costs in the downstream distribution. This is the case when headquarters
delegates budgets where demanding top-down budgeting of sales and restrictive internal costs
related to marketing, number of employees, etc. leave little room for discretionary spending to
support distribution efforts. It is also reflected in the consolidation of revenues and profits at the
manufacturing headquarters, although they are realized further downstream. Hence, the aim is to
strengthen profitability at headquarters ensuring that as little cash as possible remain in the
integrated distribution.

The data show that profits are consolidated at headquarters to make sure that local profits
are not given to customers as discounts, as explained by a central director (interview 65). His
response was based on a prior experience where cash was burned to increase local sales volume
as a financial manager at headquarters explained (interview 12). A country finance director
(interview 7) argued that transfer prices should make them a profit center but the logic of the
transfer prices was awkward since they were based on negative local margins that did not make
sense if the aim was to grow the business. This was echoed by a country director (interview 3)
responsible for business development who claimed that headquarters for years had taken profits
out of the countries and failed to prioritize long-term investments. A similar comment was made
in relation to historical profit allocations made by a country finance director (interview 31),
which he referred to as a “grandfather principle,” as deciding whom to give money and whom

not to.

More elaborate statements includes a country sales director (interview 22) explaining: “first
priority [..] and then, in our daily steering, we are focusing always on volume. We are not even
focusing on the money.” This is echoed by a senior vice president at headquarters (interview
33). “And the biggest problem, I think, we have is that we’re not selling new trucks at the
consistent price because when we have too little order intake to fulfill the factory, then we go
down with the price. We buy the orders.” He continues, “in [brand name], you have the problem
that the managing director of a country, he has a big budget for selling trucks. A lot of numbers.
A lot of Euros. But he cannot decide himself which personnel to employ or not. He has to get an

approval from [HQ] on the personnel he needs to employ.”

A country MD (interview 43) explains “we have these targets, these [budgets] that is, in
most of the cases, a bit, let’s say, dreaming, wishes, extreme wishes. [..] Here, in this country,

we spend 0.35% of the turnover in the marketing expenses. It is one-third percentage of what
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they spent in other brands. [..] We don’t spend in marketing because we need to spend in
administrative costs. [..] A lot of internal inefficiencies that are stealing indirectly jobs to other
activities or money to other initiatives, marketing is the first victim [..] we do not have people
that is really needed to support the salespeople, product marketing [..] we should have more

costs her, stronger organization.”

Another country MD (interview 66) stated: “if you just have a terrible year then immediately
there’s a question mark behind the MD and the sales manager. Even if in the long-term run, you
set up the right strategy [..] there’s immediately an endless discussion because your [..] volume

drops. But you don’t get any awards that you managed the pipeline properly.”

The fifth (1 order) governance theme relates to ensuring distributional efficiency
using efficiency related targets and Key Performance Indicators (KPI). The data reveals
how the company uses measurable KPIs to monitor the efficiency of distribution (Alchian and
Demsetz, 1972; Anderson and Schmittlein, 1984; Lazear and Gibbs, 2014). The efficiency
related KPI systems and processes are enforced by implementation of IT-based administrative
systems, like SAP, that allow strict control and monitoring of process attainment and
performance targets. It is also evident from the data, that the diagnostic KPI controls (Simons,

1995) are run by manufacturing to monitor distribution, and not the other way around.

When distribution acts as a revenue center and profits cannot be used to incentivize efforts in
distribution, then the corporate goals must be achieved by using other incentives. The company
has instituted top-down delegation of responsibility to the distribution entities and implemented
a wide array of diagnostic control systems (Simons, 1995) to monitor the efficiencies and
outcomes of the distribution activities. Other systems measure the fulfillment of targeted sales
volumes controlled at headquarters on a monthly basis, pushing distribution to deliver on the
budgeted production quotas. This budget reporting is presented to the board of directors in the
company on a monthly basis and needs sign-off and approval. These reporting systems are used

for quarterly or semi-annual business reviews with managers in distribution.

The business reviews spend most of the time discussing current performance with only little
consideration for strategic concerns like resource allocation for business development. The
monitoring approach is visible from use of very detailed indicators in an I1T-based administrative

system aimed at creating transparent monitoring of the performance in distribution.
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As a vice president at headquarters (interview 67) said: “the company started to identify the
customer as the biggest value really late [..] you need the numbers to understand where we are —
but it should be 10/90 percent of time and not the other way around [..] we need to talk more

about business and less about financials.”

A local sales director (interview 49) characterized the sales planning and follow-up meetings
in the following manner. “When someone will not reach the RVP [sales volume planning] ... He
will be killed. Because there is no reason — okay. There is no reason for which you say you
cannot reach the RVP”. Relating to the same topic a country director (interview 61) described it
[sales planning] as ‘a one way dialogue’ arguing that it should be labeled JFDI [just fucking do
it].”

A financial manager at headquarters (interview 2) explained: “we have a lot of controllers in
our company. But still, what is our opinion on ourselves? [..] And it's not about like 10 years
ago, just control the figures and just tell the sales guys, your costs are too high, your volume is

too less, whatever.”

A country manager (interview 61) argued: “the factory basically has a very linear mentality
to planning. And your market share will always be at 10%. They have little or no concept to the
vagaries and the dynamics in each market. They want a very simple view. And, therefore, they
don't like change.” This is further elaborated by a country MD (interview 66): “l would say
over-control it, because [we] constantly have on a monthly basis or weekly basis performance
troubles with the various business units, trucks, bus, van controlling obviously. And the
country's big boys [MD and FD][..] get treated like in a kindergarten ... the issue is that
they have youngsters from the universities, highly intelligent people with no experience at all
and they bombard you with Excel sheets to be filled to prove that what you are doing.” Internal
company surveys display the same pattern of many KPIs that fail to capture the country

complexities.

On the issue of headquarters’ understanding of the downstream business a senior vice
president (interview 33) explains, “in [HQ], there is very, very few if any who understand retail.
They don't understand that. They think they do, but they don't, and that's a very, very big
strategic problem, and that starts with the top. Also the top management of the company, they
don't understand it. Then when you come down to the [countries], there are some [countries],

especially the smaller ones [..] they do understand retail, but if you take the larger ones like
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[country, country], they don't. [..] if you go down to the people who work in retail, then they do

understand very well, [..] there are islands of excellency within the company.”

Third aggregated governance dimension

The third aggregated dimension relates to a characterization of the governance of forward
integration into downstream distribution activities, displaying low entrepreneurial efforts to deal
with the complexity of the value proposition and customer needs in the market. This dimension

relates to two theoretical themes.

The sixth (1* order) governance theme relates to the use of authority by upstream
headquarters to coordinate targets and drive efficiencies in the integrated distribution, so
as to achieve aggregated targets. The collected data clearly demonstrates that decision power
and formal authority resides with upstream manufacturing at headquarters, controling resources
by possessing the property rights to them (Alchian, 1989; Grossman and Hart, 1986; Hart and
Moore, 1990). The use of formal authority at headquarters is visible when targets are delegated
to distribution, in addition to decisions on operational issues in distribution are made to secure
coordination and fulfillment of headquarter priorities. Whereas managers in distribution that
hold specific market knowledge should obtain some degree of real authority, this is suppressed
by applying formal authority at headquarters (Aghion and Tirole, 1997; Fehr et al., 2013;
Williamson, 1975). This position of authority is also used to direct discussions at business
reviews towards short-term target fulfillment. As a consequence, headquarters remains ignorant
about the operational competences and market specific knowledge that resides in the
downstream distribution entities. The use of formal authority from holding property rights

becomes very visible in the following statements.

A market finance director (interview 52) describes the delegation of top-down ambitious
budgets as a tool to retain central authority: “[the Company] is for me very unsophisticated [..]
in that they still use the budget as an authoritarian tool. [..] you’ve got too many of these people
that are spreadsheet driven, traffic light driven, and are just box tickers. They don’t understand

the business.”

One country managing director and head of internal sales (interview 19/20) refers to the

planning process stating that “parts volumes, parts margins, warranty, goodwill, sales pricing,
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sales margin: it was all set from the center [HQ]” and the budgeting process is described as “we

didn't have an agreement. We had a dictate, but we had to achieve it.”

Another country managing director (interview 44) refers to the targets given in the yearly
budget round: “l was on holiday. Different time zone. It was late at night. | received a phone
call. 1 didn't pick up. I receive it again. And again, and again, and again. So I said, ‘okay. Now I
pick up, in the middle of the night.” The caller [from HQ] said: ’I know you are on vacation, but
you have now six hours’ time and you put the figures in the system.’ I responded ’okay. Why
should | do so? Because we will never achieve it.” [HQ caller]: ‘because I tell you so.” [MD]
‘hmm, yeah, but this is not what will happen. We have to work on what will happen.” He [MD]
continued: ’okay. But I still need to have this in writing from you. Because otherwise, I won't do
it.” The reply [caller from HQ] was: ’if you do not do this [now], think about your last days in

29

the company’.

The headquarters’ lack of consideration for downstream activities is visible from the views
expressed by a financial manager (interview 2). He said that “production has the power to tell
distribution, we need to produce ‘x’ amount of vehicles to be efficient, so please go sell.” This
becomes very tangible when a sales product manager (interview 36) describes a technical
problem causing an eighteen months production stop on a model range that make up almost 20%
of the country sales where the message from HQ was to ‘“replace the [lost] volume with

something else.”

“They are all protecting their own personal positions rather than looking at it in the bigger

picture,” as one country managing director (interview 61) put it.

Accordingly, a country manager (interview 11) described himself as an “overpaid maid”

with responsibility but no authority.

The seventh (1° order) theme relates to distribution’s incentives to contribute to the
total value offering from personal entrepreneurial engagements. When successful value
adding activities build on intangible resources and capabilities that are different from those of
the integrating manufacturer, it requires delegation of power to economize on idiosyncratic
capabilities and resources (Bering 2020a; Connor and Prahalad 1996; Demsetz, 1988; Gereffi et
al., 2005, 2018; Jensen and Meckling, 1990; Nooteboom, 2004; Story, 2017; Teece, 2010). This
means that observing and incentivizing based on KPIs related directly to output (Alchian and
Demsetz, 1972; Lafontaine and Slade, 2007; Lazear and Gibbs, 2014) becomes increasingly
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difficult. To prevent that personal efforts are not carried as unrewarded costs or appropriated by
the property right holder (Eccles, 1985; Grossman and Hart, 1986; Holmstrom and Tirole, 1991,
Woodruff, 2002), the headquarters needs to establish measures to internalize and reward these
efforts (Fehr et al., 2013). If this is not pursued, the entrepreneurial engagement in distribution
will be diluted (Lafontaine and Slade, 2007; Oliva and Kallenberg, 2003; Oliva et al., 2012).

The Case Company clearly suffers from this lack of downstream entrepreneurial effort.

As a vice president (interview 33) put it: “I think it has to do with the focus from the factory,
from [HQ], has not been on retail. It has been on selling as many trucks as possible and selling
as many parts as possible. So the wholesale people in the [countries], they have really been
acting as wholesalers.” One sales director (interview 23) explains that if your deliver on sales

volume, you have “speaking time” at headquarters and is more legible for future promotion.

A sales director (interview 22) argued: “if it would be my company, | would focus much
more on the customer and, especially on the staff side because, here, | would say that in the long
run these are the two elements which are heavily impacting of course the volume and the
monetary side. And then, in our daily steering, we are focusing always on the volume side. [..]
We are hunting the volume, and we are acting short term, but staff and customer is basically, in
my eyes, a contradiction because here you have to work extremely long term. But we are always
very short-term focused.” A senior vice president at headquarters (interview 33) expressed it
like this: “so it's not its own profit center. And it still isn't. Because many of our [countries] they
have a minus in their business. And that means that every extra truck they sell, they have a
worse result. Which is of course a terrible situation for the people in the [local countries] who
have a bonus on the result of the [local] company. [..] Because that's the demand from
headquarters. [..] They have the demand to put out as much volume as possible and the demand
is not to build the image and brand.” This governance approach is also visible in the priorities
expressed by a country manager (interview 22): “we are pushing so hard the volume side, it has

a negative effect on the staff and sometimes, and unfortunately, also on the customer.”

Another country MD (interview 13) addressed his own authority by looking at the fact that
countries loosing hundred thousands of Euros on large deals are forced to lay-off people to save
on fixed costs. He explained “you're actually allowed to do the deal to lose the money, but
you're not allowed to keep your people to build up your company. And, again, this is what we
came back from the very beginnings of governance of how you want to create a competitive
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advantage in the local market, and where is the market going and stuff like that. [...] [the HQ
said] ‘Shut up, do what we say, fire your people. We don't care.” I don't see the logic all the
time, honestly. | really struggle with that sometimes, and | close my door and stand and look out

of the window.”

A country finance director (Interview 14) describes the incentive structures this way: "one
third is targets that they can change themselves. Of these targets, we have profitability which
only can partially be influenced locally. You have market share which also you can argue can
only partially be influenced locally because we have a lot of — it depends on transfer price in
the products you're getting. So | would say that the local performance and that is a complete
estimate from my side is maximum 5 to 10% of the whole incentives they're getting. So 90% is
out of their [country MD, FD] hands so they do not reject ... because it doesn’t matter anyway’’.
He elaborates further: “If you are not paid to optimize your business, and if you do that [ignore
optimization] over consecutive time of years, you will not find many entrepreneurs in your ranks
of MDs.”

While the Case Company initially addressed the integration challenges by pushing the need
for sales volume to ensure economies of scale, it is surprising to find broad managerial
recognition that the company must become more customer oriented. However, the ability to

perform such a transformation has proven extremely difficult.

DISCUSSION

This article has investigated into the governance of forward integration from manufacturing
towards sales and distribution with complex value adding activities. The nature and complexity
of the activities undertaken by distribution has implications for the decision to integrate forward
and the way the integrated firm subsequently governed. Empirical studies argue for forward
integration if it will improve the monitoring of agent efforts, and thereby reduce moral hazards
(e.g., Anderson and Schmittlein, 1984; Brickley and Dark, 1987; John and Weitz, 1988; Kalnins
and Lafontaine, 2013; Kosova et al., 2013). However, as mutually dependent resources and
capabilities along the value chain (Nooteboom, 2004; Spring and Araujo, 2013; Teece, 2010)
assume higher degrees of plasticity, output based metering is no longer sufficient to ensure
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engagement of value-adding efforts; other approaches must be considered to create the needed
incentives as well. This includes situations where downstream entrepreneurial efforts are
important due to increasing product complexity and dynamic market changes close to end-users
(e.g., Baines and Lightfoot, 2014; Brickley and Dark, 1987; Baker and Hubbard, 2004,
Lafontaine, 1992; Woodruff, 2002).

Empirical studies (e.g. Benedettini et al., 2015; Gebauer et al., 2005; Harrigan, 1986; Visnjic
and Van Looy, 2013; Visnjic et al., 2016) note how manufacturing firms struggle to turn
forward integration into improved business performance when this incorporates downstream
advanced value adding activities. Under these conditions, some studies speak for segregated
ownership of sequential business activities because independent distributors are incentivized to
respond to market needs as the residual claimants to their own entrepreneurial efforts (Grossman
and Hart, 1986; Kosova et al., 2013; Lafontaine and Raynaud, 2000; Lafontaine and Slade,
2007; Silverman and Ingram, 2017; Woodruff, 2002).

However, the Case Company’s decision to integrate forward was an attempt to resolve the
incentive misalignment (Klein, 1995; Pindyck and Rubinfeld, 2009; Riordan, 2008) with
independent distributors engaged across Europe after major external market shocks in the early
1980s. These market events led to significant loss of sales where the company now had to rely
on independent and often financially weak importers and distributors. As the company had
enjoyed a competitive advantage from superior engineering and manufacturing capabilities in
the past, the governance of downstream distribution was aimed at securing volume and scale
economies rather than developing competitiveness by exploiting downstream resources and
capabilities (Baines and Lightfoot, 2013; Nooteboom, 2004; Spring and Araujo, 2013; Teece,
2010; Thompson, 1967). Any distribution costs that could not be accounted for to support scale
economic efficiency were considered unnecessary and distribution efforts prioritized the
achievement of sales volume. The focus on scale economies as the predominant view of the
manufacturing headquarters as the center of gravity (Galbraith, 1983; Ilinitch and Zeithaml,
1995) permeated the entire organization including the downstream distribution activities. This
urge to capture the advantages of industrial organization governance was expressed as a sales-
push oriented culture in the integrated distribution with manufacturing showing little

receptiveness to insights from the downstream entities.
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While forward integration partly resolved the incentive misalignments and double
marginalization between adjacent activities (Eccles, 1985; Riordan, 2008) other issues related to
asset plasticity and moral hazards (Anderson and Schmittlein, 1984; Brickley and Dark, 1987;
Kalnins and Lafontaine, 2013; Lafontaine and Slade, 2007) became serious concerns. With
forward integration, the final revenues were now booked outside of manufacturing closer to end-
user market, thus exposing the revenues to moral hazards among distribution managers shirking
or appropriating perks that are difficult to monitor. Prior experiences established the perception
at headquarters that distribution ‘burned cash’ to protect market share by giving discounts that
are hard to monitor given the asymmetric market information. This meant that rather than letting
the distribution entities be residual claimants to returns from their own investments and efforts,
initiatives were taken to ensure a cost efficient distribution. To hedge against moral hazards, the
manufacturing headquarters assumed the formal role of profit center despite internal mandatory
transfers (Eccles, 1985) to extract profits from the integrated distribution using the transfer
pricing methodology. Extracting profits from distribution also meant that other governance
mechanisms had to be implemented to reduce incentive misalignments. This included
coordination of volume targets through top-down planning (Thompson, 1967), monitored by an
array of diagnostic control systems (Simons, 1995) using KPI’s and business review meetings to
focus on sales and short-term efficiency gains. While customer surveys were conducted in
attempts to establish a stronger customer satisfaction orientation, sales performance always took
first priority to ensure the advantages from industrial organization governance.The case study
illustrates how a manufacturer’s move towards forward integration in a complex distribution
context can prove challenging. Manufacturer’s forward integration can offer long-term
competitive advantages (Lightfoot et al., 2013); however, this strategic move often requires
sacrifices in short-term performance (Suarez et al., 2013; Visnjic et al., 2016). When a
manufacturer integrates forward, it is generally assumed that responsibility for the distribution
activities is taken over by the manufacturing acquirer (Mathieu, 2001; Spring & Araujo, 2013).
This can work when the downstream value adding activities are very basic, whereas the
integration of complex value adding activities makes things increasingly complicated (Bering,
2020a; Gebauer et al., 2008; Neu and Brown, 2005).

An increasing body of literature is addressing how manufacturing firms can offer advanced
services (e.g. Baines and Lightfoot, 2014; Baines et al., 2017; Kindstrom and Kowalkowski,
2015; Neely, 2008; Oliva and Kallenberg, 2003; Vandermerwe and Rada, 1988; Wise and
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Baumgartner, 1999) but does not consider the governance of long-linked interdependencies
between manufacturing and the downstream activities. It is somehow assumed, that profit
opportunities from advanced services in downstream business operations can create the
necessary focus and corresponding incentives by detaching it from the production of tangible
products that now takes more a supporting role (e.g., Baines and Lightfoot, 2013, 2014;
Bustinza et al., 2015; Gebauer et al., 2005; Oliva and Kallenberg, 2003). By advocating forward
integration to be structured as independent profit centers, this literature does not consider the
importance of contractual partnerships to manage the interdependencies between manufacturing

of tangible products and intangible value adding services.

Creating a competitive advantage from forward integration into complex distribution implies
a close relationship between the tangible product and intangible value adding activities that lead
to differentiation and improved customer relationships (Bustinza et al., 2015; Lightfoot et al.,
2013). This includes balancing innovation in customer offerings across upstream manufacturing
and the integrated distribution activities where idiosyncratic resources and capabilities
(Nooteboom, 2004; Story, 2017; Teece, 2010) interact with customers for successful
implementation (Kindstrom and Kowalkowski, 2015; Story et al., 2017). The Case Company
has clearly failed to promote the internal strategic objectives that promote downstream value
adding activities with internal incentive systems that align the behavior of integrated distribution

and manufacturing that often is product driven (Baines et al., 2009; Reinartz and Ulaga, 2011).

Studies that adopt an incentive perspective suggest that forward integration into complex
distribution, with more advanced value adding downstream activities, should be governed
through market contracting. This is because the plasticity of assets and resources makes
monitoring and accurate incentives difficult to institute (Alchian and Woodward, 1988;
Lafontaine and Slade, 2007; Raynaud and Lafontaine, 2000). Under complex distribution where
the downstream distribution activities face multiple interdependent tasks, e.g., combining selling
and services activities, Neu and Brown (2005) advocate a specific integrated structure to cope
with the complexity of markets. Here the employees must act as trusted advisors in two-way
learning relationships with customers using diverse knowledge to implement solutions and solve
customer problems (ibid). For the integrated distribution, this creates a multitasking
environment where the balancing between the manufacturer’s interest and development of
services can provide cover for moral hazards and misappropriation of tasks (Baker and Hubbard,
2004; Holmstrom and Milgrom 1991, 1994; Shepard, 1993; Slade, 1996). The Case Company
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has clearly tried to contain the potential moral hazards by imposing planned efficiencies in a
controlled environment, ensuring the proper prioritization of downstream distribution tasks

while failing to prioritize incentives to incentivize entrepreneurial effort of the distribution.

The manufacturing headquarters of the Case Company imposed a stringent planning regime
with diagnostic controls exercising its formal authority through property rights (Aghion and
Tirole, 1997; Alchian, 1989; Grossman and Hart, 1986). The integrated distribution did not
operate as a profit center, so its managers had to prioritize the delegated tasks over development
of their own resources as the headquarters reinforced its authority (Simon, 1951; Williamson,
1975). Hence, the prioritization of observable sales volume and revenue targets became the
benchmark for evaluating country performance. This unfortunately came at the expense of
developing difficult to observe investments in customer relationships (Baines and Lightfoot,
2013; Lightfoot et al., 2014) because distribution managers were not rewarded to prioritize this
effort (Eccles, 1985; Grossman and Hart, 1986; Holmstrom and Tirole, 1991; Lazear and Gibbs,
2014), leading to low entrepreneurial efforts. The incentive perspective uncovered in relation to
the entrepreneurial efforts of advanced downstream activities differs from the servitization
literature (e.g., Oliva and Kallenberg, 2003; Gebauer et al., 2005; Baines et al., 2009) and offers
an important complementary perspective. By considering the ratchet effect of the increasing
efficiency targets delegated the distribution from a property right perspective (Grossman and
Hart 1986; Hart and Moore, 1990), this can be understood as manufacturing’s internal
opportunism advancing own incentives. The cost of this is of course diluting the difficult to
delegate and monitor entrepreneurial effort of the integrated distribution (Tirole and Holmstrém,
1991). Separating advanced downstream activities in profit centers with higher operating
autonomy will release distribution from the formal authority exercised by manufacturing for
their own benefits (ibid). Governance of reciprocal interdependencies between manufacturing
and distribution must therefore enable mutual adaptation to reciprocal interdependencies (Neu
and Brown, 2005; Thompson, 1967). In short, the governance regime adopted by the Case
Company reflects the integration rationales advocated by the firm boundary literature under

directional distribution, but does not satisfy the requirements of a complex distribution context.
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CONCLUSION

This study provides deeper insights into the conflicting economic rationales that guide a
manufacturing firm’s decision to integrate forward, their influence on subsequent governance
choices, and the performance effects on the combined enterprise. By considering forward
integration in the context of complex distribution that depicts contemporary markets conditions,
as a contrast to directional distribution, the study uncovers how the governance approach leads
to different incentive misalignments as discussed in the literature. Moral hazard theory is a
dominant perspective in the analyses of forward integration where other economical rationales
address issues of incentives, double marginalization, and scale economies. These issues are
easier to resolve in a directional distribution context but as distribution activities increasingly
depend on specific assets, specialized knowledge-based capabilities and entrepreneurial efforts,
the required organization structure, and governance mechanisms become more complex and

challenging.

The data collected from the case company supports these contentions, illustrating the
obscure and different demands that the forward integration decision imposes on a manufacturing
firm where contrasting boundary rationales impose governance tradeoffs. In the Case Company,
the center of gravity at the manufacturing headquarters consolidates property rights and formal
authority as a profit center that delegates sales targets, expense budgets, KPIs, and required
investments to satisfy the need for scale economies. It is of primary importance to reach the
sales targets that will ensure the economic efficiencies of manufacturing. Hence, the
headquarters uses its authority to ‘ring-fence’ manufacturing and shield it from market
turbulence, ensuring fulfillment of optimal production targets exercising property rights to
decide on the use of downstream distribution assets. The fact that independent distributors
outperform the integrated distribution entities on value added sales, customer satisfaction, and
loyalty supports this interpretation. It also shows the inefficacies of the adopted governance
approach in a complex distribution context. The study also illustrates the balancing concerns
faced by manufacturing firms, between delegating authority to downstream managers to drive
innovation in advanced value adding activities, and control to contain the exposures to moral
hazards. The study also shows that attempts to seize short lived economic opportunities can be
costly when the requirements of downstream activities change. By adopting a governance

perspective driven by economic integration rationales, this study adds to our understanding of
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why a manufacturing firm’s decision to integrate forward into advanced services can prove very

difficult, as also observed in the growing literature on the servitization phenomenon.

We believe the study makes several contributions both to theory and management practice.
The various economic rationales, often referred to as “theory of the firm”, still remain a fertile
area. This relates to how different theories react either in conflict or concert to the integration of
different contextual activities. These implications relate especially with respect to the
establishment of sequential profit centers, where incentive conflicts between entrepreneurial
opportunity and opportunism among different stakeholders take center stage. The growing
servitization literature is another stream of research that accentuates these tensions.
Manufacturing firms need to carefully evaluate uncertainty of final markets and the role of the
distribution, both in the short-term but also long-term, to assess if integration will restrict
downstream dynamic capabilities. The servitization literature has long advocated separating
downstream business activities into an independent profit center. As this study shows, integrated
downstream business activities will create a new final point of revenue and profit which
awakens different aspects in relation to delegation responsibility and authority. This study takes
a step back from the potential benefits ascribed to advanced value adding activities, considering
how the economic integration rationales with adopted structures and incentive systems affect the
delivery of proposed downstream advantages. This has also direct implications for practitioners
who must govern and manage the forward integration decisions to advance competitive
advantage. Top management must carefully assess the context of the distribution activities and
consider how the context influences entrepreneurial behavior and internal opportunism. Failing
to do so, can lead to high coordination costs when the decision to integrate forward is based on
one set of economic integration rationales without considering other, conflicting perspectives
that would caution against integration. The path to divesting integrated activities might prove
even more costly when vital resources and capabilities have been diluted by corporate

ownership.

The study has some obvious limitations. While case studies allow in depth exploration of
contextualized governance approaches, they are also limited in their ability to generalize
findings. Since this study is a single case study of forward integration, it provides deep insights
into the governance choices made by a representative organization with related structures,

systems, associated costs, and benefits. The methodology adopted a theory guided inductive (or
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abductive) approach to investigate the long-linked governance mechanism, following a forward
integration decision in a major manufacturing firm. Utilizing a different theory guiding approach
or a purely grounded research method might reveal other internal structures and governance
mechanisms that affect subsequent performance, but that was beyond the scope of the current
study. This also makes it relevant to ask how the Case Company would have performed if it had
not embarked on an aggressive strategy of forward integration. While that is beyond the scope
of this study, data from one major European national market where the Case Company did not
integrate forward suggests that forward integration does boost sales performance in terms of
units. In this market the Case Company realized a lower market share than in any of the other
integrated markets of comparable size. The interplay between defining firm boundaries with
related structures and governance challenges remain a highly relevant topic for contemporary
manufacturing firms, one that requires more research to inform executives that contemplate

forward integration to incorporate value-adding services.
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Appendix. Table 2. Research protocol questions

( ion nr. ¥ Value chain  |[MD FD 5D ASD  |Market (Primary question
position ing/Pro
duct
man
= - - - =

1 HQ Are there any resources, capabilities or specific knowledeges along the value chain, that you would regard essential to success for the company as a whole?
g Knowledge/delegation/s | Distributicn * x * x H

1 HQ/ How does the company consider and integrates competences/knowledge between business units downstream to upstream?
2 Knowledge/delegation/s | Distributicn " * x H

1 HQ/ What is the formal status of your business unit {profit center, cost center, revenue center)
& Knowledge/delegation/s | Distributicn " x * x

1 HQ/ How are goals and targtes delegated??
4 Knowledge/delegation/s | Distribution " x * x

1 o Since you work in the "distribution” - what would you consider your prime objective as being? Is your focus on efficiency or value enhancing activities like "raising customers
= Knowledge/delegation/s EErlmE x * x * ¥ |winingness to pay more”

1 o Are the specific targets delegated your business unit realistic ?{e.g., revenue, profits, units, market share, customer satisfaction targets, head counts, processes)
3 Knowledge/delegation/s Ee=libution x x x x

1 o What would happen if you said e.g. "l don'twant to do that in my market - it will create a long term disadvantage"?
v Knowledge/delegation/s ER=libution x x X x

1 HQ/ How would you describe coordination between business units?
8 Knowledge/delegation/s | Distribution x x X x X

2. Incentives and pricing HQ/ How is the price of the intermediate goods/senvice transferred between HQ and distribution determined
9 of internal transactions | Distribution 8 & 8 &

2. Incentives and pricing o What happens to the profits generated inside Business Units - are they able to keep theese inside the BU and reinvest and recieve a bonus from the internally created
10 of internal transactions Distribution 8 & results or are they appropriated by head quarters?

2_Incentives and pricing o Do you achieve all your targets?
Ll of internal transactions Dismibltion x ® X ®

2_Incentives and pricing HQ/ How are your incentive designed? (Strong personal performance? Or more aggregated and collective? )
12 of internal transactions | Distribution 8 & 8 & 0

2. Incentives and pricing o If you have multiple tasks - how do you prioritize your goals (are there any "must" fulfilll)
& of internal transactions Dismibltion x ® X ® X

2. Incentives and pricing o Do you percieve the pricing of the intermediate products to be fair?
L of internal transactions Dismibltion x ® X ®

2. Incentives and pricing o Do you experience other business units making decisions which imposes costs on your busines unit?
£ of internal transactions Dismibltion x ® X ® X
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Appendix. Table 2. Research protocol questions (continued)

Question (Generality question |WYalue MD |FD |SD |ASD |Mark |Primary question
nr. chain eting
position 1Pro
duct
3. Authority use and ‘w'ould youw consider youself better informed about the market and its requirements than your boss [and his bozs] 7 Do they sometimes make decisons which seems irational
16 maonitaring of Diztribution E " " " farm vour paint of view 7
performance
3. Authority use and If wou are the managerire sponsible of a BU - how much authority is delegated to you - can vou abject [dismiss) these targets?
17 menitaring of Diistribution ® " " "
performance
3. Autharity use and Do wa think any of the targets delegated are more important than others? —— why®
13 monitaring of Diistribution = ® ® ®
performance
3. Autharity use and HO Does the headquarters use formal authority to delegate goals and pricritize effort?
13 manitaring of H H H H
el Diztribution
performance
3. Authority use and Daoes your awner "use you” [iLe., excercising authority over the actions of yaur B and vour staff]
20 maonitaring of Diztribution E " " "
performance
3. Authority uze and HG Hoaw is performance maonitored ?
21 monitaring of ] H H H
. Diztribution
performance
3. Authority use and Heow da wou pricritize efforn? (Using diagnostic contrall Pz or Guidance systems; core values, customer relationships ect)
22 monitaring of Diistribution = ® ® ® ®
performance
4. Innowation and HO How da wour consider overall "company” innovation (how competitive is the company as a wholel e.g. Using specific knowledge betw een different units 1o
23 organizational dynamics = ® ® #  |functionlcooperate?
2 a4 Diztribution =
4. Inmeovation and HO ‘w'hat iz the purpose of the company’s Fom ard Integration? [Does it create any value like differentiation to product or iz the focus on cost-savings - [Does Forw ard integration
24 organizational dunamics g " H H H play arole inthe business model 77
Distribution
4. Innowvation and HG Loaking at the overall value-chain of the firm: "Ooes the company have any driving force inside the organization™? - [Anthing inside the value-chain which the firm conzider
25 organizational dunamics g H B B B eszential to it's existence, focus ect’?
Diztribution
4. Innowation and HG How open iz the “driving force” to cooperation acrozs different busines s units ¥ Different inputsineedssuggestions [product needs, improvements), changes in the market?
26 organizational dynamics H H H H
2 o Diistribution
4. Innowation and HO! If the company were to sell only trough market transaction - do wou think that the firm would have adapted better to uncertainty and changes?
27 organizational dynamics = ® ® ®
2 4 Diistribution
General Perfformance HO Locking at general numbers like ROS, ROE; ROA; How would you estimate the perfformance of the company as awhole?
28 Evaluation Bl H H
Diztribution
Integration costs HG Does integration give the compay any disadvantages7 Which [does integration actually neutralize a market which could be correctional 71 Or, has the takeover actually
23 oo " B B B B diluted any competencies!advantages7
Diztribution
Integration rationales HG Does Integration give the compay any advantages? - which?
30 ] H H H H
Diztribution
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ABSTRACT

Forward integration from manufacturing to distribution presents opportunities to grow
and improve profitability. The realization of economic advantages requires proper
coordination of vertically linked business activities that improve the competitiveness of
final products and increase operational efficiencies. Forward integration can extend the
business potential but may also impose costs from imperfect contractual arrangements as
displayed by significantly different performance outcomes of companies that pursue
integration strategies in the same industries. Hence, there is a need to understand how the
downstream value adding activities in forward integration can (or should) be governed to
create value. To this end, we analyze two large international manufacturing firms that
pursue a forward integration strategy and compete for similar customers in the same
markets but with very different outcomes. The less profitable company exercises a
governance regime where manufacturing controls distribution, monitors job design, and
retains all residual profits. The consistently more profitable company integrates the
downstream distribution activities to explore market opportunities and enhance profits
from value-adding initiatives in the forward business entities. We compare the practices
pursued by the two companies and note the influence of the distribution context when
setting up a proper integration governance structure. Hence, forward integration with the
primary purpose to satisfy scale economic advantages in manufacturing is questionable
in complex market contexts whereas forward integration that provides flexibility and

incentives to create downstream value outperforms on several dimensions.

Key words: Coordination, Corporate strategy, Forward integration, Incentives,
Innovation, Multitasking.
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INTRODUCTION

A forward integration strategy from manufacturing into distribution with extended sales and
service offerings creates opportunities to generate competitive advantage and increase
performance but this does not come about without major challenges. The evidence on post
integration performance is ambiguous at best and shows how difficult it is for contemporary
manufacturing firms when they adopt a growth strategy by expanding business activities closer
to the market (e.g., Gebauer et al., 2005; Neely, 2008; Suarez et al., 2013). Scholars like Porter
and Livesay (1971) and Chandler (1977) observed that production companies integrate forward
when existing marketers fail to sell the quantities they produce and provide adjacent value-
adding services like maintenance and repairs. It was further described how vertically integrated
corporations developed to gain scale economic advantages and increase market power
(Chandler, 1977). Hence, a forward integration strategy can improve the competitiveness of
product offerings (e.g., Baines et al., 2007; Lightfoot et al., 2013; Oliva and Kallenberg, 2003),
reduce transaction costs, and enhance production efficiencies (e.g., Arrow, 1975; Chandler,
1977; Coase, 1937; Williamson, 1971, 1975).

However, moving forward into distribution and sales can stretch the existing manufacturing
capability because the “capability lies upstream from the end product ... which might find a
variety of final product applications” (Teece, 1982, p. 45). So, while an integrated
manufacturing firm is engaged closer to the final users, it may not be able to absorb the updated
market intelligence and adapt the product features to the changing demands (e.g., Galbraith,
1983; Jacobides and Billinger, 2006; Lafontaine and Slade, 2007; Porter, 1980). All the while,
D’Aveni and Ravenscraft (1994) found that both backward and forward integration are
associated with higher production costs because increased market power reduces the positive
efficiency effects of competitive pressure. Ilinitch and Zeithaml (1995), Neu and Brown (2005),
and Benedettini et al. (2015) further observed that a lack of managerial understanding about the
adjacent industries exposes the forward integrated firms to higher bankruptcy risk in turbulent
environments. These findings illustrate that the empirical evidence with respect to the realization

of positive net effects from forward integration is rather varied and indeterminate.

This motivates a number of relevant and timely research questions: Why do some
manufacturing firms realize poor performance after they integrate forward while others

consistently outperform their peers in the industry? What are the characteristics of the adopted
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governance structures that can explain the observed divergence in performance of forward
integration? How can we support contemporary manufacturing firms in decisions to integrate
forward and their aims to govern ex post integration successfully? We attempt to answer these
questions by exploring two representative forward integrated manufacturing firms, a low
performer and a high performer respectively, through individual and comparative case analyses.
We present two contrasting environmental contexts, directional and complex distribution, and
use the insights from theoretical and empirical literatures on forward integration to guide the
data collection and support the analyses of downstream business integration. We present the
research methodology, provide information on the industry followed by detailed case analyses
and derived findings. Finally, we discuss the results and implications for management practice

and future research on forward integration.

BACKGROUND

The analysis of forward value chains will benefit from a deeper understanding of the role
assumed by distribution and the relationships to upstream manufacturing. If the manufactured
products cannot be applied directly in an adjacent industry, but need further modifications
before they can be sold in final downstream markets, the efforts and investments made by
distributors require closer coordination with the upstream manufacturer. Hence, forward
integration from manufacturing towards distribution activities requires new coordination
mechanisms along the value chain that must be governed effectively to enhance economic

efficiencies and sustain performance.

Forward integration from manufacturing towards distribution, sales, and services imposes
new requirements on corporate management to deal with the potentially complex
interdependencies between the linked activities along the value chain (Figure 1). In an open
market context, the coordination of activities is cleared through spot or forward contractual
transactions between economic entities (or firms) with independent ownership that seek to
operate effectively and efficiently for own profit. When these activities come under the same
hierarchical ownership, the corporation must be able to coordinate the internal business
activities in ways that provide effective product offerings to the end-users and with higher

efficiencies than offered by pure market transactions. This introduces a conundrum between two
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fundamental priorities: (1) reducing transaction costs and gaining scale economic efficiencies
with superior use of resources and capabilities, and (2) creating incentives to satisfy the diverse
and changing demands of end-users to form customer loyalty and allow premium pricing. These
dual concerns are not easy to accommodate simultaneously because market responses require
entrepreneurial engagement of many agents across manufacturing and distribution with
information exchanges in feedback and feedforward loops, which contravenes standardized

routines imposed to gain efficiencies.

Feedback and feedforward loops

——————
- ~~o
~

SUPPI_IERS WH END-USERS
Manufacturing Internal Sales Distribution
(Production) and Marketing (Sales/Services)
\ J
|

Coordination of long-linked business activities

Figure 1. A Sequence of Linked Activities in the Forward Integrated Value Chain

The complexity of developing, producing and distributing the right products and services
for end-users affects the ability to codify sophisticated processes, information, and knowledge
along the value chain (Gereffi et al., 2005, 2018) and formally coordinate activities between
manufacturing and downstream distribution. The higher the degree of complexity, the more
challenging it becomes to standardize and control internal processes whereas the
interdependencies between different value chain activities rely increasingly on balanced
incentives supported by common values and behaviors. This identifies two different integration
typologies, directional and complex distribution (Bering, 2020a), that can serve as frames to
understand the interdependencies between manufacturing and distribution activities and the
implicated challenges of forward integration. We introduce these two informative distribution

contexts in the following.
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Two distribution typologies

The directional distribution context applies to situations where the upstream manufacturer’s
intermediate product requires no or only minimal alterations (tangible or intangible) by the
distributors before being sold in downstream markets to final users. The important element to
stress here is that the alterations undertaken by distributors can be codified by the manufacturer
through standardization, including additional product specifications and add-on services, and
planning of specific investments designed to increase product value and increase efficiency. It
resembles a so-called captive governance approach (Gereffi et al., 2005, 2018) and the
conditions of traditional franchise arrangements specified in formal contracts. The long-linked
and interdependent activities along the value chain are built around the manufactured product
where the ability to create rents from superior product features attract investments in
downstream distribution. The role of the distributors is to provide an efficient distribution
channel for the manufactured product. The transformation distance from production to the final
users is low with little information asymmetry between manufacturing and distribution about
current market demand and customer needs. This means that the manufacturer knows the key
drivers of purchase decisions and product distribution, which makes it easy to monitor the

efforts of the distributors.

When the manufacturer has the entrepreneurial responsibility for economic results, the
interdependencies between manufacturing and the downstream distribution functions are
coordinated through planning and standardization (Thompson, 1967). In other words, in return
for having coordinating authority, the manufacturer must offer the downstream distribution
partners a profit premium to encourage their specific investments (Klein, 1995). These
investments relate to establishing and managing an efficient downstream value chain that must
secure the sale of the manufacturer’s product. The premium the manufacturer offers to the
distributors, and the implied sharing of economic returns, is typically accomplished by setting a
sufficiently attractive official selling price for the intermediate goods that allows the distributors
to earn a profit. Additionally, the manufacturer can charge the distributors for investment fees
and royalties associated with the sales. In directional distribution the instrumental efficiency
(Thompson, 1967) is based on contractually defined tangible investments made by the
distributor to support the downstream sales efforts. When the rents (premiums) allotted to
distribution derive from the manufacturer’s superior product and production capabilities, it

creates a potential moral hazard if the distributors shirk or free-ride on effort (Anderson and
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Schmittlein, 1984; Brickley and Dark, 1987; Lazear and Gibbs, 2014). This makes self-
enforcing contracts a preferred governance tool because these types of contracts create fear
among the distributors of possibly losing their share of the manufacturer’s profits (Klein, 1995;
Lafontaine and Raynaud, 2000).

The complex distribution context applies to situations where the downstream sales of the
manufacturer’s product to the end-users require additional product transformations in the form
of tangible or intangible adaptive activities to satisfy customer demands (Bering, 2020a;
Gereffi, et al., 2005; Lightfoot et al., 2014; Mathieu, 2001;). This could constitute specialized
versions of the core product as well as different specialized after-sales services like maintenance
and repairs where these activities are of high importance. In this context, the coordination
between the manufacturer and the distributors is complicated because specialized information,
resources and competences are contained more evenly between the long-linked business
activities (Thompson, 1967). The specialized product and production knowhow resides in
manufacturing whereas important market and end-user knowledge is located in distribution.
This location of knowledge is particularly pronounced in business-to-business environments
where catering to final customers in downstream markets requires additional tangible and
intangible investments in the distributors’ sales and service activities. This means that the
manufacturer and the distributors must engage actively to fulfill the more complex customer
needs working together to increase the combined profits as opposed to restricting competition
through strategic maneuvering (Porter, 1990). The role of downstream distribution as a bridge
between the manufacturer’s product and the complex needs of the final customers requires
frequent interactions among specialized agents along the value chain to coordinate the long-
linked activities. These interactions depend on intangible capabilities that again hinge on the
engagement of individual knowledge, insights, skills, competences, entrepreneurial efforts, etc.
(Brown and Neu, 2005; Gereffi et al., 2005, 2018; Lafontaine and Slade, 2007). This implies
that unique information is located asymmetrically along the value-chain, which makes it
difficult to establish reliable measures and contractual arrangements to govern the

interdependencies across long-linked business activities (Thompson, 1967).

The resources and competences needed to manage the value-adding investments in
distribution can take many intangible forms including specific knowledge, information,

experiences, insights, or an adaptive entrepreneurial mindset. These value-adding elements can
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extend the basic features of the manufacturer’s product and it can be combined with other
products in a portfolio of offerings that the end-users value, which at the same time can create a
complex multitasking environment (Holmstrom and Milgrom, 1991; Shepard, 1993; Slade,
1996). The manufacturer and the distributors try to resolve the challenge of product complexity
including interdependent value-adding activities that are difficult to codify and transmit in
standardized ways that can secure economic efficiency (Gereffi et al.,, 2005, 2018). The
dispersed location of resources like essential knowledge and competences affects the
interdependencies between manufacturing and the downstream distribution functions. These
interdependencies are sequential and pooled but also reciprocal and mutually dependent since
the upstream manufacturing and downstream value-adding distribution activities rely on each
other as sources to the aggregated competitiveness (Thompson, 1967). It is important to manage
these long-linked interdependencies effectively, which is particularly demanding in dynamic and
rapidly changing downstream markets (Kosova et al., 2013; Lafontaine and Slade, 2007; Baker
and Hubbard, 2004; Woodruff, 2002).

The complex distribution context needs entrepreneurial efforts and mutual coordination of
interdependent activities that fail to be motivated by the incentives provided in simple rent
sharing contractual arrangements as they are applied in a directional distribution context. The
contracts for complex distribution must therefore consider the requirements for entrepreneurial
efforts and specific investments downstream to secure effective resource deployment that will
satisfy the needs of the end-users. The available information about downstream market
requirements resides with the distributors, which makes it very difficult for the manufacturer to
align and coordinate interdependent activities through planning and standardization. This leaves
standard contracts incomplete with certain elements non-contractible (Grossman and Hart, 1986;
Williamson, 1979). Hence, the manufacturer must write contracts that make the distributors
residual claimants to their own investments and efforts that are important for future returns
(Gibbons, 2010; Grossman and Hart, 1986; Lafontaine and Raynaud, 2002).

Sequential and mutually dependent value-chain activities can also create a double
marginalization problem (Eccles, 1985; Riordan, 2008; Pindyck and Rubinfeld, 2009) where the
optimal product volume disfavors the upstream manufacturing. This is the case under directional
distribution where there is misalignment between volume and marginal profits across sequential

activities. Under complex distribution this misalignment is mitigated by important value-adding
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activities, that make the end-users willing to pay more, from the use of idiosyncratic resources
and capabilities located in distribution (Hoopes et al., 2003). To realize this value, the
manufacturing headquarters must recognize the value potential of distribution and refrain from
appropriating it by increasing the price charged on the intermediate product. The manufacturer
can also not exercise control over downstream distributors because the distribution functions
have important knowledge about end-users and market conditions while holding the capabilities
that can address them (Grossman and Hart, 1986). Hence, the success of forward integration
under complex distribution depends on the firm’s ability to be service oriented, entrepreneurial,
market conscious, etc. (Brickley and Dark, 1987; Kowalkowski and Kindstrom, 2015;
Lafontaine and Slade, 2007; Woodruff, 2002). Under these circumstances, the trust and
openness between manufacturing and distribution becomes important to engage individuals
along the integrated value chain in responsive actions as market conditions change (Arrow,
1974; Gibbons, 2010; Nooteboom, 2004).

In short, manufacturing firms that contemplate forward integration into distribution and
sales must be able to address the high complexity environment they engage when they move
from market transactions to internal coordination of business activities (Figure 2). For a theory
of the firm to guide decisions on forward integration, it must be able to explain the tradeoffs
between internal coordination and market transactions (Gibbons, 2005; Williamson, 1971).
However, the available theories often focus on one set of advantages, or costs, while they ignore
other ex post merger effects. This is why the distribution typologies may provide useful frames

for ensuing case analyses to uncover effective governance approaches.
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Figure 2. Two Typologies as Distribution Moves from Markets to Forward Integration

Theories of forward integration

Forward integration has been analyzed from different theoretical perspectives including
transaction cost, contracting, moral hazards, property rights, incentives, multi-tasking, industrial
organization, and evolutionary economics (e.g., Anderson and Schmittlein, 1984; Anderson,
1985; Baker and Hubbard, 2004; Brickley and Dark, 1987; Fan and Goyal, 2006; Kedia et al.,
2001; Kosova et al., 2013; Shepard, 1993; Slade, 1996; Woodruff, 2002). Downstream
interdependencies can introduce costs due to imperfect information between different actors
along the value chain. A transaction cost perspective identifies the associated inefficiencies and
costs from opportunistic haggling between the long-linked market actors (Grossman and Hart,
1986; Hart and Moore, 1990; Williamson, 1971, 1979, 1985). The same economic factors can
create inefficiencies when the business activities are governed through formal authority in the
integrated firm (Alchian and Woodward, 1988; Gibbons, 2005, 2010; Kaplan and Atkinson;
1998; Masten et al., 1991; Rosen, 1991; Woodruff, 2002). The costs of internally integrated
transactions derive from different contractual incentives, priorities, and risk propensities of

owners and managers, which can lead to undesirable actions and suboptimal behaviors (Alchian
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and Demsetz, 1972; Eisenhardt, 1989; Holmstrom and Milgrom, 1991; Jensen and Meckling,
1976). It is argued that forward integration can eliminate the downsides of market imperfections
and asymmetric information to enhance economic efficiencies with a stronger market presence
(e.g., Alchian and Demsetz, 1972; Anderson and Schmittlein, 1984; Bain, 1968; Porter, 1979;
Williamson, 1971, 1991; Woodruff, 2002). However, if the monitoring of unique downstream
efforts is difficult it creates moral hazards as agents can behave for own advantage, which is a
caution against forward integration (e.g., Brickley and Dark, 1987; Kalnins et al., 2013; Kosovéa
et al., 2013; Lafontaine, 1992; Lafontaine and Slade, 2007; Shepard, 1993; Slade, 1996). Hence,
as manufacturing firms decide to integrate forward these are some of the fundamental
considerations they face. Some firms are caught in the middle of these considerations where

only a few seem to get it right and outperform.

The analyses of forward integration have not considered transaction costs economics (e.g.,
Klein et al., 1978; Williamson, 1979, 1985) to the same extent as prior analyses of backward
integration (Lafontaine and Slade, 2007). The literature on forward integration has frequently
adopted a moral hazard perspective even when investments in specific distribution assets create
significant dependencies on downstream activities (e.g., Anderson and Schmittlein, 1984;
Anderson, 1985; Brickley and Dark, 1987; Kalnins et al., 2013; Lafontaine and Slade, 2007).
This is different from upstream dependencies on suppliers where manufacturing remains the last
point of revenue collection. By maintaining the last point of revenue and profit collection the
manufacturing is less exposed to moral hazard in relation to profit consolidation but it also retain
its powerful position (Eccles, 1985). This structural challenge has implications in relation to
forward integration. Alchian and Woodward (1988) argue that the degree to which quasi rents
from asset specificity is vulnerable to opportunistic haggling depends on the assets plasticity.
When plasticity is low, this means that monitoring of the use of specialized asset in use is
effective and therefore makes detection of moral hazard easy. On the contrary, when the use of

specialized assets is difficult to meter accurately this makes then vulnerable to moral hazard.

The empirical evidence seems to favor forward integration when this provides more
accurate monitoring of moral hazard related to agents effort (e.g., Anderson and Schmittlein,
1984; Anderson, 1985; Brickley and Dark, 1987). However, when the integrated firm adopts
internal pricing on transactions between sequential entities, the moral hazard issues reappear
(Eccles, 1985; Holmstrom and Tirole, 1991; Jensen and Meckling, 1976; Kaplan and Atkinson,
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1998; Gibbons, 2010: Williamson, 1985). If the manufactured goods are transferred at cost, the
consolidated profits will be registered with distribution, which potentially creates moral hazards
if the distribution assets are specific and plastic. Conversely, if manufacturing dictates the price
to extract downstream profits, it will ignore the entrepreneurial costs of the distribution agents
(Eccles, 1985; Holmstrom and Tirole, 1991). Hence, the governance of forward integration
presents a tension between central management controls aimed to reduce moral hazards and the
ability to provide incentives that engage valuable downstream assets and capabilities that are
hard to monitor.

Theories of industrial organization analyze the cost-savings of integrated production
processes and consider scale and scope economies as sources of competitive advantages (e.g.,
Bain, 1968; Pindyck and Rubinfeldt, 2013; Riordan, 2008). The profitability of an industry is
influenced by ownership concentration where forward integration can enhance market power
that restrict output and raise prices (e.g., Porter, 1979, 1980). The internalization of specific
assets with tangible as well as intangible (knowledge-based) features can generate quasi rents
(Klein, Crawford and Alchian, 1978; Williamson, 1985). They constitute unique internal
resources that can reduce the integrated processing costs and create more valuable product
offerings (Hoopes, Madsen and Walker, 2003). This perspective is rooted in evolutionary
economics (Nelson and Winter, 1982; Winter, 1991) where value creation derives from
deployment of unique resources as potential sources for sustained competitive advantage (e.g.,
Barney, 1991; Peteraf, 1993). These theoretical rationales emphasize the value of idiosyncratic
resources, competences, and knowledge within the integrated firm (e.g., Barney, 1999; Connor,
1991; Demsetz, 1988; Kogut and Zander, 1992; Teece et al., 1997). Here the advantages do not
derive from lower transaction costs or scale economies, but rather from the valuable features of
rare and inimitable resources, capabilities and competences (Nooteboom, 2004; Spring and
Araujo, 2013; Story et al., 2017; Teece, 2010). These major theoretical perspectives on forward

integration are summarized below (Table 1).
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Table 1. Different Economic Perspectives on Forward Integration

Major rationales

Key contributors

Market transactions:

Contractual imperfection (2"9order
economizing)

Contracting is incomplete and does not protect
specialized investments against opportunism.
Internalizing the long-linked activities along the

Arrow, 1969; Grossman and Hart, 1986; Hart
and Moore, 1990; Klein, Crawford and
Alchian, 1978; Williamson, 1979, 1985.

value chain can reduce transactions costs from

opportunism and promote investments.
Aligning interests from asset ownership for
effective adaptation

Segregated asset ownership providing different Coase, 1937; Simon, 1951, 1991; Williamson,
incentives. Integration and weak incentives can 1975.

provide the firm with several advantages avoiding

costly renegotiations to align interests.

When markets provide inaccurate indicators of
agents effort (moral hazard) this can be solved by
integration by access to more accurate metering.

Markets do not provide accurate information,
costly monitoring and adverse selection.

Alchian and Demsetz, 1972; Fama, 1980;
Holmstrom, 1979; Holmstrom and Milgrom,
1991; Jensen and Meckling, 1976; Salanié,
2005.

Internal efficiency

Industrial organization perspective — market
power — scale economies

Larger organizational size and higher transaction
volume creates bargaining power, scale and scope
economies. The volume misalignment between
linked monopolies (double marginalization) can be
reduced/eliminated through internalization.

Bain, 1968; Porter, 1979, 1990; Blair and
Kasserman, 1983; Tirole, 1988; Pindyck and
Rubinfeldt, 2013; Riordan, 2008;

Sustainable value derives from the availability of
unique heterogeneous resources and knowledge
that is hard to imitate and makes internal processes
more effective.

Demsetz, 1988; Nelson and Winter, 1982;
Barney, 1991; Grant, 1996; Teece, et al.,
1997; Nooteboom, 2004

Evolutionary economics perspective —
processing capabilities, resource and
knowledge based views

It is challenging to manage and govern the intriguing interdependencies between sequential
business activities in ways that will enhance competitiveness along the integrated value chain
and generate incremental value and corporate profits. To analyze how this is accomplished in
practice, we proceed to conduct comparative case studies of two integrated manufacturing firms
in the same industry to see how they actually govern forward integration. This analysis is guided
by the initial insights obtained from the two representative distribution typologies and the extant
literatures on forward integration. From this we identify four structural features of the
governance approaches that seem to characterize the differences between segregated ownership,
contractual relations and internal hierarchy. These four features are: (1) the organizational
purpose and instrumental rationales, (2) the adopted coordination mechanisms, (3) the internal
performance accounting, and (4) the management control systems. The organizational purpose
and instrumental rationales express the argumentation adopted to justify the use of resources and
capabilities along the integrated value chain to generate competitive advantage. The
coordination mechanisms reflect the way the company integrates competencies and knowledge
between interdependent business entities along the internal value chain and delegating
responsibility and authority to engage this. The internal performance accounting describes the
pricing policies applied on intra-firm transactions and the incentives this creates. The
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management control systems explain the methodology used to guide the connected efforts and

how the performance of business entities is monitored.

METHODOLOGY

The direct and comparative case studies were inspired by the curios observation that forward
integration strategies in the European truck manufacturing industry lead to very different
outcomes in terms of growth and profitability. From this observation arose the obvious question
as to what causes major manufacturers that pursue similar strategies of forward integration to

realize so different performance outcomes.

Industry context

The capital-intensive truck manufacturing industry in Europe went through major consolidations
during the 1970s and 1980s as the international competition intensified. Many companies went
bankrupt or were acquired (e.g., Bedford, Hanomag, Leyland, Magirus, Pegaso, Saviem). Today
the industry is comprised by 7 major brands owned by 5 companies (in brackets), DAF
(PACCAR), IVECO (FIAT/CNH), MAN and SCANIA (VW), Mercedes (Daimler), VOLVO
and Renault Truck (VOLVO Group). Albeit at different paces, the manufacturers generally
started to integrate forward by first taking over importers and later the final distributors in the
value chain. The distribution operates in a business-to-business environment with customers
ranging from single owner-drivers to large transport companies with thousands of trucks in the
fleet. The product caters to a variety of market segments with diverse requirements to the
tangible product and related services. Trucks to large fleet customers, e.g., DHL, Kuehne &
Nagel, and Fercam are fairly standardized whereas special users, e.g., concrete mixers, cranes,
tippers, garbage collectors, etc. require substantial upgrading. Special features like chassis
rigidity, multi-traction steering, and other customized needs provide rich potential for value
enhancements by downstream distributors. Furthermore, these durable products with decade-
long lifespans require effective maintenance services to keep them operational where the total

cost of ownership increases in importance. All these factors affect the buying decisions and
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present areas where the distributors can differentiate the market offerings and create incremental

value.

Two truck manufacturers (A and B, who will remain anonymous) agreed to participate in
the study. Both companies date back more than a century and are considered main industry
players with annual production of over 80,000 units, revenues in excess of 10 billion EUR, and
more than 35,000 employees’. Both companies realize similar dependencies on sales within
Europe although Company A has a larger home market than Company B. Furthermore, both
companies have integrated forward and own a similar number of international distribution
entities. However, while the two companies had similar revenue levels in 2005, they have grown
and performed very differently since then (Figure 3). Company A has generated operating
profits in relation to revenue (ROS) at par with the industry where Company B has
outperformed the industry for more than two decades.

" Based on the two Companies’ 2019 Annual Reports
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Figure 3. Comparative Performance Indicators of Company A and Company B

We study these two large international manufacturing firms that operate in the same
industry where both pursue a strategy to integrate downstream distribution, sales, and servicing
functions. The two companies compete for similar customers in the same markets but have very
different value offerings and display vastly different customer satisfaction and profitability
projections over the past decades. Hence, they are suitable candidates for both individual and
comparative case studies that can uncover important differences between successful and less
successful governance of forward integration in manufacturing. The case studies are based on
secondary public information including annual reports, company websites, industry reviews, etc.
and primary data from interviews with corporate executives and functional managers with

comparable positions in the two case companies.
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Research design

To inquire into the challenges facing forward integrated manufacturing firms and study their
governance approaches we chose a comparative case study approach. This approach applies to
research questions where the context is important but the boundaries between the phenomenon
and the context are unclear (Yin, 2018). To study the governance of forward integration in its
wholeness, a case study offers several advantages where the elements in the case cannot be
manipulated. This relates to the often conflicting rationales applied to determine firm boundaries
that highlight the importance of context for inquiries into the governance approaches based on
real life applications. By selecting two representative forward integrated firms in the same
industry but with different degrees of success, we can explore the different governance regimes
in view of the typological and theoretical considerations discussed in the previous section. Case
studies resemble natural experiments and may offer causal explanations related to the
governance approaches adopted when manufacturing firms integrate forward (Welch et al.,
2011; Yin, 2018). Hence, the objective of this study is to inquire into the governance of
manufacturing firms that integrate forward into distribution along a vertical value-chain (Figure
1). To this end, the case studies provide data for analysis and a fundamental method of

theorizing as we attempt to confirm or disconfirm, enhance and modify existing theory.

The protocol that guided our data collection was inspired by the typologies and economic
integration rationales that attempt to outline the trade-offs manufacturing firms consider when
they integrate forward into adjacent distribution activities. The guiding questions remained
open-ended leaving room to explore new insights uncovered throughout the individual
interviews. To uncover the structural features that describe the Case Companies, i.e., the
purpose of the organization, the instrumental use of resources and capabilities along the
integrated value chain, and how they describe their business model, we started by analyzing the
Annual Reports of the two Companies over the past twenty years 2000-2019. In addition to this,
we studied the corporate web sites of the two Companies with the same analytical focus. This
material is generated by the two organizations themselves and is therefore subject to some
selective biases. Yet, the material cannot diverge completely from the real world particularly not
the Annual Reports that contain official audited financial numbers with communication
generally scrutinized and approved by supervisory boards, stock analysts and shareholder

forums.
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To complement the information on the governance approaches we also considered other
archival data sources that are less subjective including customer satisfaction surveys, market
share data, consultancy reports, patent applications, incentive systems, Truck of the Year
awards, Jubilee Yearbooks, journalistic articles as well as published academic articles (Table 2).

Table 2. Data Sources From the Two Case Companies

General data source overview

Company A Company B
Interviews (Function and org. Location):
CEQ/Board member (HQ) 1 2
Senior Vice President (HQ) 1
Senior Vice President {Downstream distribution) 4 3
Directors (Downstream distribution) 2 2
Archival material:
Patents registered 01/2000-09/2020 X X
Company jubilee yearbooks X X
Truck/Coach of the Year awards X X
External information: Published academic articles and 2 g
consultancy
Internal strategic programs 7 0
Incentive systems X X
Annual reports (incl. CEQ's letter to shareholders) 2000-2013 2000-2013
Corporate web page 2020 2020
Customer satisfaction surveys (product and services) 2005-2017 2005-2017
Market share development 2005-2017 2005-2017

To gain deeper insights we also conducted a series of semi-structured interviews with
various executives in the two Companies. The interviews were targeted towards high-ranking
corporate officers within relevant headquarter functions as well as in the downstream
distribution entities. This included board members and senior management in distribution
representing relevant Officers at different hierarchical levels, operating functions, and
geographies. Prior high-ranking executives with experience from both Companies also provided
interesting comparative insights on the governance structures. The interviews of downstream

distribution Officers comprise three identical countries. Using multiple information sources
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served to saturate the data gathering and triangulate inputs to validate findings from the case
studies (Flick, 2014; Yin, 2018). This approach does not constitute purely grounded theory
development but nonetheless offers a basis for guided qualitative induction (Levy, 2008;
Reichertz, 2014) linked to existing theory.

The interview data from the two Companies was collected between spring 2016 and year-
end 2018. The archival data collected for both Companies covered the period from 2000 to 2019
(Table 2). The generally equal amount of data collected from the two Companies allows for
comparative analysis and assessment of contextual differences (Yin, 2018). Comparisons can be
made across downstream distribution entities located in three countries and between
organizational functions and hierarchical levels. This allows the observer to identify potential
internal frictions between organizational functions like manufacturing and distribution and
between the corporate center and local country entities. This allowed us to achieve saturation in
the collection of data (Strauss and Corbin, 1998).

To account for competence and knowledge differences between, say, a board member and a
country sales director, the questions were modified to reflect the specific areas of responsibility
of the individuals (see Appendix, Table 3). The interviews were semi-structured and conducted
with an average duration of around an hour and fifteen minutes. They followed guided questions
inspired by the distribution typologies and underlying theoretical rationales (Table 1). In total,
we conducted 15 interviews with high ranking officers within the headquarters and related
distribution entities (Table 2). All the interviews were taped and transcribed for subsequent
coding. To protect the anonymity of the interviewees and obtain their honest feedback, we

engaged in non-disclosure agreements with all the participants.

Coding and data analysis

To organize and code this voluminous data from a multitude of primary and secondary sources,
we used NVivo as the qualitative data analytical software tool. The first step of the coding
process was to assign attributes to each of the primary and secondary data sources. This allowed
us to assess the data across different internal and external origins and make comparisons
between Companies A and B across headquarters, national distribution companies, and types of

information (interviews vs. archival data).
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To form our overall understanding, we categorized the data in the initial coding cycle based
on the pre-defined structural features (Levy, 2008; Saldafia, 2016). The first data we coded was
the longitudinal archival information from the Annual Reports, jubilee yearbooks, external
information, internal strategic programs and corporate web pages. This data mostly present the
firms’ organizational purpose and instrumental rationales adopted by senior management. While
this material gave a clear and consistent picture of organizational priorities, it did not reveal the
internal structures, incentives, authority, coordination and control mechanisms. These aspects
were obtained from the semi-structured theory guided interviews. This interview data was also
coded according to the a priori identified features. From the initial four guiding features, we
inductively coded the various data. This generated a vast amount descriptive information, which
was compressed into similar first order concepts that generally adhere to the phrasing and
expressions in the data (Gioia et al., 2012; Wenzel et al., 2019). This process of reviewing and
recoding first order descriptive concepts within four pre-defined categories was a constant work

in progress throughout the entire data coding process.

In this process we adopted a lumping technique together with a simultaneous coding
approach to capture descriptive nuances (Bazeley and Jackson, 2013; Saldafia, 2016). There
were several reasons for this. Interviewees often gave lengthy and rich answers (e.g., 2-7
minutes) revealing multiple issues and reflections jumping back and forth across several of the
guiding questions. This lumping technique was also applied on the archival data providing a rich

understanding of the phenomenon and its context (Yin, 2018).

The next step in the data analysis moved from initial data descriptions and categorizations
to a more theoretical grouping. The data codes from the first cycle were grouped into concepts
based on resemblance and character and were then further compressed into abstract themes to
unify the information around a meaningful whole. This was done using theoretical perspectives
that offer explanations on what is going on (Gioia et al., 2012; Saldafia, 2016). At this stage we
went through several (re-)coding (Saldafia, 2016) cycles going back and forth between 1% order
concepts, using primary data against secondary supporting data, to identify and establish the 2"
order themes. The secondary data used here included information from patent registers, ‘Truck
of the Year’ awards, external customer satisfaction surveys and industry market share reports.
This led to the identification of overarching theoretical themes to describe the adopted

governance approaches. This analytical cycle inevitably touches upon the interdependencies
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between manufacturing and distribution as described in the distribution typologies considering
the four pre-defined structural features. The 1% order concepts derived from the interviews and
the generation of 2" order themes were agglomerated into three major dimensions or themes
inspired by insights from previous analyses (Braun and Clarke, 2006; Saldafa, 2016). This use
of empirical data and theory to distill aggregated dimensions of the studied phenomenon reflects
a transition towards an abductive approach (Dubois and Gadde, 2002; Gioia et al., 2013; Welch,
2011) building on new insights obtained from the ongoing data coding process. The transition
towards the aggregated dimensions is outlined in Figure 4. The details of the preceding
transition from interview expressions and statements to the formation of descriptive concepts are

presented in the appendix (see Appendix, Figure 6 and Table 4).

Aggregated Governance Dimensions

Company A Company B

1.Industrial organization structure 1. Balanced value chain

2. Costs efficient distribution 2. Market-driven use of resources

3. Low entrepreneurial effort 3. Engages entrepreneurial effort

Comparative case study - Company A
g Auedwo) - Apnis ased anneiedwo)

"directional distribution characteristics” "complex distribution characteristics”

Figure 4. The Aggregated Governance Dimensions Derived from the Data Coding
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EMPIRICAL FINDINGS

The theory guided data collection from Company A and B respectively was compounded into
seven 2" order themes that form three aggregated dimensions for each of the two companies
(Figure 4). This uncovers two different governance approaches to integrate upstream
manufacturing and important sale and services in downstream distribution that resemble the
distinguishing characteristics of the directional and complex distribution typologies. These
analytical observations should be seen in the context of a market for trucks and busses that
increasingly demand flexible solutions to increase the long-term value from the products in use
(Baines et al., 2007; Baines, 2015). In this market context, it is no longer enough to manufacture
reliable products but the product offering must now meet the demand for extended services as
part of the value offering. Hence, the scale and scope economic rationales are less important
today than a century ago (Teece, 2010) although capital intensive manufacturing with large
investments in R&D still needs to meet certain sales volumes to retain competitive unit costs
(e.g., Bain, 1968; Pindyck and Rubinfeldt, 2013). In view of this, the following provides
selective transcripts from interviews and collected archival data to describe the aggregated
governance dimensions of the two case companies derived from the inductive analytical process
(Gioiaetal., 2012).

Company A

Company A started forward integration into distribution to secure the manufacturing volume
during the 1980es and 90es when sales declined due to the elimination of lucrative foreign
markets and subsequently to reduce the power of independent distributors that prioritized their
own profits. It was triggered by the aftershocks from wars in the Middle East and the 2" oil
crises that contracted important overseas markets, e.g., Iran, Irag, Nigeria, Syria. In this
situation, the company relied on a sizeable home market and European expansion to secure the
production volume engaging private investors to develop the expansive sales and service
organization. This explains why the underlying purpose of Company A’s governance approach
is to manage distribution and secure the required sales in the market arguing that sufficient
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manufacturing volumes will secure efficiencies in line with economic rationales found in the

industrial organization literature.

This governance theme expresses the corporate planning and budgeting considerations at
the manufacturing headquarters with a primary focus on sales to ensure the production volume.
The way Company A coordinates activities with the integrated distribution is clearly prioritized
by the manufacturing headquarters to generate economic efficiencies. The production is sealed
off from turbulent market conditions and fluctuations in demand (Thompson, 1967) using top-
down planning with ambitious volume budgets. This is expressed by a country managing
director (interview 2) who described the governance approach this way: “well, it gives them
[HQ] the freedom to, let's say, boost the markets in terms of allocating resources to various parts

if they think they need that to have more production output.”

A country sales director (Interview 5) continues: “they [HQ] are defining what are the
targets and they are breaking it down to the smallest unit ... and then, in our daily steering, we

are focusing always on the volume side. We are not even focusing on the money side.”

Another country managing director (interview 13) explained: “the factory basically has a
very linear mentality to planning. And your market share will always be at 10%. They have little
or no concept to the vagaries and the dynamics in each market. They want a very simple view.

And, therefore, they don't like change.”

This reveals a governance theme where the primary role and function of distribution is to
generate a sales volume that can secure the economic efficiency of production at the

manufacturing headquarters.

The inquiry further reveals that Company A has an organizational center of gravity
(Galbraith, 1983; llinitch and Zeithaml, 1995) embedded inside its (proud) engineering and
manufacturing heritage located upstream and far away from the final end-users in the market
(Teece, 1982).

A country managing director (Interview 2) stated: “I think I would say mainly engineering,
supreme technologies, and reliability in the engineering. This is what made us a strong
company.” A senior ranking HQ employee (Interview 6) expanded: “I would rather say it's our

damn task to become the voice of the customer. It's also the task for our organization to really
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figure out by being close to the customer, to understand the business and their needs. And here

we have definitely room for improvement.”

Analyzing the annual reports from year 2000 shows a rather one-sided focus on engineering
where the company in all 20 annual reports uses the statement “Engineering the Future.” These
engineering capabilities are also visible in the award: International truck/bus/coach-of-the-year.
The award acknowledges efficiency in transportation and sophisticated technical solutions.
Company A has accumulated a total of 15 awards and is ranked 2" in the industry with far more
prizes than Company B. Company A has also registered more than 10 times as many
technological patents than Company B®. The engineering technology and manufacturing focus is

corroborated by a consultancy report retained by company A.

This describes a governance theme where the manufacturing headquarters perceive value as
being created (solely or primarily) from resources and capabilities located in the upstream

manufacturing and engineering functions.

Forward integration makes it possible for Company A to circumvent the sharing of
provisions with an independent distribution function (Klein, 1995; Raynaud and Lafontaine,
2000) looking to maximize own profits. This can be seen as an attempt to avoid volume
reduction embedded in the double marginalization problem of sequential monopolies (Eccles,
1985; Pindyck and Rubinfeldt, 2013; Riordan, 2008; Tirole; 1988). However, when resources
are used to optimize the manufacturing headquarters’ demand for sales volume, as opposed to
generating incremental profits from distribution entrepreneurial efforts (Eccles, 1985; Grossman
and Hart, 1986; Holmstrom and Tirole, 1991), the integrated distribution entities do not act as
profit centers but more as revenue centers (Brickley et al., 2015; Eccles, 1985). The profit

optimization is coordinated through planning (Thompson, 1967).

A country finance director (interview 15) expresses this: “by looking at the transfer price
structure, by looking at the products we're selling. So the idea of the company is that through
analysis done by the headquarters, they can optimize the product mix of the countries and tell
them how to achieve optimized [aggregated] operating profit. They are the ones that decide on

the optimal vertical structure, and it's the job of the country then to implement that and to deliver

& Source: Patents.google.com (01/2000 — 08/2020)

232



the results” ... ”You make a loss with every truck you sell, you make a bigger loss the more

trucks you sell.. That means you don't have any [incentive]-- no company will work that.”

A country managing director (interview 2) explains: “you're actually allowed to do the deal
to lose the money, but you're not allowed to keep your people to build up your company.. "Shut
up, do what we say, fire your people. We don't care. We listen, but we really can't change it. Just
do it. And then don't stand up for the consequences after that."... “We are seeing the
consequences now. We can't keep up the pace” ... “I don't see the logic all the time, honestly. I
really struggle with that sometimes, and | close my door and stand and look out of the window
[laughter].”

This describes a governance theme where the downstream distribution entities are turned
into revenue centers without any direct profit incentives. Altogether, these themes reflect the

optimal structure outlined in the industrial organization literature.

Another observed governance theme is the conscious intent to run a cost efficient
distribution to minimize the transaction costs associated with moral hazard issues and shirking
on effort (Kalnins et al., 2013; Lafontaine and Slade, 2007; Woodruff, 2002). Empirical studies
suggest that firms integrate forward when markets provide costly monitoring of agents effort
(e.g., Andersen and Schmittlein, 1984; Baker and Hubbard, 2004; Brickley and Dark, 1987,
Brickley et al., 2003). This is also the case in Company A where actions are taken to mitigate
potential moral hazard costs in the downstream distribution entities. This is reflected in the way
the headquarters delegates budgets with demanding top-down budgeting of sales targets and
restrictive internal cost allocations for, e.g., marketing initiatives, headcounts and discretionary
spending outside defined sales targets. The consolidation of profits at the manufacturing
headquarters aims to ensure that as little cash as possible remains with the integrated

downstream distribution entities.

A country MD (interview 13) explains. “We have these targets, these [budgets] that is, in
most of the cases, a bit, let's say, dreaming, wishes, extreme wishes. [..] Here, in this country,
we spend 0.35% of the turnover in the marketing expenses. It is one-third percentage of what
they spent in other brands. [..] We don't spend on marketing because we need to spend on
administrative costs. [..] A lot of internal inefficiencies that are stealing indirectly jobs to other

activities or money to other initiatives, marketing is the first victim [..] we do not have people
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that is really needed to support the salespeople, product marketing [..] we should have higher

costs here, stronger organization.”

This is further elaborated by a senior vice president at headquarters (interview 7): “I think
we are currently in an organization where we have too much control over the people over there.
We don't let them take any-- well, it's a little bit black and white, but there are too little decisions
they can take autonomously and | would like to have them a little bit-- not a little bit, forget a
little bit, more empowered.. We in the central organization have to approve that and | think
that's stupid. Sorry for the words, | don't think my managers are stupid, but I think that's stupid
because | think you should empower him [country MD] because his bottom line-- if he can do
that. If he can generate more volume or better margins with [extra resources], and covering the

costs to get a better bottom line, who cares?”

The data further reveals how the company uses measurable KPIs to monitor the efficiency
of distribution (Alchian and Demsetz, 1972; Anderson and Schmittlein, 1984; Lazear and Gibbs,
2014). When the distribution entities act as a revenue centers with no profit incentives, the
corporate goals must be achieved using other instruments. Company A has adopted efficiency
related KPI systems to achieve this enforced by the implementation of IT-based administrative
systems like SAP. It is evident that the diagnostic control systems (Simons, 1995) are enforced
by manufacturing to monitor the distribution entities in view of the delegated budget targets
presented to the board of directors on a monthly basis for official sign-off and approval. The
reporting system is used to conduct quarterly or semi-annual business reviews with the

distribution managers.

A country MD (interview 13) explains: "we keep telling [HQ] that we're not going to
deliver. Do we say this in the [volume planning]™ And the answer is "Yeah, of course, we tell
them that we're under pressure, but they don't accept the reduction in our numbers.” They just
say you have to-- it's almost the same as, "Don't tell me about stormy waters. Just bring the boat
home." And the [volume planning] for us, is a completely and utter waste of time because there's
no two-way dialogue. What they're trying to do is they have a number of markets that have to
deliver a total volume. And if the [country] or any other market is going to fall short and they
can't find that volume somewhere else, you have to do it...Okay, you remember this month it's

500? How many are you going to do?" "400." "No you're not, [ don't accept any less than 500.”
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Another country MD echoes this (interview 10): “I can tell you. I mean when you see the
whole bonus process the company is driving.. It's hard facts. It's market-share, it's ROS, it's CXI,
it's all these KPIs full stop. So, you do not evaluate how somebody's treating his people - how
anybody is behaving to the values.. [Employee satisfaction barometer] You've participated or

not, so it's more and more really pure KPI’s.”

The analysis of annual reports also reveals that Company A has little emphasis on company
mission and values. The 2004 annual report for the first time introduces corporate values only to

disappear two years later and then not to be seen again in subsequent reports.

The emphasis to control moral hazards in distribution adopting efficiency-based KPIs in
pursuit of tight budget-driven targets and the absence of mission and values as guidance reflects

an overarching governance dimension focused on efficiency in distribution.

Another set of observations relate to the entrepreneurial efforts in downstream distribution
dealing with customer needs in the market (e.g., Lafontaine and Slade, 2007; Lightfoot et al.,
2013; Oliva and Kallenberg, 2003; Woodruff, 2002). The collected data show that decision
power and formal authority to control resources resides with the manufacturing headquarters
that has the property rights (Alchian, 1989; Grossman and Hart, 1986; Hart and Moore, 1990;
Woodruff, 2002). The managers in distribution that hold specific market knowledge have little
authority to take market initiatives (Aghion and Tirole, 1997; Fehr et al., 2013; Williamson,
1975). The manufacturing headquarters uses formal authority to delegate sales targets to the

distribution entities to secure coordination and fulfillment of headquarter priorities.

A country MD (interview 10) refers to the sales targets in the yearly budget round: “I was
on holiday. Different time zone. It was late at night. | received a phone call. I didn't pick up. |
receive it again. And again, and again, and again. So I said, ‘Okay. Now I pick up.” In the
middle of the night.” The caller said: “I know you are on vacation, but you have now six hours’
time and you put the figures in the system.” I responded: “Okay. Why should I do so? Because
we will never achieve it..” “Because I tell you so.” Hmm? ‘Yeah, but this is not what will
happen.” “We have to work on what will happen.” He continued: “Okay. But I still need to have
this in writing from you. Because otherwise, I won't do it.” The reply [from his boss at HQ]

was: “If you do not do this, think about your last days in the company."
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“They are all [HQ management] protecting their own personal positions rather than looking

at it in the bigger picture” as one country managing director (interview 13) put it.

When important value adding activities are different from those of the manufacturer,
responsibility and authority should be delegated to engage the needed idiosyncratic capabilities
and resources (e.g., Bering 2020a; Connor and Prahalad 1996; Demsetz, 1988; Gereffi et al.,
2005, 2018; Jensen and Meckling, 1990; Nooteboom, 2004; Story, 2017; Teece, 2010). The
incentives should reward effort that relates to asset value like future value creation that often
provide broader incentives and not only focus on measurable output performance (e.g., Alchian
and Demsetz, 1972; Holmstrém and Milgrom, 1994; Lazear and Gibbs, 2014). The headquarters
needs internal measures to engage and reward these value-creating entrepreneurial efforts (Fehr
et al., 2013; Holmstrom and Tirole, 1991). If not, the entrepreneurial engagement in distribution
is diluted (Lafontaine and Slade, 2007; Oliva and Kallenberg, 2003; Oliva et al., 2012;
Woodruff, 2002). Company A suffers from this lack of incentives to engage and motivate

downstream entrepreneurial efforts.

A country finance director (Interview 3) describes the incentive structure this way: "one
third is targets that they can change themselves. Of these targets, we have profitability which
only can partially be influenced locally. You have market share which also you can argue can
only partially be influenced locally because we have a lot of-- it depends on transfer price in the
products you're getting. So | would say that the local performance and that is a complete
estimate from my side is maximum 5 to 10 percent of the whole incentives they're getting. So
90% is out of their [country management] hand..” And he elaborates: “If you are not paid to
optimize your business, and if you do that [ignore optimization] over consecutive time of years,

you will not find many entrepreneurs in your ranks of MDs.”

A country sales director (interview 5) argues: “if it would be my company, I would focus
much more on the customer and, especially, on the staff side because, here, 1 would say that in
the long run these are the two elements which are heavily impacting of course the volume and
the monetary side. And then, in our daily steering, we are focusing always on the volume side.
[..]We are hunting the volume, and we are acting short term, but staff and customer is basically,
in my eyes, a contradiction because, here, you have to work extremely long term, but we are

always very short-term focused.”
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The use of formal authority to coordinate top-driven sales targets and drive efficiencies in
the integrated distribution activities uncovers a governance dimension of failed incentives to

support market related initiatives resulting in low entrepreneurial effort.

Company B

Company B originates from a smaller home market and early realized that to achieve sufficient
scale they would have to expand beyond national borders. This presented major challenges as
different national legislations, customer needs, and local preferences created a variety of
customer demands that needed attention. This forced the company to develop a flexible
production system to accommodate different product types and volumes. The company
introduced major innovations using standard electronic monitoring devices on the trucks to
inform on customer usage, reliability, service patterns, etc. where creation of customer value is a
core mission. After years of successful partnerships with independent distributors, the company
started to integrate forward by buying out the private national partners across the increasingly
integrated European marketplace.

The data analyses reveal a very different business dynamic where value is created from both
upstream and downstream resources although Company B remains a manufacturing and
engineering oriented company with a focus on efficiency to stay competitive. It is also evident
that the downstream distribution takes a very different role compared to Company A. The idea is
not to replace the importance of the tangible manufactured product but rather to operate a
business model (Kindstrom and Kowalkowski, 2014; Teece, 2010) that creates value for
suppliers, employees and not least the customers. This is done by focusing on tailoring product
specifications to the customers’ specific demands and partnering with customers to ensure the
most efficient transportation solutions and value-in-use throughout the whole product life cycle
(Baines et al., 2007). This means that while the technical capabilities of the product has high
importance, the knowledge embedded in the downstream distribution is equally important to
ensure value adding product differentiation with high customer satisfaction and loyalty
(Lightfoot et al., 2013). The early recognition that success rested on satisfying different
customer demands has institutionalized an organizational culture that engages both external and

internal stakeholders.
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Economies of scale and scope are important to Company B as is visible in several areas of
their manufacturing processes with constant focus on Japanese inspired ‘kaizen’ and continuous
improvements developed over several decades. This process encourages all employees to
participate in improving efficiency and quality with a mutual agreement between employer and
unions that improvements are not be turned into layoffs, if they are successful, but are rather
used to enhance further training and competence development. In view of the small home
market and a need to compete in different overseas markets, the company developed a modular
product specification concept, which it has perfected. With this production technology,
Company B manufactures more than twice the amount of trucks and busses per employee

compared to Company A.

The analysis of Company B’s annual reports over two decades (2000-2019) implicates,
without exemption, a consistent emphasis on the modular system and production flow as a core
strategic competence and priority. A senior executive elaborated (Interview 9): “the company
was globalizing very, very early. And that meant also that they got a very huge variation in the
customer applications and customer bases and from very different export markets. We had a
genius in the company who took up an old German system “Bau Kasten” or you can say Lego
system.. and he developed a system in the 50s and the '60s to build a [brand] truck as a Lego
system so the customer individually specify the vehicle or the distributor could specify the
vehicle. Then according to his own wishes, some extra had to be done at the dealer level but
most was done in the factory. So it was a very smart system. The first in the whole industry.” As
a senior executive explains (Interview 12): “the pillars of our strategy or what is our let's say,
DNA. One is the modular system with all the let's say, the impacts when it comes to our let's
say, ability to R&D, and to be let's say, have less parts and less parts developed etc., working on
the modular system. Second one, is we always refer to how we are let's say, flow-oriented when

it comes to our internal flows, when it comes to our production.”

While Company B historically has a strong upstream manufacturing center of gravity
(Galbraith, 1983) it has also recognized the importance of downstream activities to enhance the
value of the manufactured product for the company and its customers (Neu and Brown, 2005).
This is visible in a balanced value chain where distribution acts on a hierarchical par with

manufacturing.
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Analyzing all the annual reports shows that services always are listed as independent
business activities with corresponding revenues and profits and take equal importance to the sale
of tangible produces like trucks and busses. For example, the 2004 annual report describes the
service activities in this way: “just as [brand] has refined its modular system over the decades in
research, development and production, today it is developing a similar system for the important
service market.” In the 2011 annual report we can read: “[Brand’s] objective is to provide the
best profitability for its customers throughout the product life cycle by delivering optimised
heavy trucks and buses, engines and services — thereby becoming the leading company in its
industry. The foundation is [Brand’s] core values, focus on methods and dedicated employees.”
and it continues “For our customers, it is ultimately a matter of meeting their day-to-day needs
by having vehicles with the best possible uptime. The more hours the customer’s transport
equipment is available, the more revenue for the customer. However, each customer is unique
and has specific needs. In partnership with customers, we develop packages of products and

services that deliver high efficiency, profitability and sustainability.”

This focus on creating value along the whole internal value-chain is explained by a senior
executive (Interview 9): “that was in the middle of the 90’s, we started to work with Toyota and
Toyota manufacturing system, a lean production but lean is not a good translation. It's the flow
of activities and it's a flow-driven production system and Toyota has three leading words,
“customer-first”, “the people”, and “quality.” And we introduced that already in the mid-90s
with the help of Toyota.. So we had already that culture. Also, in the engineering side and in the
assembly side that our focus in everything we do is on the customer. No hobbies, what we think,

what we believe ourselves is the best. No. Focus has to be the customer.”

This emphasis on the capabilities of people and customer value is confirmed by published
research papers that have analyzed Company B’s decision to integrate forward (Ahlstrand, 2015;
Brunninge, 2005; Brooks and Reast, 1996; Johnson and Broms, 1995). These studies focus on
the complexity of structurally integrating the value adding activities and the indirect roles of
leadership and organizational culture in a seamless value system. Company B had embedded
these priorities in the company values and the organization’s mission and vision to drive change
from being a pure manufacturing company to offering advanced services and consultancy in

close customer partnerships.
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When integrating forward top management early recognized that running the distribution
effectively required a market driven use of resources and competences. This recognizes that
services require a different understanding of market opportunities but also an emphasis on the
value of the product offerings.

This can be seen in the statement from a country managing director (interview 11) when
discussing the impotence of production volume: “if I don't have some kind of, we talk about
consolidated picture on that, we sell this truck to this customer, we can earn money in [country]
in this business unit then | leave the business. Right or wrong, but I mean | would never give
away a truck if | don't see that there is a potential in the long-term to have a profit out of this
customer in [country] because I don't know the margin in the factory.” This downstream focus
on profitability rather than fixation on volume focus is confirmed in other publications (Brooks
and Reast, 1996; Brunninge, 2005) where a number of retired executives were interviewed
(Johnson and Broms, 1995).

A senior executive (interview 12) inside the headquarters elaborates: “if you look into [sales
and service], which again is a completely standalone P&L, all from the consolidation of the
result of commercial operation down to each and every workshop, down to each and every bay
in the workshop has its own P&L. So we are really much running our [sales and service]
operation as if we were a [external ownership].. as if we were let's say a separate entity within

the company when it comes to our P&L.”

This focus on profit ownership inside the distribution is also visible in the annual reports

where service revenue and profits are reported annually without exception.

To maintain this kind of downstream ownership of results Company B has adopted different
mechanisms to ensure a continued focus on use of specific resources to enhance the product

value.

A senior executive (Interview 9) in HQ explains the adoption of this inclusive approach:
“what we had to do is that the engineers, they take the product development and the
manufacturing and then we separated this organization, sales and service organization, we put
businessman here... all of them coming from outside. With the right mindset.., and business
skills. If he can't produce a good bottom line here [at the distributor level] and negotiate here
[customers] and negotiate there [HQ], he has not future career.”
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Another HQ executive (Interview 12) elaborates on the leadership values: “you can never
be accountable or feel it's your own business if you're imposed and told. If you're told, "Do this.
Do that. Put the boundaries," after a while you just get yes soldiers saying yes. And at the end
this spills over all the way. So its very important for us to work that way. However, at the same
time when having this said that, we also have a-- these regions are very powerful. They should
be, so they are, let's say, accountable in power and command, etc... call it, delegated closer to
the market with, let's say, accountable people out there.. It is from a very central top-level
situation impossible to be in command for all. But there's very healthy dynamics there.” and he
continues “We are moving towards bigger and bigger independence from the headquarters
because for me this is how it should be. It is a counterweight of the regions, let's say, running
everything that there somewhere is a body which is, let's say, in some way being a
counterweight and, let's say, so that it doesn't become for me too much dependent.. So the

boards are, let's say for me, an independent organ.”

This is also echoed by a director of a country (Interview 8): “the board is an advisor. It's a
body which is giving support to the MD and giving him suggestions on which direction he
should go. They do it from the point of view of the local company, what do they think is the

right thing to do for that local company.”

The mission statement remains largely unchanged from year 2000 to 2019 and emphasizes
creating value for customers by fulfilling specific customer needs through high-quality products
and services as paramount for sustainable growth. The mission statement recognizes the
importance of downstream activities and a prioritization of idiosyncratic resources and
capabilities in distribution for customer value and sustainable growth. In other words, the

evidence displays a market-driven use of resources throughout the organization.

In an interview with a country managing director (Interview 14), he explains that yearly
marketing plans include feed-back to the factory regarding the requirement for new product
specifications where these updated marketing plans were read by everyone in top management

and taken very seriously.

It also relates to the use of own resources as a country managing director explains
(interview 8):“if you have an investment, it goes up to the head office and there is a final

decision on that investment. But there are no decisions on personnel on a central level and no
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decisions on SG&A on central level. And there is also no alignment of the budget between the
[national companies] and the head office. They don't bother to align the budget numbers.
Numbers of vehicles for example or numbers of parts. They don't bother to align that between
the NSC and the headquarters.”

Many employees were exchanged between headquarters and the national sales companies as
expatriates (Interview 8) but headquarters also showed respect for local decision-makers
(interview DC). The sales director of the country explained: “it tends to be very mature person
coming in to run the [country] on an expat contract. And | don't know this for sure - but it feels
like their brief is don't mess it up [laughter] if you know what I mean. They were very much
margin and profit focused. There won't be endless discussions on a weekly, monthly basis about
the sales of that given month. Those were not there. And | would have to say my role was more
field operational than headquarter. So | wasn't living the daily conversations with [headquarters]

around orders and deliveries.”

Another country sales director explains the use of local knowledge in operations (Interview
1): ’so when the customer buys a [brand], he gets fantastic buying advices. And it's a pleasure to
do it from our end, because we can behave very professionally. 30 years ago, you asked a
customer about his needs, and then you explained-- because you expressed you need this, | have
specified this for you, and it is fulfilling your needs, because it can do X, Y, Z. Today we work
with what we call challenging sales. Challenging in a way that instead of just- ‘the customer. I
want this, and I want that.” That's fine. I would also like to present an alternative to you to

discuss that.”

From the HQ a senior executive (Interview 9) explains how the understanding of services
was developed: “you have to convince people, you have to send out people to train them, to
widen their horizon. That was why some of them went to [service company] in Sweden and also
in Norway to learn this, how to sell services to get the concept and they were enthusiastic when
they returned and said, "Okay. Of course, we have to go in this direction,” because there's so
many customers asking for these type of services. So the demand was already there in the

market. For us, it was how to structure products so we could meet the demand in the market.”

The ability to engage entrepreneurial effort in distribution has always been a core challenge

in forward integration (Brickley and Dark, 1987; Lafontaine and Slade, 2007; Oliva and
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Kallenberg, 2003; Silverman and Ingram, 2017; Woodruff, 2002). The analyses of the data show
that Company B is seeking to economize on effort and idiosyncratic resources and capabilities
using delegation and personal incentives that in many ways resemble incentives provided by
asset ownership (Grossman and Hart, 1986; Holmstrom and Tirole, 1991; Lafontaine and Slade,
2007).

A senior executive in HQ (Interview 12) with years of experience as managing director of
countries explains: “we are extremely fortunate in this company, which | recognize after many
years traveling the world and being present everywhere. And it's always a challenge when the
company grows, etc., when we expand, etc., to be - how should I call it?. - a very value-oriented
company. It is because our retail operation is so extremely devoted and dedicated to our
customers. It is something that we say-- | say. That's why | said I'm fortunate that we have this,
that we have people that are so passionate about working in this company and working for this
product. There | see our success in the [integrated distribution] that we're able to combine the
value, how people let's say are feeling. | have been myself running two of our business units
outside. One was the Spain, Portugal the Iberia and the Brazilian and to almost bizarre way felt

that this is my company. I lived it as if it were my own.”

This customer focus is also captured in the results from independent industry wide customer
satisfaction surveys where Company B largely has been the benchmark from 2005 to 2018 in the

eight major European markets.

A country managing director (Interview 11) elaborates: “I think that the general picture is if
you are operating as an MD for a business unit, you have the freedom and responsibility to act.
Quite good, I would say... But my feeling is that we are still very-- we have the full
responsibility to operate our profit center in a good way. So our, let's say, area where we can act
within, is quite big.. I mean, I don't see the need to report to my manager every week. So | don't
feel we are trapped in some kind of reporting system where every Monday | need to report up
and talk and blah, blah. It's not like that.”

It is not that there are no expectations to the countries as a national sales director (Interview
1) explains: “of course we are challenged to create-- they do a target letter, so they make that.
This is time now for choosing the target letter of 2018. They said the factory-- the factory say
we think you should go for X% market share, and we expect that you grow your EBIT like this.
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And then we start to work to can we make a plan which could give what they are suggesting.
And then we may not come back fulfilling what they are suggesting. And we will say, it's a very
interesting challenge, but I think it would be too expensive to get the market share you're
suggesting, so we are suggesting this instead. You can call that a kind of negotiation, but you
could also-- if you are talking about reality and you have the right facts on the table, very often
it's not difficult to get to an agreement. It's not like they say. Now you just do it. Don't tell us

you can't. I mean that kind of language you would not see.”

There are strong personal incentives to the agents operating in the integrated distribution
entities. From the interviews it is clear that while profit is important, management in
downstream distribution is heavily incentivized by the performance of the business unit.
Incentives are not only build around short measurable targets but also on softer longer-term
parameters as an executive (Interview 12) explains: ”the worse it gets, the louder you scream.
The more KPIs you ask, and the more pressure you put-- if it works, it works for a short time.
But something breaks, something is hidden somewhere else, something is not addressed so it's
not sustainable over time.” He continues: “about one-third is company [corporate performance]
and two-thirds is local or own performance” and adds that Incentives for country directors are
defined by headquarters where targets extend a six year horizon. One of these targets is of

course customer satisfaction.

A country managing director (Interview 12 [and 11]) explains: “the incentive programs are
built up in a way so that if I leave here now, I will still have an incentive part belonging to
[brand country]. two years after | have left. So it's not if I-- the last day of my assignment I clean
everything up in order to get an extremely good result in the last year. And then the next year it
would be a disaster due to that decision. I will have a punishment in my incentive program due
to that.” And, he continues: “It's important also to gauge how you deliver result. Do you do that
with all your employees being killed in the delivery? Or are they still alive when that result has
come? And I still think that with our [brands] core values accepted that is an important part

of how we are doing it.”

This evidence of engaging entrepreneurial efforts across value chain activities and into the

local distribution entities is also reflected in the data collected from all the annual reports.
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DISCUSSION

The individual and comparative case studies investigate how two representative manufacturing
companies govern forward integrating into distribution. The context for the study is the
European truck and bus manufacturing and distribution industry, which is becoming
increasingly complex as end-users demand more tailored offerings with services to ensure
effective product up-time and utility. This technology-based, capital-intense, and competitive
industry is pertinent for this inquiry involving two close competitors that pursue similar forward

integration strategies but with very different growth and financial performance effects.

Manufacturers and  distributors use contractual arrangements to coordinate
interdependencies between the long-linked business activities and by incentivizing innovation
and entrepreneurship using segregated ownership structures. However, these approaches can
lead to unintended transaction costs (Coase, 1937; Williamson, 1971) and moral hazards from
misaligned incentives (Klein, 1995; Lafontaine and Raynaud, 2000). Different economic
theories provide rationales to assess these issues but do not always lead to consistent optimal
governance solutions (Holmstrom and Milgrom, 1994). Hence, the empirical research on
forward integration is often torn between prescriptions for internal controls and accurate
metering to optimize efficiency and minimize moral hazard and providing some freedom with
incentives to encourage valuable entrepreneurial resources and capabilities (Lafontaine and
Slade, 2007). The dilemma is also visible in the growing servitization literature where
manufacturing firms struggle to make the integrated services profitable (e.g., Gebauer et al.,
2005; Neely, 2008; Oliva and Kallenberg, 2003; Story et al., 2017).

When manufacturing firms acquire their distributors the contractual arrangements, and
incentives from segregated asset ownership, are substituted by the hierarchical governance
within the integrated firm (Grossman and Hart, 1986; Williamson, 1985). The directional and
complex distribution typologies provide useful pointers describing specific business
environments where different economic boundary theories provide conflicting integration
prescriptions. Manufacturing firms that contemplate forward integration need to address the
underlying economic rationales and effects of the internal hierarchy with structures of authority,

responsibility, controls, and incentives that now must be established (Zimmerman, 2011).
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Several elements contribute to the forward integration conundrum as a move to incorporate
downstream activities that present distinct challenges compared to an upstream move. Forward
integration in manufacturing increases the sensitivity to the needs of final end-users in the
market that generate the revenues. The location of relevant resources along the full value chain
presents important and challenging requirements to engage and coordinate valuable capabilities
to develop the proper product offering to the market (Gereffi et al., 2005, 2018; Teece, 1982).
Access to relevant resources and capabilities is a motivation for integration (Barney, 1999), but
it can also stretch existing resources in manufacturing in new unknown applications (Harrigan,
1986; Porter, 1990). Another motivation is the fact that transactions between sequential
monopolies can lead to suboptimal volumes due to embedded incentive misalignments often
referred to as double marginalization (Eccles, 1985; Klein, 1995; Riordan, 2008). Incentive
misalignments can also arise from the plasticity of valuable downstream asset investments that
create a potential for moral hazards that are costly to monitor and difficult to detect (Alchian and
Woodward, 1988; Lafontaine and Slade, 2007). In view of this, we observe distinct differences
in the way the two cases companies govern the integrated manufacturing and distribution

activities.

Company A displays a strong center of gravity in its upstream manufacturing and
engineering capabilities (Galbraith, 1983). With the sudden loss of lucrative regional markets,
the company substituted the lost volume in the large home market and by acquiring and
integrating foreign distribution entities in Europe (and beyond) to maintain scale economies in
manufacturing. The forward integration provided (potential) advantages to reduce incentive
misalignment and sub-optimizing double marginalization (Brickley, Smith and Zimmerman,
2015; Eccles, 1985; Klein, 1995; Riordan, 2008). The company’s manufacturing headquarters
that holds the integrated asset ownership (Simon, 1951; Williamson, 1975) imposes authority to
coordinate volume interdependencies and plan the needed manufacturing volume (Thompson,
1967). However, the weak incentives also refrain downstream managers from prioritizing tasks
that do not contribute to manufactured volume (Holmstrém and Milgrom, 1991, 1994). The
biggest risk for being fired, dismissed, or demoted in the organization arises if the planned sales

volume is not achieved.

With distribution being the final point of revenue consolidation, it more assumes the role of

a revenue center as opposed to a profit center (Brickley, Smith and Zimmerman, 2015). This
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will sometimes reverse incentives due to the adopted transfer pricing methodology, so only
limited profits remain with the distribution. The application of a diagnostic control system
(Simons, 1995) can reduce the manufacturing’s exposure to moral hazards from plastic
specialized assets inside distribution (Alchian and Woodward, 1988), but it also reduces
incentives to achieve profit targets. While the company also consider customer satisfaction
indexes, these softer and future oriented KPIs do not receive the same attention as the enforced
sales plans and cost controls. The prioritization of manufacturing volume is reflected in the
monitoring efforts and quarterly business reviews with the manufacturing headquarters. In sum,
the headquarters imposes tight controls to reduce moral hazard and ensure a cost efficient
distribution (Anderson and Schmittlein, 1984; Brickley and Dark, 1987; Kalnins et al., 2013;
Lafontaine and Slade, 2007; Woodruff, 2002).

The governance regime exercised by Company A has implications for the entrepreneurial
effort displayed by the integrated distribution. Using formal authority from property rights
(Aghion and Tirole, 1997; Alchian, 1989; Fehr et al., 2013) to enforce integrated distribution
efforts that benefit manufacturing effectively mutes non-contractible activities (Grossman and
Hart, 1986; Holmstrém and Tirole, 1991). These activities relate to efforts to increase customer
satisfaction and consultancy that hold a promise to create future profits. Reducing these non-
selling distribution activities have immediate cost effects that take priority over longer-term
future returns. The lacking commitment to develop intangible capabilities make such
investments a personal cost of the managers working in distribution because the related
expenses are not recorded in the accounts or considered in the incentive schemes (Grossman and
Hart, 1986; Holmstrém and Tirole, 1991).

Company B has developed a unique governance regime influenced by different
circumstances. Operating in a smaller home market, Company B recognized early on that it had
to focus on expansion in overseas markets to gain the necessary volume for scale economies.
The company was forced to meet the different national product demands to compete in the
international markets, which shaped an ability to innovate with different product specifications
and produce this variety of demands very efficiently. In short, Company B early on learned the
importance of focusing on customer needs and offering tailored quality products in collaboration

with local private distributors to ensure customer value and loyalty. The company’s decision to
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integrate forward recognized the importance of downstream resources and capabilities with local

market knowledge aiming to exploit the entrepreneurial efforts that created the early success.

Company B remains an engineering heavy manufacturing company with a strong upstream
center of gravity (Galbraith, 1983). This is visible in the company’s development of modular
manufacturing aimed at constantly improving production efficiency that meet the requirements
of diverse customer demands. Company B pioneered the customer-specific applications of the
tangible product using advanced digital technology in close consultancy with customers. The
company preserved an entrepreneurial dynamic often associated with private ownership and
created a balanced center of gravity with equal emphasis on manufacturing and distribution.
This is reflected in the acknowledged importance of distribution when developing services that
create customer value and loyalty (Baines et al., 2007; Lightfoot et al., 2013) as the basis for
harvesting downstream profits (Wise and Baumgartner, 1999).

The distribution entities in Company B operate almost as independent profit centers. This
ensures that the distribution prioritizes the development of own resources and capabilities
(Nooteboom, 2004; Spring and Araujo, 2013; Story et al., 2017; Teece, 2010) to deliver
advanced value adding activities evaluated on the basis of aggregated performance indicators
that resemble asset ownership (Gebauer et al., 2015; Neely, 2008; Oliva and Kallenberg, 2003).
To safeguard the customer orientation, the CEO installed several supportive initiatives. Business
oriented leaders were hired at the headquarters and in the integrated distribution with knowledge
of the end-user markets to resist a manufacturing dominance. Outsiders were appointed to the
distribution supervisory boards to provide unbiased advice to headquarters about market
conditions and downstream performance but also to support local country managing directors.
An extensive service training program became mandatory for all leading headquarters staff to
create consciousness about service opportunities for profitable growth. The office of the CEO
became an entity of forbearance overlooking the entire value-chain with a market driven

resource orientation rather than optimizing manufacturing profits (Williamson, 1985).

Company B has a strong engagement of downstream resources in important entrepreneurial
efforts where the distribution entities operate as profit centers with authority and responsibility
to optimize the use of own assets (Brickley et al. 2015; Eccles, 1983). The profit center status
enabled coordination of reciprocal interdependencies through mutual adjustments between
manufacturing and distribution (Thompson, 1967) in an attempt to create internal mechanisms
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that resemble effects of asset ownership (Arrow, 1974). This is a pragmatic way to engage non-
contractible entrepreneurial efforts that otherwise are difficult to meter (Grossman and Hart,
1986; Holmstrom and Tirole, 1991). Company B uses different performance monitoring
systems. While headquarters recognize moral hazard and employs a set of diagnostic key
performance indicators (KPIs) to monitor efficiency, they are not used to slavishly steer the
country activities. The KPIs are used as information to support local decisions combined with
other controls like belief systems where core values emphasize creating value for the customer
(Simons, 1995).

Company B has adopted a governance approach of the integrated distribution activities with
a different purpose, namely values of business ownership intended to explore opportunities
through closer engagements with the customers that can create value for all involved
stakeholders. The engagement of idiosyncratic resources and capabilities in the downstream

activities makes this governance approach resemble the complex distribution typology.

Comparing the individual studies of each of the two companies reveals other noteworthy
aspects. While both companies have strong engineering and manufacturing backgrounds and are
recognized for their high quality products, this heritage has been used very differently. Company
A followed a path with a very strong focus on product innovation and engineering excellence.
Hence, Company A has filed more than 10 times as many technological patents as Company B
over the past twenty years. This focus on technological features is also visible in the prestigious
‘Truck/bus of the Year’ award, which Company A has won with a ratio of 3:1 compared to
Company B over the past decades. Yet, Company B is in a much better position to create
products and services with a superior value proposition that can increase both the customers’
and the company’s own profitability. Company B has accomplished this by combining its
historic focus of creating value for the customer, and all involved stakeholders, through
innovation and manufacturing prowess to meet the changing market demands and diverse
customer needs. This business mindset, and way of thinking, has been anchored within the
organization and permeates all parts of the value chain imposed by a specific leadership focus

enforced by decades of successful practice.

The sales growth, financial returns, and customer satisfaction outcomes delivered by
Company B over the past twenty years not only reflect the presence of competitive advantage,
but also captures sustainable outperformance compared to the close competitors in the industry.
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This superior market position has not been achieved through defensive moves to protect existing
advantages but is based on constant updating of current practices to continuously improve
organizational processes (Nelson and Winter, 1982). Even though Company A has a distinct
focus on manufacturing efficiency, Company B is able to develop product offerings with
superior value propositions to important customer segments and accomplishing this with a
productivity per employee that is double that of Company A. In addition, this is achieved despite
the fact that Company A has ten times as many technology patents than Company B.

In other words, Company B has developed valuable adaptive capabilities that generate
competitive advantage in a sustainable manner because they are unique, valuable, hard to
imitate, and non-substitutable thereby fulfilling the criteria for sustainable competitive
advantage according to the resource-based view (e.g., Barney, 1991; Peteraf, 1993). Even
though the executives in Company A realize that they need to transform the organization
towards a more balanced value chain with more emphasis on customer value, as expressed in
various annual reports, they are unable to accomplish this. So, the advantage established by
Company B is not attained through ownership of protected patents but by practicing dynamic
organizational processes that present uncertain imitability (Lippman and Rumelt, 1982). That is,
the causal ambiguity of the adopted governance approach makes it difficult for peers in the
industry, such as Company A, to identify the essential success factors thus making any imitation
attempts highly uncertain (Reed and DeFillippi, 1990). Continued efforts to develop these types
of interfirm causal ambiguities (e.g., King and Zeithaml, 2001; King, 2007) can both enhance
and sustain the implied competitive advantage over time. The inimitability of the organizational
processes can also be enforced by the social complexity embedded in the adopted governance
approach (Johnson and Regnér, 2009) engrained in the fabric of the organizational culture (e.g.,
Barney, 1986; Camerer and Vepsalainen, 1988). As a further observation, the comparative
analysis provides support for the importance of a stakeholder perspective in the resource-based

view (Barney, 2018).

Finally, the insights gained from this study also address some of the underlying arguments
in the bourgeoning literature on servitization and product service systems. It is often argued that
the introduction of advanced services in developed economies gradually replaces the importance
of the tangible product in the buying process (e.g., Baines, 2007; Mathieu, 2001, Oliva and

Kallenberg, 2003). The increasing emphasis on ‘value-in-use’ for customers and access to a

250



steady service where direct ownership of the tangible assets is less important are common
arguments in this stream of literature. Accordingly, the importance of the product will diminish
over time to eventually be replaced by service importance (Figure 5.2). However the current
study observes that the ability to maintain efficient and high quality manufacturing remains
important to shape the manufacturers’ brand value. Hence, Company A emphasizes the
manufacturing and engineering features of the product to accommodate changes in the demands
including user comfort, digital connectivity and fuel consumption as well as regulatory, safety
and environmental requirements (Figure 5.1). More importantly, we also observe the equal
importance of high quality manufacturing capabilities in Company B where value adding
services are successfully introduced through co-specialized development of the manufacturing

and distribution capabilities (Figure 5.3).

1. Manufacturing perspective of Product Services Systems
(Company A)

Service importance

Product importance (Manufacturing efficiency, product
quality, and technological prowess are key drivers)

2. Servitization perspective of Product Services Systems

Service importance (Services access
and customer support)

Product importance (Sharing
of products, reduced asset ownership)

3. Co-specialized perspective on Product-Services Systems
(Company B)

Product importance (High quality product features,
efficient modular production techniques and capabilities)

Service importance (Enhance product
utility and effectiveness)
Time

Figure 5. A Balanced View of Product and Service Importance
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This pinpoints the fundamental need to develop a balanced business model with internal
structures and incentives that consider engaged value-creation for suppliers, employees,
managers, customers, and stakeholders at large (e.g., Bustinza et al., 2015; Kowalkowski,
Kindstrom, 2015; Teece, 2010). This perspective emphasizes the importance for an integrated
manufacturer to retain and manage the direct customer interface and act as trusted advisor to the
customer (Neu and Brown, 2005). This provides access to needed feedback from the customers
that in turn can help advance the manufacturing of more adapted and specialized products. For
the same reason, companies with complex manufacturing processes often co-locate
manufacturing and various R&D functions to take advantage from updated information
exchanges between essential organizational functions (Ejodame and Oshri, 2018; Ivarsson and
Alvstam, 2017). It also means that a service oriented organization like Company B will avoid
intermediaries like independent leasing companies that serve their own product assets as
opposed to the product utility of the final customers. This is in contrast to, for example, the U.S.
truck manufacturing industry where the manufacturers often operate as hardware ‘assemblers’
selling their production to large finance companies who then have the customer contact
(Johnson and Broms, 1995).

CONCLUSION

This study juxtaposes two different approaches to govern forward integration from
manufacturing to distribution. The analyses consider theoretical prescriptions from different
theories of the firm and two different distributional and complex distribution typologies. The
empirical literature does not advocate forward integration in downstream complex product and
market contexts. Yet, our study shows that this is done in practice across the board by nearly all
firms in the European truck and bus manufacturing and distribution industry, and it also

demonstrates that it can be accomplished with success despite the adverse theoretical odds.

Compliant with the literature, our comparative case study finds that forward integration is
attempted to resolve incentive misalignments associated with the double marginalization
problem and moral hazards linked to the entrepreneurial efforts in distribution. In one case, we
find that a conventional governance approach based on arguments pursuant to a directional

distribution context is adopted but without observable success. In another case, we find that
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adoption of a more balanced governance approach pursuant to a complex distribution context is

associated with distinct advantages that are hard to copy by competitors.

Over time the European truck manufacturing industry has undergone a transformation
where the tangible products in their generic forms have converged towards more differentiated
applications where various servicing features have become increasingly important to satisfy
specific customer needs. The two companies selected for the comparative case study both
pursued a forward integration strategy in the same market contexts but based on different
rationales resulting in the adoption of very different governance approaches.

In view of insufficient guidance on the governance of forward integration from
contradictory economic theories, it is important for manufacturing firms that contemplate
expansion into distribution and services to consider the type of market context they attempt to
address. There must be a proper fit between existing resources in manufacturing and those
residing in the integrated distribution entities. Open market interactions are imperfect and can
create transaction costs, so the potential advantages from the hierarchical coordination of
integrated value chain activities must outweigh the costs related to spot market transactions.
However, attempting to exploit a directional distribution regime can dilute the application of
vital downstream resources and capabilities along the integrated value chain over time. Hence,
firms that base their governance on a directional distribution context may eventually find
themselves in trouble when market conditions change and ascribe more value to the use of
idiosyncratic resources in distribution. This is what we observe in Company A. Company B
recognized the importance of idiosyncratic distribution capabilities and, therefore, govern the
forward integration from manufacturing to distribution in ways that are more compatible with

the evolving market conditions.
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Appendix. Table 3. Research protocol questionnaire

‘Question nr. |Generality question Value chain  |MD FD 5D ASD  |Market | Primary question
|position ingfPro
duct
man
] - - - S

1 Ha / Are there any resources, capabilities or specific knowledeges along the value chain, that you would regard essential to success for the company as a whole?
1 Knowledge/delegation/s | pistribution 3 & & 3 &

1 Ha/ How does the company consider and integrates competences/knowledge between business units downstream to upstream?
z Knowledge/delegation/s | Distribution x x x x

1 Ha/ What is the formal status of your business unit (profit center, cost center, revenue center)
S Knowledge/delegation/s | Distribution * * * *

1 Ha/ How are goals and targtes delegated??
& Knowledge/delegation/s | Distribution * * * x

1 o Since you work in the "distribution" - what would you consider your prime objective as being? Is your focus on efficiency or value enhancing activities like "raising customers
z Knowledge/delegation/s DiSkibution ® X X x X willingness to pay more"

1 o Are the sperific targets delegated your business unit realistic ?{e.g., revenue, profits, units, market share, customer satisfaction targets, head counts, processes)
D Knowledge/delegation/s Disibution ® X X x

1 o What would happen if you said e.g. "l don't want to do that in my market - it will create a long term disadvantage"?
Z Knowledge/delegation/s Dismhution ® X X x

1 HQ/ How would you describe coordination between business units?
8 Knowledge/delegation/s | pistribution 3 & & 3 &

2. Incentives and pricing HQf How is the price of the intermediate goods/service transferred between HQ and distribution determined
2 of internal transactions | Distribution 3 & & 3

2. Incentives and pricing o What happens to the profits generated inside Business Units - are they able to keep theese inside the BU and reinvest and recieve a bonus from the internally created
a0 of internal transactions DEmbIIon 3 & results or are they appropriated by head quarters?

2. Incentives and pricing o Do you achieve all your targets?
it of internal transactions Dismibution * ® ® x

2. Incentives and pricing Ha/ How are your incentive designed? (Strong personal performance? Or more aggregated and collective? )
e of internal transactions | Distribution * ¥ ¥ * ¥

2. Incentives and pricing o If you have multiple tasks - how do you prioritize your goals (are there any "must" fulfilll)
E of internal transactions | Distribution x * * x *

2. Incentives and pricing o Do you percieve the pricing of the intermediate products to be fair?
= of internal transactions | Distribution x * * x

2. Incentives and pricing o Do you experience other business units making decisions which imposes costs on your busines unit?
£ of internal transactions | DistTiBution x * * ® *
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Appendix. Table 3 (continued)

Question | Generality question |WYalue MD |FO ([SD |ASD |Mark |Primary question
nr. chain eting
position Pro
duct
3. Authority uze and ‘would you consider youself better informed about the market and itz requirements than woaur bozs [and hiz bozs) 7 Da they sometimes make decizons which seems irational
16 monitoring of Distribution = " = % |form vour point of view
performance
3. Autharity uze and If you are the managenresponsible of a BU - how much authority is delegated to you - can you object (dismiss] these targets?
17 manitoring of Dlistribution B H H B
performance
3. Autharity uze and Doy think any of the targets delegated are maore important than athers ¥ — who?
15 manitaring of Dlistribution " H " "
performance
3. Authority use and HO ! Does the headquarters use formal autharity to delegate goals and pricritize effort™
L= monitaring of
o Distribution " " " "
performance
3. Authority uze and Does vour owrner "use you' [i.e. . excercising autharity over the actions of wour BU and your staff]
20 monitoring of Dlistribution = " " =
performance
3. Autharity use and HG ! How iz performance manitored”?
el monitaring of ] " " ]
= Diztribution
performance
3. Autharity uze and Hawe do wou prioritize effar? [Using diagrostic contrallkPls or Guidance systems; core values, custamer relationships ect)
2z manitarirg of Dlistribution B H H B B
performance
4, Innovation and HO? Howe do wour consider overall "company” innovation (how competitive is the company as a whole] 2.9, Using specific knowledge between different units to
23 organizational dynamics P " H " #  |functionlcooperate?
Diztribution
4. Innovation and HO ! ‘whatis the purpose of the company's Forw ard Integration” [Does it create any value like differentiation ta product or is the focus on cost-savings - ([Does Farw ard integration
24 organiz ational dynamics o " H H " plaw a rale in the business model??
Distribution
4. Innovation and HG ! Looking at the overall value-chain of the firm: "Does the company have any driving force inside the organization”? - [Anything inside the value-chain which the firm conzider|
25 organizational dynamics [ " # " % |eszential toit's existence, focus ect?
Diztribution
4. Innovation and HG! How openis the "driving force” ta cooperation acrozs different business units7 Different inputsineedsisuggestions (praduct needs, improvements], changes in the market?
26 organizational dynamics B H B B
g b Distribution
4. Inmovation and HO? IF thie company were to zell only traugh market transaction - do vou think that the firm would have adapted better to uncertainty and changes 7
27 organizational dynamics H H H H
g bl Diztribution
Gereral Performance HO ! Loacking at general numbers like ROS, ROE; ROA; How would you estimate the performance of the company as a whaole™”
28 Ewaluation e ® H
Distribution
Integration costs HG ! Does integration give the compay any dizadvantages? Which [does integration actually neutralize a market which could be carrectional 71 Or, has the takeower actually
23 ] b b ] % |diluted any competenciestadvantages?
Diztribution & = 2
Integration rationales HG! Does Integration give the compay any advantages? - wWhich?
a0 B H H B B
Distribution
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Appendix Figure 6. Additional data illustrating the transition from data to concepts to theoretical themes and final aggregated dimensions.

Comparative case study - Company A

1st Order Concepts

2nd Order Themes

Aggregated Dimensions

Volume 1st priority

HQ holds authority to push volume targets through
Coordination by planning and standardization
Focus on measurable sales performance

1. Distribution satisfying manufacturing's
prioritization of effort

Production focus

Great engineering withoutcustomer orientation
Headguarter not receptive to inputs regarding market trends
Manufacturing prioritizing own efficiency

2. Value is created from resources and capabilities
in manufacturing (Upstream Center of Gravity)

Distribution both a profitand revenue center(negative margins)

Forward integration avoids “double marginalization” and increases price competitiveness
Distribution not focused on creating profits

Volume achievement forgives own poor financial performance

3. Formal role of Distribution more a revenue
center than profit center

HQ doesnot trust distribution

Distribution uses highermargins to reach targets

HQ usestransfer prices used to appropriate profits from distribution
Unachievable targets delegated to distribution

4. Hedging against moral hazard inside distribution

HQ no business understanding—{planningand control)

KPIs do not capture market complexity

Distribution prioritizing efforton measurable targets

HQ directs and controls efficiency through differentinstruments (e.g., IT, budgets, business
review meetings)

5. Distributional steering and KPI’sfocus mainly on
distributional efficiency

Mo authority in distribution to develop value

HQ top down planning

HQ exercises authority thorough property rightsand hierarchy
Distribution not committed to delegated targets

6. HQ using formal authority for drivingefficiency

Country incentive intensity low —allabout aggregated results of HQ
Distribution acts short-term and sacrifices long term value creation
HQ ispushing short-term targets sacrificing long-term development
Customer satisfaction by private investor higher

Focus on volume models compared to profit generating models

7.Weak entrepreneurial incentives in distribution
as residual claimant to own value creating effort
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1. Industrial organization structure

2. Costs efficient distribution

3. Low entrepreneurial effort
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Appendix Figure 6. (continued)

Comparative case study - Company B

1st Order Concepts

2"d Order Themes

Aggregated Dimensions

+ Manufacturing efficiency from production flow and continuous development
* Modular system to ensure product flexibility distribution demand

+ Technical innovation driven by creating customer value

+ Sustainability from all activities

1. Value is created from resources and capabilities
in manufacturing (Upstream Center of Gravity)

* Partnership with customers

* Efficiency and adaptability in distribution

* Substantial value creation from service activities

* Innovation focusing on customer satisfaction and loyalty

2. Value is created from resources and capabilities
in distribution (Downstream Center of Gravity)

* Aggregated profit responsibility

* Downstream conselidated profit responsibility avoids double marginalization
* Resources are business orientated and assumes responsibility

* High degree of retail understanding and drive

3. Distribution acting as commercial division (profit
center)

* Coordination based on market demand

+ Distribution supervisory boards have external members to ensure diversity
+ Knowledge exchange between HQ and distribution

« Top management customer and business orientated

4. Mechanisms installed to ensure customer
orientation

* HQ recognition of complex market context

+ Standardization to ensure quality and customer focus

* Customer orientated values in manufacturing and distribution developed over decades

+ Authority in distribution

= Mutual adaptation to ensure flexibility and adaptability

+ Trustfrom HQ

+ Distribution recognize ownership of responsibility and authority
+ KPI's balanced between efficiency and value guidance

5. Downstream activities and resources recognized
as important for increasing value of tangible
product

6. Business ownership values

= Strong personal and future orientated incentives
* Long term value incentives to ensure balanced prioritization and multitasking
* Local governance

7. Strong incentives to prioritize personal
entrepreneurial effort aimed at creating long term
value for firm and customers
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1. Balancedvaluechain

2. Market-driven resource use

3. Engages entrepreneurial efforts
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Appendix Table 4 . Detailed illustration of transition from data to first order concepts and second order themes, Company A and B

Company A

Second order themes

| First order concepts

Tllustrative quotes

1. distribution satisfying mamifacturing's
prioritization of effort

HQ holds formal authority to push volume targets
through

Coordination by planning and standardization

Volume 1st priority

The headquarters are really, really strong. They have really a lot of power. And then for sure, we have the sales companies but at the end, the decisions are taken in the headquarter. For example,
the planning. If you have the budget planning and the sales companies tell you or one sales company tells you, "Okay, I try hard but I'm just able to sell 5,000 vehicles." Then usually the
headquarters tell us, "No. no. We need 3500 or 6,000. Just deliver.

if you look in history. I will say again, historically a little bit too much focused on volume of filling the production, yes. [...] Because being very, very. very frank, some people did not have the
right focus. We haven't been, and we are still not good enough in being commercial. We have been much more driven by engineering and production, and we have to break this up more and more and
see the first results, but are we there? No!

Well, I think as long as I can evaluate, that the understanding has grown that after sales is creating a bigger part of perception than sales. And, I myself, I'm telling everybody that we have mors
than five million customer contacts every year in after sales. So, I think the understanding that after sales is driving customer satisfaction even more than sales is there. On the other hand, we are
probably historically we are coming from a situation that we are producing something and then we are trying to push it out in sales,

Company A

Second order themes

First order concepts

Tllustrative quotes

2. Value is created from resources and
capabilities in the manufacturing
(upstrzam centre of gravity)

Manufacturing prioritizing own efficiency

Production focus

Great engineers without customer focus

Headquarters not receptive to inputs regarding
market trends

And this process is still existing. [..] but not so for the [special requirements] and the modification. This is out of this focus. Completely out of this. So for this [special requirements] and
meodification, we depend on their goodwill [of the production]. [.] And they have KPIs, of course. Yeah? The KPlIs, and it's called the direct runs. And they have KPIs and, of course, the
payment. How they reach their figures for the dirsct runs. And if there are a [special requirement] or a dammed fucking modification. Sorry for these words. [..] They lose money, and they lose
their KPIs if thers is a bloedy, fucking [customer requirement] destroving their KPIs. Yes. That's the problem.

It may be a concert of production, research and development, and a very weak power of sales, and very weak power of our complete sales organization and the sales board. According to me on my
end, it's a very technical and very facility and production facility-driven company and not market-driven company. It has been like this since the past

We are a company of great engineers. We make fantastic engines, and from those engines we put them into a truck, and then once we sell the truck, as far as the feeling you get and when you listen
to people in headquarter, once we've done that, that's it. For me, they forget there's a customer.

Iwould rather say it's our damn task to become the voice of the customer. It's also the task for our organization to really figure out by being close to the customer, to understand the business and
their neads [...] And here talking more precisely here, we have definitely room for improvement and we are not the benchmark in the industry.
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Appendix Table 4 (continued)

Company A

Second order themes First order concepts

Tllustrative quotes

Distribution not focusad on creating profits

3. Formal role of distribution more a
revenue center than profit center

Forward integration aveids "double
marginalization” and increases price
competitivensss

Distribution both a profit and a revenue center
(negative margins)

Volume forgives own poor financial performance

Teah. I mean at the end it's always the volume which is more important than the margin [..] and that leads to an enormous pressure on the sales to fill the factories and at the end-- so as a sales
organization you have no chance to let's say make a high margin or high price strategy at least for a certain period of time because at the latest three months later the production will suffer and then
everybody says, oh, we need more orders. Please fill the factory.

Because we need volume, becanse we'll have to feed the plants in many cases. Okay? And on the PCDs [Private Capital Dealers - non-owned distributors] they play with the margins. They need
higher margins to suppott all the structurs. We don't have that need in that sense. We are more ageressive on commercial conditions, through our sales representatives and they probably PCD

they are more profit-driven, not volume-driven. Because they don't have a plant to feed.

Exactly. So it's not its own profit centre. And it still isn't. Because many of our NSCs [distribution] they have a minus in their business. And that means that every extra tractor they sell, they
have a worse result. Which is of course a terrible situation for the people in the NSCs who have a bonus on the result of the company.

Well, it's clear. If managers in the past in the sales organization wers fired, they were not fired because of the margin, they were fired because they didn't reach their market shares and their
volumes.

Company A

Second order themes | First order concepts

Tllustrative quotes

HQ uses transfer pricing to appropriate profits
from distribution

Distribution uses higher margins to rzach targets

4. Hedging against moral hazard inside
distribution
Unachievable targets delegated distribution

HQ does not trust distribution

If you male a loss with every truck you sell, you male a bigger loss the more trucks you sell. And if your main target is to have a bigger population out there, your incentive has to make a bigger
loss. That means vou don't have any-—- no company will work that.

Tes. I mean, thev're afraid of giving out the money that the salespeople will waste it. [..] Yeah. And that again is product-focused company becanse vou build a product that customers should
spend as much money as possible for, and you don't believe that a customer only pays for what he wants. So if you say that they're wasting money on customers, shows you that that is basically
the idea, is that our product has a defined value and the customer has to pay for it. Whereas another approach would be the customer defines the value and we need to produce according to it. And
that is a big differsnce which in Company A, I think it start to get understood. But that was something that was not understood in the past for whatever reasons.

We have these targets [budgets] that is, in most of the cases, a bit, let's say, dreaming, wishes, extreme wishes. [..] a plan that was really not much consistent with the r=al needs of this country.
Volume and profits, let's say volume, margins, and costs, operating costs because, clearly, the first thing is clearly price and volume of what you sell. The other thing is the cost of the organization.
That is, for example, the cost of marketing. Here, in this country, we spend 0.33% of the turnover in the marketing expenses. It is one-third percentage of what they spent in other brands. So
marketing costs, it is close to zero because we need to pay other costs.

Well, it's clear. I mean they think the more space they give outside to the sales departments and the NSCs, the more will be given to the customers. That is the traditional fear they have. They have
no trust in the sales departments and let's say as a CFO, of course, it may be dangerous to give too much space to the sales department because the sales guys somehow think, "Ah. There is still a
positive margin so I can do the job." So the logic behind is to put maximum pressure on the sales organization in order to get the best possible result™. To a certain extent, that may be right but on
the other hand, of course, you frustrate the whole sales department, yeah? And in case of the (country) organization, I can say, it was already difficult from a (country) point of view to accept
these budgets but what we had to do is we had to put down these budgets to our truck and bus centres. So let's say if we in our budget had already a negative margin of let's say minus two percent,
weah, then of course our (sales points) would have a budgeted margin of minus four percent or five percent, yeah? Meaning that the (sales points) almost had no chance to generate positive
margins also in the small segments where you normally earn money.
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Appendix Table 4 (continued)

Company A

Second order themes I First order concepis

Illusirative guotes

HOQ no business understanding - [planning
and contral)

Diztribution prioritizing effar on measurable
rargets

E. Distributional steering and KPI's KPPz do not capture market complesitg
focus mainly on distributional

And it w as no dizcussion about the product because thaze guys [HE), they don't talk even about product. They don’t know about the praduct, They know about
PowerPaint know about Excel. They know about market share, economics, but they don't know[the market], this iz the biggestissue and | think that it relates not only 1o
[Company A]. That companies from engineering company going to pure financial companies.

My apinion is that the saft Factors are probably the enablers ta reach the financial figures. But if you're talking about planning, budget planning or whatever which planning,
it's all about just hard facts and kard KPls. But wour customer satisfaction increased. That's good. We have never talked aboutit. So all about just sales valume, margins,
operating profit, bottom-line effects, overhead costs, andit’s notjust about the finance guys. It was never about customer satisfaction, customer first, whatever, improve
the quality. Far sure, it's impartant and it was good but you can't really measure it. So, therefare, it was-- and especially in the headquarter, it w as not the big part of
discussions

thie main outcome was that the market say, "Okay. The central organizations azk wao many question abour KPlz mare or lesz, too many different KPlz. And we don't have,
more of less, the possibility to decide on our own bow to steer the market ar how to deal with the market. " Let me put me that way, that the markets claim for more

driving efficiency

e authorit im distribution to develop valus

HO exercises authority through property
rights and hierarchy

efficiency ertrepreneurial possibilities, maore or less.
HO directs and contrals efficiency through | From my perspective this is the difference between customer focus companies and typical old-school companies. [..]1Right now we're talking [in business review mestings]
different instruments [e.g., |T, budgets, E0% of our figures and 1034 of aur HR and customer orientation. But [think in major companies and alzoin companies with 2 healthy strateguit should be at least half, kalf to
buziness review mesting] zay, "Okay, what are we daing for the custamers? What should be--da the nest steps ¥ What is the task of the country and the headquarters as well"? And here we initiated
the customer first project, which iz really-—hasz really great success. [ ] whenever the guus ourside of the headquarter hawve this experience day by day then they see, okay.
Saomething is moving and something is warking, atherwise, it's just a PowerPoint presentation. And but, again, coming back to your question. | think, wes that's right, but |
thirk the presentation of the business review is not actually it's not the right one becausze we have ta change. \We have to take much more about the customers. The needs
of the customer and what can they doin the outside of arganization. What is the task of the headquarter?
Company A
Second order themes I First order concepts Illustrative quotes
Distribution ot committed to delegated And the thing actually that really annoyed me, but | think alot of my colleagues as well worldwide, was the overall targets far the trade margins [accumulated Imanufacturing
targets + distribution]] were more or less achieved in the last twa, three wears, yeah. But all the local companies, they had no chance to achieve their local target due to a different
set of tension in the budget of the local companies andin the budget of [Company ] sales overall.
E. HO using Farmal autharity far HOtop dewn planning “Yeah, | think. Because | think the harrifying Facts would be actually put into the faces of the zame people much before. Now, we are a pan of the factories, sothey can ask

us of demand us to push the old produst into the market. &nd then be not fighting against inthe same way as anindependent dealer would have done because he waould
have zaid, "This | cannot sell. And if | have to take it to a local body builder, 'm not going to pay for it with my money. 'v'ou have ta pay, dear Mr Factary. ‘with your monew if |
should bring it into the market.” So it kind of been a sleeping pillow here that wou actually see that because we are the prolonged factory people here, we cannot. in the
same way, explain the company that they have to produce local

Bureaucracy, lwould savis one of the first things which would come in my mind that we have 2 lack of Hesibilig va act properlyin the market, wo be closer ta the custamer, ta
be more customer orientated, and also to be busy more with curself than really ta gain more efficiency out of what we want ta achisve orwhere we want ta ga. [think this is
one of the, for me, what 've discovered in the last years, one of the kew issues, less flexibility for ourselves too much steered fram headquarter side.

[Company A&is far me very unsophisticated [.1in that they still use the budget as the autharitarian tool. [.] yowve got too many of these people that are just spread sheet
driven, that are traffic light drive, that are just bas tickers. They don’t understand the business.
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Appendix Table 4 (continued)

Company A

Second order themes

First order concepts

Illustrative quotes

T Weak entrepreneurnial incentives
in distribution as residual claimant
to own value creating effart

Coountry incentive intencity low - all about
aggregated results of HO

Coountry incentive intencity low - all about
aggregated results of HO

Distribwttion acts shart-term and sacrifices
long term value creation

HOQlis pushing short-term targets zacrificing
lang-term value creation

The fallawing are analysis of actual bonus schemes and condensations of conversations

It's really difficult because the major points in the targets—— | mean, vou have these three columnz, yeah, of the remuneration of the bonus system. And one column is
persanal performance. And the major part of the personal perfarmance is that youreach FOS [Return on Sales). And at least in the last five years - and that is not anly valid
far [caurntry), that iz walid for all countries - lwauld zay that at least 3032 of all [integrated distribution) companies did naot achieve their BOS target. ‘Yeah, and there were high
differences between the actual value and the budgeted values. And o to answ er your question, the possibility to have impact on your own bonus, iz rather limited. ou're
talking about one-third. And of these one-third, more than half was areturn on sales [ROS). And the return on sales, aslsaid, was not achievable.

Aggregated. One third is targets that they can change themselves. OF these targets, we have profitability which anly can partially be influsnced locally. You have market
share which also wou can argue can only partially be influenced locally because we have a lot of-- it depends on transfer price in the products you're getting. Solwould say
that the lacal perfarmance and that is a complate estimate from my side is maximum S to 10 percent of the whole incentives they're getting. So 3057 iz out of their hand. It
basically means that 302 of the bonus is out of their hands o that they [country MOz and FOs] do not reject so often if they get zomething because it doezn't matter

arw ay.

‘we are always focusing on the valume side, but we are giving by Far too low attention ta the staff and ta the custamer. \We are talking about the customer but really we are
hunting the invoice. We are hunting the volume, and we are acting short term, but staff and customer is basically, in my eyes, a contradiction because, here, you have to
work extremely long term, but we are always very shart-term focused

Intervigw er: [Oo] wou think that HO is so interested in pursuing their ow ninterest that they actuzlly impose costs or tranzaction cost on vour branch? Interviewee: < not, we
shouldn't be in this situation today. ltis ke that.®

273




Appendix Table 4 (continued)

Company B

Second order themes

First order concepts

Illustrative quotes

1. Value is cr=ated from resources

and capabilitizs in manvfactuirng

(Upstream Center of Gravity)

Innovation driven by erzating cestomer valee

Sustainability from all activities

ficiency from production flow and
continvous development

MManufacturing

MModular system to ensurs product flexibility distbution
demand

"w'e have so muchinformation out there, 'wWe need to get themin, So we changed the focus from inside the raditional attitude - we know best what the customers need - and then with this
infarmation, we could get in gradually fram 2005 anw ards in analyzing and then "Oh, now we knaw the reality of the customer,” and we could with this infarmation just sitting tagether with a
gustomers and alza gothrough all the infarmation, all the facts, and say, "what can we improve now ™ Improve from our side in order to improve the business. Sowe said that the focus was from
outside in and that w as a paradigm shift in the company.

Annual reports from company B (20000 2013)

‘w'e are not an extension of the Factary or anything. | mean, I'm thinking that it could be possible ta sell commercial operations. That could be an own company. Imeanit shouldnt be completely
dizconnected butit could be.

Second one iz we always referta how we are let's say, flaw-oriented when it comes ta our internal flow s, when it comes ta our praduction

Taday, when one arders a truck it takeshetween two andthree weeks response time and we have an enarmous flewibility in the production. 'we never build on stack because we can't dathat
with our Lego sustem. Iz impassible. We needta know the final customer. And first, when we know where to define the customer specification, we start the assembly process. Saothe assembly
process is going up and gaing up and down and we're never build invertary [...] so 1 dan't think-- the factory is not sart of coming and disturbing the business and such.

Company B

Second order themes

First order conecepts

Ilustrative gquotes

2. Valve is created from rasourcas
and capabilitizs in distribution
(Downstream Center of Gravity)

Partrership with customers

Efficiency and adaptability in distribution

Innovation facusing on customer satisfaction and loyalty

Substantial value creation from service activities

It's fantastic and | say taday that it iz what [Company B] what has done. &llindustial operators have ta dait and have to understand that it goes about ta be connected with the customers and
tafind a formula of 2 winfwin. \Win far the custamer, win far us andthat it goes back o the culture of the company,

It'z you have ta convince people but wou have to send out people ta train them to widen their horizon. That waz why zome of them went ta 1535 in Sweden and also in Morw ay then justto leamn
thiz, how ta sell services to get the concept and they were enthusiastic when they returned and said, "Okay. Here. OF course, we have to go inthis direction,” because there's o0 many
customers asking for these type of services. So the demand was already there inthe market. Forus, it w as how to structure products so we could meet the demand in the market.

‘w'e are in afavorable position taday in which our custamer zatisfaction measuring, any way we measure at sither the heawy truck surveys orthe [Company Bl specific madel we are using,
arything, dao show high customer satisfaction fram our service and zales, let's say, perfarmance looking into aur glabal geography and having this customer satisfactionthat is, of course, a
requirement far in a pre-conditioned for alsa running the business profitably. And we can'twork on sithenlor but having that as a complete obsession of our customer let's say, customer first and|
custamer satisfaction, that we have said is the place here for actually being able to be mare prafitable in our retail operation.

*ou have ta convince people but you have to send out people ta train them to widen their horizon. That was why some of them went ta [companylin [country] and alsoin [country] then just ta
learn this, how to sell services to get the concept and they were enthusiastic when they returned and said, "Okay. Here. Of course, we hawve to goin this direction,” because there's somany
customers asking for these type of services. So the demand was already there inthe market. Forus, it w as how to structure products so we could meet the demand in the market.
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Appendix Table 4 (continued)

Company B

Second order themes | First order concepts

Ilustrative quotes

Downstream consolidated profit responsibility avaids
double marginaliz ation

3. Distribution acting as commercial  Pesources are business orientated and assumes
divizion [prafit center] rezponsibility

High degree of retail understanding and drive

Agagregated profit responszibility

Bt the underlying part of what iz | would say if wou look into commercial operation, which again is a completely standalone PEL, all from the consolidation of the result of commercial operation
down to each and every workshop, down to each and every bay inthe waorkshop has it's own PEL.. Sowe are really much running our commercial operation as if we were a [companylholding
[..] asif we were let's say a separate entity within the company when it comes to our PEL. 'we have iransfer price modeling within industrial to commercial based on baze cost.

Soit's for me and | move even mare in that direction that we don't have a headquarter or a sales and marketing or central function steering and telling what the market should be daing. These
are stand alone. These regions have a very strong saying when it comes to let's sauto putting demands on let's say supply from Factary, not only trucks, buses, parts, but when it comes to sales
tools, when it comes to ordering systems, when it comes ta let's zay our financial systems in the sense that they are a gatekesper that when things. Gatekeeper intwo ways. That they put the
demands into the supply function here of allthese services and supports and if the other w ay around, when things come thiz w ay, they can also be the gatekeeper say that, "No. Thiz is not
ready, we will not do it now because of ¥, 2.

And that was the first step ta move from an industrial engineering industrial company developing and manufacturing hardw are into starting to develop semvices, the softw are, the service
products. And we continued with that and it took time far us ta leamn butit also took time for a de aler arganization—- we said that the dealer organization, the dealers out of the various regions in
the country, they should be independent.

The whale [company B] is more focused on profit than volume. Mot that volume doesn't matter..

Company B

Second order themes First order concepts

Ilustrative quotes

Top management customer and business orientated

Knowledge exchange between HO and distribution

4. Mechanisminstalled ta ensure Coardination based on pull fram market demand
customer orientation

Distribution supemisory boards have external members

‘what we had to do iz that the engineers, they take the product development and the manufacturing and then we separated this organization, sales and semvice organization, we put
buszinessman here [in the HO and distribution]

Because then if you just have-- that was ta reduce let's say the bureaucracy and bureaucrats becauze then we get the pressure from the real businessman into the arganization

‘w'e have had a-- this is our thinking when wou go from owtside in and you just plan ascording ta reality, no according to targets.

‘we are moving tow ards bigger and bigger independence from the he adquarter because for me this is how should we see. Itz 2 countens gight of the regions, let's say, running evergthing that
there somewhere is 3 body which iz, let's say, in some w ay being a counterw sight and, let's 2ay, so that it doesn't become for me too much dependent. I [have a-- if have aregion director of
one profile four years, five years then comes another. So the boards are, let's say for me. an independent organ which respond to me.
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Appendix Table 4 (continued)

Company B

Second order themes

| First order concepts

Ilustrative gquotes

5. Dow nstream activies and
resources recognized as important
forincreasing value of tangible
product

HO recognizes complexit of market contest

Customer arientated values i manufacturing and
distribution

Standardization to ensure quality and custamer focus

Becauze you do what they ultimately-- vou will enable, enhance, promaote, drive that there will be a complete—how should | put it &n enormous devation tow ards driving the service business
further. Because on the vehicle yes you can make X or'y percent more or less. The gross on the wvehicle is limited. It's there but it's not the big game changer. It will move a little bit. But for me, the|
big one is that you can really push the front end to take the right decisions when it comesta, let's say, what segment ta sellto, what customer to sellto, what kind of, let’s say, contracts wou run
that the difference for him ta making a contract of, let's say, three years or five iz much bigger than any ather prafitabilivy in the operation. Sa he or she would be completely instrumental ta, let's
say, ta increase the top line of sales of parts and sevices when having the full margin of the operatian,

They're very much connected ta, let's say, also commercial operations. Sowe have many forums, you have some process meetings, they do go ta the markets alot, we have internal
coordination meetings here. Let's say, some decisions are very jointly when it comes to development of new products and services. They have a huge muscle today when it comes 1o
connected services, all the part there when it comes to digital services For the future, which we haven't touched upon, but, of course, is a game-changer coming inthat we're working alat on.
‘when we talk our supplier, our supplier is Sales and Marketing.

And | still think we're working in a standardized w ay within [company Blto a high dearee. |t could alw ays be better but that's if we compare us with others. | still think that we have some kind

of core values inthe bottom where we try to da aut blue prints and our way of working in 2 good wayw. Andif we go from here and then yow go o Africa or to fAsia and speak with a managing
director or ta a plant director, same thing-- that there is something that is the flavar of [company B] that wou will meet and for me that means that we have some kind of standardiz ation w ay of
working and how we are daing things the [company B] way. OF course, there's alw ays a spread on this but | think our let’s say- spread- is our bandwidth, it's alitle bit smaller than ather
companies, thatis what 'm trying to say.

Company B

Second order themes

First order concepts

Ilustrative quotes

E. Business ownership values

Authority in distribution

Mutwal adaptation ta ensure flesibility and adaptability

Trust from HO

Distribution recognize ownership of responsibility and
authority

EPl: balanced betw een efficiency and guidance

Interviewer; “is there any kind of saw hierarchical autharity betw een the outside arganization andthe headquarter?. Interview ee: “Na. That is what we do at the lacal board of directars. They
play & very impartant rale in arder ta give a chief executive here [country MO] the autharity ar suppart ta go against some of the bureausratic people which you have in bigindustrial
organization. So they're there 1o say na,

Soif we think we can present that this will not be good for [company B, then we try to convince the factory or headquarter that this will hurt like Hell, so let's not do it And if thew—-if we have
good arguments, they will say you're probablu right. ‘Yeah, that we behave like one-- like we're nat like we are ane here and one here. YWe also talk about breaking down the silas. ‘Where silo's
like | don't give a shit about how thew're daing in the ather depantment. Andthat we truta nat to wear this-- the big [company B] cap. Is this goad for the company? | actually happened that we
also shift money between the departments. That| cannot-- 1 shift some money from the market of the truck into the service contract to make the service contract more attractive. Sothat is very
impartant far the team, and vice versa,

‘w'e scrapped the budget. The budget is a dizaster for a big company becauze it goes about blaming each other and then the controllers are coming out in the praduction saying, "Okay. But
wou had the target this and that.” It's just nonsenze. 'Y'ou conzume a lat of energy inside a company in blaming each other. Sowe said zsimply, "Okay. 'We make a quarter.” We close the books
per quarter and then we make it farecast the coming three quarters then we had 12 months rolling for cast. The whole time. Bazed on what we have seen during the quarter. [thas been--there
are people thinking in silos but far less today than when we started with this and when we started with the rolling 12 months ar four quarters system, a real quarter plus three mare, we got rid of s0
much of internal blaming in the organiz ation and if you set a target for a body at 12 monthz at what you have now, you can be abzolutely sure that the market is overshooting or undershoating in
12 month's time but wau still continue towork. And you laok upon the year as the planning period but we say it's the rolling activities what we can forecast. If we come into the fourth quarter if we
had-- zo we have ta do the third quarter. [t's veryinteresting to know what iz now the prediction of the first and second quarter next wear in order ta plan.

| dort give a shit about that (volume). IFl don't have some kind of, we talk about [local] consolidated picture on that, we sellthis truck to this customer, we can earm money in Denmark in thiz
business unit then | leave the business. Right or wrong, but | mean |would never give away a truck if | don't see that there is a potential in the long=term to have a prafit out if this customer in
Dernmark because | don't know the marginin the factary.

“You need ta have somebody [in the distributuon] that is sleepless. 'Why he only day three has 603 of a warkshop full, that take s the phone inthe morning, runs through everything and makes
the calls. Gets out of the comfort zone and changes his behavior from being the good technical guy to be the-- lwon't saw particularly-- wou don't need to be the crazy salesman. Butto be the
proactive work of changing wour behavior of, let’s say, doing things right which iz alw ays a fundament. But let’s zay to be this interaction with the customers ta bring them in. And this is
something that performance management, inmy opinion, helps to overcome, to, let's say, to drive in this way. It's a balance because if you're sitting like zome companies will be doing, that's
extremely much. The worse it gets, the louder youw scream. The more KPls youw ask, and the mare pressure you put--if itworked, it works for a shart time. But zomething breaks, something is
hidden somewhere else, somethingis not addressed soit's sustainable over time.
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Appendix Table 4 (continued)

Company B

Second order themes First order concepts

Illustrative quotes

Lacal governance

7. Strongincentives to pricritize

persanal entrepreneurial effort simed Strong personal and and future arientated incentives
at creating long term value for firm

and customers

Lang term value incentives ta ensure balanced
pricritization and multitasking

‘Y'eah, because that's the most difficult part in all of this is the behavior and change management. That nobady else could or showld, or have an opinion about. And then they come back to
what we said before. The entrepreneurship, then their feeling of “being™ their business and everuthing, call it, is what runs this behavior and our capacity to do these changes. (333 of total

incanting]

How we measure perfarmance, how we set the targets, how we set thiz borus giving, what is that bazed on? One is company, let's say if you look at business unit managing director we'll have
quite a high variable. ez, Imentioned befare that dealers have a slightly less percentage, butif you're a country manager, if you run Germany, you will have quite a high relative percentage of
incentive.

‘wehave nine focus areas which are, let's say, agreed on a central level on aregional level that these nine focus areas just must be there. - there are nine focus areas of where we need to. One|
third iz [compary B aggregated), one-third iz the sis-year and the one-third short. These are alw ays related to these nine. [.] It goes bevond that because when that MO leaves— if vou have &
managing directar one country, and he leaves to a nest country, if he continues the assignment of a similar task, he will, for the first two vears, gradually still have, let's say, incentive schemes
from the previous country.
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CHAPTER 6:

CONCLUDING REMARKS

1.1 Summary of Key Findings

In advanced economies like the European Union, services have become increasingly important
(EU Commission, 2017). Despite the increasing importance of services, traditional
manufacturing of tangible products remains an important base for adding services. CEO of
Royal DSM Feike Sijbesma (Kindstrom and Kowalkowski, 2014, pp. 96) is quoted expressing
the importance of manufactured products: “people say we can survive without manufacturing,
that we can have a service economy. But we can’t be only about hairdressers and launderettes.
An awful lot of services now are linked to manufacturing.” While the strategy to economize on
the interdependency between manufactured products and downstream value adding activities
can be traced more than 150 years back in time, the choice between markets and contracts
versus internal hierarchy and governance remains a fundamental issue. This become visible
when boundary theories (often) provide conflicting recommendation with respect to the decision
to integrate forward from both manufacturing, and the observable performance differences
between forward integrated manufacturing firms (e.g., Benedettini et. al., 2015; D’Aveni and
Ravenscraft, 1994; Gebauer et al., 2005; Harrigan, 1986; Neely, 2008; Oliva and Kallenberg,
2003; Visnjic et el., 2016). In the light of the performance differences realized by firms that
pursue the same forward integration strategy, the overall objective of this thesis has been to
understand the underlying theoretical reasoning and gain deeper insights into the actual
governance of forward integration — as practiced by major manufacturing firms that compete in
turbulent contemporary markets. This inquiry has been guided by the overarching research
question: how do forward integrated manufacturing firms effectively govern their integrated

distribution activities under different market conditions?

To understand the forward integration of manufacturers into distribution and the
governance of these interrelated activities in its wholeness, the thesis built on different economic
theories and gained detailed field insights using a case study methodology. This has been done

by combining perspectives from firm boundary theory, resource allocation decisions, investment
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and incentive structures, management accounting, and organizational theory. These constitute
the theoretical arguments any executive or corporate manager must (or will) consider when
contemplating the forward integration decisions. The first two articles (chapters 2 and 3) present
conceptual studies aimed at creating the theoretical foundation for understanding long-linked
value chains, the issues/challenges associated with forward integration, and the subsequent
governance of the integrated firm. The third and fourth articles (chapters 4 and 5) present single
and comparable case studies of two forward integrated manufacturing firms competing in the
same industry, displaying different performance outcomes. The following briefly summarizes

the key findings from the four (related) studies.

Chapter 2 (study 1). This first conceptual paper analyzes value chains and the economic
integration rationales adopted in the analysis. The significance of technological differences that
separate different sequential industries are outlined, as are the implications for intermediate
product markets and how the transition from spot market transactions to long-linked
technologies change the interdependency between different stages in the industry value chain. In
particular, the relationships between a manufacturer, the distributors, and final end-users were
analyzed and distilled in two contextual distribution typologies: directional and complex
distribution. These two distribution types illustrate important differences with respect to
investments in idiosyncratic resources and capabilities, and the plasticity of these idiosyncratic
assets. This has implications for the manufacturer’s exposure to moral hazard and/or the need to
incentivize difficult to observe entrepreneurial resources and capabilities located downstream
along the value chain. This presents essential coordination challenges that are very different in a
downstream trading relationship compared to an upstream supplier relationship where incentive
misalignment can be very different. With segregated ownership, the manufacturer uses different
contractual coordination tools to minimize the transaction costs associated with this long-linked

interdependency. This has implications for the decision to integrate forward.

The paper argues that forward integration into directional distribution, as confirmed
empirically, is a more straightforward proposition and offers (fast) economic advantages. These
advantages relate in particular to reduction of shared provisions with the distribution and
reduction of moral hazards with improved incentive alignment. A better alignment of incentives
between two sequential monopolies has implications for the manufacturing firm when

economies of scale in the manufacturing process must be realized to stay competitive.
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In contrast, forward integration into complex distribution, presents very different
coordination challenges for manufacturing firms. In this context, value creation and
competitiveness in the final markets come from the application of idiosyncratic resources and
capabilities located downstream along the value chain. In this distribution context, value
creation is not simply a question of optimizing the manufacturing processes by applying existing
knowledge (Barney, 1999; Demsetz, 1988; Winter, 1988), but to exploit opportunities that
reside outside the manufacturer’s existing resources and capabilities. This has implications for
the economic boundary theories that provide guidance to the manufacturing firm’s decision to
integrate forward. In fact, these theories often provide conflicting arguments. This is where the
advantages from one theory, e.g., industrial organization or transaction cost economics, at the
same time will dilute the incentives for distributors to engage important and difficult to
observable effort related to the use of idiosyncratic resources and capabilities. In short, the
manufacturing firm in its effort to reduce incentive misalignment might destroy the very same
value creating incentives that exists inside the distribution. This paradox to incentivize
downstream business units is also observed in the more recent literature on servitization (e.g.,
Benedettini, et al., 2015; Gebauer et al., 2005; Oliva and Kallenberg, 2003; Visnjic et al., 2016)

Chapter 3 (study 2). Building on the differences between the two distribution types,
directional and complex, this paper analyzes the different governance implications following
forward integration. Before forward integration, the manufacturing firms rely on two different
contractual mechanism, self-enforcing or residual claimant, to align long-linked
interdependency and incentives towards the distribution. The most important factors separating
the two distribution types — and subsequently the interdependency and coordination differences
between the manufacturer and distribution — are the consideration for value adding activities
stemming from idiosyncratic resources in distribution that remain unknown to the manufacturer.
While forward integration can provide more accurate monitoring and metering of moral hazard,
it can also create competitive advantage from the added value potential of the final product
complexity. Forward integration with the substitution of contracts for hierarchal governance
must be able to accommodate the different requirements of the two distribution types and their

contexts.

The paper argues that in a directional distribution context of sequential monopolies,

incentive misalignment from double marginalization and moral hazard issues can readily be
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resolved through forward integration — as argued and shown in the empirical literature (e.g.,
Anderson and Schmittlein, 1984; Brickley and Dark, 1987; Kosova et al., 2013; Woodruff,
2002). The internal structures are used to reduce incentive misalignment using effective
coordination mechanisms based on planning and standardization of processes. By using
organizational structures where the manufacturing business takes a formal role as a profit center
and the distribution more as a revenue center, the authority to delegate, coordinate, and monitor
to mitigate costs of moral hazard is consolidated with the upstream manufacturing. The
successful operation of this kind of long-linked interdependency retains to the organizational
center of gravity with the upstream manufacturing headquarters. Turning the focus on
governance of forward integration in a complex distribution context, it becomes essential to
address the value created in final market for end-users derived from idiosyncratic resources and
capabilities in distribution. The substitution of contracts, using residual claimant mechanisms
with hierarchal governance under forward integration, therefore requires fundamental different
governance instruments; this reduces the potential incentive misalignments between
manufacturing and the integrated distribution activities. To utilize idiosyncratic resources and
capabilities in distribution, responsibility must be delegated to those that have the competences
to engage these. It also means that appropriate incentives must accompany the delegated
responsibility, which also leads to the creation of ‘real’ downstream profit centers. As this may
take away power from manufacturing as the integrator and property rights holder, it will
eventually move the center of gravity downstream towards a more balanced authority between
manufacturing and distribution to the benefit of innovation along the value chain.

In summary, manufacturing firms that integrate in a directional distribution context provide
effective monitoring and incentive alignment are simpler with quick off-the-shelf advantages.
However, forward integration in a complex distribution context is more difficult and present

different governance challenges that need to be resolved.

Chapter 4 (study 3). Using the theoretical guidance from the first two conceptual papers
(chapters 2 and 3) this paper is a qualitative inductive single case study of a major forward
integrated manufacturing firm displaying relatively mediocre industry performance over an
extended time period. The distribution environment is perceived as becoming increasingly
complex, where the empirical firm boundary literature using moral hazard and incentives as the

theoretical frame cautions against forward integration.
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This empirical paper discovers that the Case Company’s initial economic rationale to
integrate the independent distribution activities is traceable to the profit optimizing volume
misalignment between the manufacturing and distribution under segregated ownership. By
integrating forward, the manufacturing headquarters expect to gain several advantages by
avoiding double marginalization, increasing the control with downstream activities, and limiting
the costs related to moral hazard in the integrated distribution. These arguments all have their
roots in a world with limited (human) bounded rationality, where a market-push driven
organization can cement the advantages of the upstream center of gravity by extending
innovative engineering and manufacturing quality with scale economies as the profit drivers
(e.g., Anderson and Schmitlein, 1984; Bain, 1968; Brickley et al., 2015; Kalnins and Lafontaine,
2013; Pindyck and Rubinfeldt, 2013; Williamson, 1975).

However, as the conflict between different boundary theories illustrates, there can be other
costs related to resolving the volume misalignment. This is highlighted by the governance
challenges observed in the Case Company. Using property rights to maintain authority with the
manufacturing headquarters and effectively drive an optimal production volume, the
downstream incentives to distribution engaging entrepreneurial idiosyncratic resources and
capabilities are diluted, and value creation from downstream activities is hampered. This
seemingly leads to other integration costs. When manufacturing scale economies remain
important, but upstream resources and capabilities no longer are sufficient to create profits, the
dynamic capabilities of a forward integrated manufacturing firm is inhibited (Teece et al., 1997;
Nooteboom, 2004). This hampers the ability to transform its value offering to the market for
end-users. Hence, the governance regime that the Case Company has embarked on, and is
‘stuck with’, resembles what is required in a directional distribution context and shows a

difficulty accommodating the requirements of the increasingly complex market conditions.

Chapter 5 (study 4). The last empirical case study contrasts the governance approaches
adopted by two forward integrated manufacturing firms operating in the same industry, but
displaying very different performance over an extended period of time. Again, the setting is
perceived as reflecting a complex distribution context, where the extant firm boundary literature
cautions against forward integration. Yet, both manufacturing companies have pursued a
forward integration strategy. Since Company A (the Case Company in chapter 4) is commented

above the present summary will focus more on Company B.
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Company B when integrating forward recognized the pending incentive misalignment
issues. The incentive misalignment that B experienced was however different compared to
Company A. Company B earlier established a more global reach due to a smaller home market,
and therefore used downstream private entrepreneurs to cater to the specific local and attempted
to design a flexible manufacturing process accordingly. Disputes over the distributors’
investments and the premiums they required to engage idiosyncratic resources and capabilities
was the initial reason for Company B’s decision to integrate forward. Hence, Company B’s
priority was to maintain the pull from the end-user markets and maintain a strong local presence,

engaging downstream resources and capabilities.

To maintain the end-user driven focus from the distribution, several governance instruments
were implemented. First, by prioritizing manufacturing flexibility, Company B was less
dependent on distribution to satisfy the need to keep the ‘assembly line’ running at optimal
levels, as was the case in Company A. Second, by delegating autonomy to distribution operating
as a ‘true’ profit center, the consequences from prioritization of own activities was internalized.
This effectively balanced the firm’s center of gravity, keeping a close proximity to final users in
the market with coordination of interdependency based on mutual adjustment. The performance
of a ‘balanced’ distribution of power between manufacturing headquarters and distribution relies
on the application of two governance instruments. First, profits are allocated to distribution to
incentivize personal, often unobservable, and contractible future related activities and
investments where multitasking is internalized and rewarded. Second, a strong set of company
values provide guidance, together with key performance indicators, that also seek to monitor
potential moral hazard issues. It is important to note that in Company B, the key performance
indicators never take priority over long-term value creating goals. In short, Company B
recognizes the (often) conflicting integration rationales that a complex distribution context
presents and seeks to implement multidimensional governance instruments to capture the best

practices of each.

Finally, Company B was, and still is, considered a very manufacturing driven firm.
However, it has managed to offset the rationales derived from boundary theory that argue for
segregated ownership, capturing the value from improved coordination of idiosyncratic

resources and capabilities along the integrated value chain.

283



1.2 Synthesizing Insights

The studies (papers) comprised in this thesis have sought to provide answers related to the
strategic decisions of manufacturing firms to integrate forward into distribution, and assess the
different challenges this presents. Forward integration remains fundamentally different from
backward integration, and depending on the distribution context, presents very different
governance challenges. These differences must be acknowledged when executive decision-
makers contemplate forward integration and consider the governance regimes subsequently

installed to manage it.
These differences mainly relate to:

1. Incentive misalignment takes different shapes and remains an important factor in
determining forward integration. The incentive misalignment of long-linked sequential
interdependencies implicates different profit optimizing quantities — more costly to the
upstream supplier in forward integration to the upstream manufacturer.

2. Forward integration creates new exposures to the end-users in the final product markets,
and establishes a new final point of revenue and profit consolidation. This has
implications for the delegation of responsibility, authority, and how controls and
incentives are used to shape competitiveness in the final product markets.

3. Forward integration creates exposures to new product markets requirements and use of
idiosyncratic resources and capabilities to deal with them, which can also be the source
of moral hazard. The perceived plasticity and profit potential of idiosyncratic resources

and capabilities affect their use and governance.

Manufacturing firms that contemplate forward integration therefore need to consider the
distribution context and weigh the short- and long-term implications of conflicting boundary
theories before they decide to integrate forward and impose governance mechanisms. The
adopted governance instruments must provide a fit between the distribution context and the
adopted governance approach. Basing integration on one rationale, like the avoidance of double
marginalization without considering idiosyncratic resources in the distribution, can lead to loss
of competitiveness by disabling important value adding resources. Furthermore, solving one
problem with forward integration can develop internal dynamics that are very difficult to
change, if that becomes necessary. Contrary to the empirical observations and recommendations
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of boundary theory, this study also shows that the governance of forward integration can create
lasting competitive advantages when the governance instruments are properly adapted to the

given distribution context.

1.3 Implications for Theory

One of the inspirations for this thesis is the observed performance differences between forward
integrated manufacturing firms and the different theoretical recommendations provided by the
extant literature on the decision to integrate forward. One stream of research argues for forward
integration when markets make it costly to monitor the distributors’ (marginal) effort (e.g.,
Anderson and Schmittlein, 1984; Anderson, 1985; Brickley and Dark, 1987; John and Weitz,
1988; Kalnins and Lafontaine, 2013). Another research stream argues that incentives for the use
of idiosyncratic resources and specific knowledge are superior under segregated ownership, i.e.,
no forward integration (e.g., Baker and Hubbard, 2004; Brickley and Dark, 1987; Lafontaine
and Slade, 2007; Norton, 1988; Silverman and Ingram, 2017; Woodruff, 2004). If theories
provide these different recommendations, then how should firms navigate and act to reconcile

the two streams of literature?

Holmstrom and Milgrom (1994) also address the conundrum of different boundary theories
that provide conflicting integration rationales. They argue that several different incentive
instruments interact and influence the actions taken by agents in an integrated firm. Their basic
argument is that the marginal benefit provided by (three) specific incentive instruments (Table
1) must move in sync when the adverse effect of an exogenous factor is incurred. Such factors
could be markets providing costly monitoring of agents’ effort or investments in ‘non selling
activities” in an adjacent firm as argued by Anderson and Schmittlein (1984). Integrated
ownership offers weak incentives to control employee activities in the firm, hereby maintaining
the asset value. In other words integrated ownership prevents adverse selection from segregated
ownership of assets. Asset ownership also provides more powerful incentives possibly leading
to incentives related to opportunism and bargaining to extract quasi-rents from asset specificity.
Lastly, monitoring of effort and compensation provides incentives, but often with unintentional
effects that can be mitigated by job design. These incentive instruments also represent important

boundary theory contributions.
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Theory of the Firm Incentive Instruments Main Authors

Firm control over | Weak incentives from integrated ownership|
(Simon, 1951; Coase, 1937;

employee actions and |give the firm control over employee activities|
Williamson, 1975)

activities. to maintain asset value.

Asset ownership provides broader and more | (Grossman and Hart, 1978;

) ) powerful incentives. The owner is residual | Hart and Moore, 1990;
Residual claims to own ] ] )
; claimant to the use of own assets and the direct | Klein, ~ Crawford  and
assets.
returns from their use. It removes opportunistic | Alchian, 1978; Williamson,

bargaining between adjacent firms. 1979, 1985)

Monitoring of effort and

compensation. Authority to design employment contracts and

) i Excluding tasks f b contract (Alchian and Demsetz,
: incentives. Excluding tasks from job contracts
Incentives are often ’ : 1972; Holmstrom, 1982;

costly and imprecise limits the employees’ action portfolio and job

. L i Holmstrom and Milgrom,
allowing only a limited freedom. Excluding an activity is setting the 1001; Fama, 1980)

set of variables to be Incentive at zero.

rewarded

Table 1. Theory of the Firm and the Importance of Co-varying Incentive Instruments

Adopting the perspective of Holmstrom and Milgrom (1994), Company A (in the
comparative case study) attempts to maintain control, offering weak (direct) incentives and
using the authority of upstream manufacturing to monitor and hereby prioritize effort of the
downstream distribution. Yet, the case studies show that the performance of Company A is less
than optimal, and is inferior to that of Company B, which seems to violate the incentive
instruments highlighted by Holmstrém and Milgrom. Company B has sought to limit the
authority of the manufacturing headquarters, creating stronger incentives to engage its own
assets without imposing forceful monitoring of actions. The structure of equally powered profit
centers at manufacturing and distribution is an instrument to balance the center of gravity when
idiosyncratic resources along the entire value chain create value. Therefore, we need to consider

the firm as more than a black box without structures and opposing agendas, but instead need to
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be sensitive to the distribution of resources and capabilities identifying who are the claimants to

economic performance.

If the integrated resources are interdependent from co-specialized use and the bundling of
these resources represents incremental profits then integration, i.e., common asset ownership, is
preferred (Barney, 1986, 1991; Connor and Prahalad, 1991, Teece, 1986). Property right theory
(Grossman and Hart, 1986; Hart and Moore, 1990) bases the decision to integrate on distorted
incentives where the property right holder is the residual claimant to non-contractible
investments. While property rights theory usually considers costs related to distorted incentives
between two legal entities, this can also apply to internal entities like sequential profit centers. A
more recent extended perspective also advocates integrating the importance of stakeholders in
the resource-based view (Barney, 2018; Alvarez et al., 2020). Here, residual claimants are not
only considered to be the shareholders but also stakeholders engaged in the generation of firm
profits, e.g., by bundling valuable co-specialized resources, and where their remuneration is
contingent on the firm’s ability to generate revenue. While this is not part of the study it is
noteworthy that in all 20 annual reports analyzed of Company B, it explicitly mentions value
creation for all stakeholders in its mission statement. In contrast, Company A in 2002 mentions
it once in relation to environmental responsibility only to disappear in 2003 and 2004. From
2005 until 2015, it appears again in the detailed description of Company A’s mission statement
and corporate responsibility. In the years 2016 and 2017, it only appeared in relation to capital

management. In 2018 and 2019, it did not appear at all.

The case study of Company B illustrates how the integrating manufacturing headquarters
has ensured that non-contractible resources (its own effort) held by private stakeholders in
distribution are safeguarded by credible commitments from the governance instruments. This
secures both short and long-term investments, where budgets and transfer pricing (Holmstrom

and Tirole, 1991) are tools to appropriate value and exert control over downstream entities.

Lastly, the studies also illustrate that the decision to integrate and subsequently govern
cannot be based solely on economic arguments. In particular, integration into complex
distribution (exemplified by Company A and Company B) shows the effects from organizational
elements like culture and political implications (Van Maanen, 2008) must not be ignored and
needs consideration. The classic advice for forward integrated manufacturing firms to increase

business and customer focus has been to separate the service function into an independent profit
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center (Bustinza et al., 2015; Gebauer et al., 2005; Oliva and Kallenberg, 2003), However,
Gebauer et al., (2010) find that the cultural element of service orientation from managerial
behavior has s significant impact on corporate values and employees service orientation. The
key aspect to improve overall performance in service orientated manufacturing firms lies not in
organizational structures distributing economic responsibility, but in the same structures that
serve to separate the managerial behavior of the upstream manufacturing from the downstream

services to increase service orientation and corporate culture.

The cultural impact on service orientation of Gebauer et al., (2010) is however partly at
odds with Oliva et al., (2012). While Oliva et al., (2012) support the positive profit impact from
separating manufactured products and services into independent profit centers, they find a
significant negative effect in relation to non-financial performance like customer satisfaction
and collaboration. In short, when forward integrated firms separate manufactured products and
services into independent profit centers, this leads to increased earnings but no increase in
customer satisfaction. One perspective for explaining this could be that while the separation
creates two organizations, both interfacing end-users, it also created organizational
interdependency that can create transaction costs like opportunism (Williamson, 1985) internally
(Gibbons, 2010; Grossman and Hart, 1986; Rosen, 1991). A volume driven manufacturing unit
might sell the tangible product and simultaneously create an installment base, and thereby a
future service and profit potential for the service business unit. On the grounds of this
installment base, the service organization can act opportunistically to maximize its own profits
at the expense of long term customer orientation. This could be visible in the service
organizations’ reduced investment in customer relationships or free-riding on the likelihood of
future sale of manufactured products. All factors contribution to a reduced cultural service

orientation.

This study provides contributions to the growing servitization literature in the areas of
structures, culture but most importantly by considering the governance instruments and how
possible conflicting integration rationales influence integrated firms® performance. In the
described cases of Company A and B governance instruments can be a contributing as well as a

discriminating factor to performance in both financial and non-financial areas.
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1.4 Implications for Practitioners
The finding from the studies in this thesis also has implications for practitioners that pursue a
strategy of forward integration where three questions are relevant to ask, or consider.

1. What are the implications of forward integration in an increasingly complex market
environment when the decision to integrate is based on industrial economics rationales,
like avoiding double marginalization, to gain a price advantage?

2. How can the integrated firm avoid diluting the value potential of idiosyncratic plastic
resources and capabilities that reside within the integrated distribution?

3. If the initial governance approaches turn out to be ineffective, can the implications be
unfrozen (Lewin, 1952) and be adjusted and changed for the better? (For example,
Company A has attempted to change the current ways for more than a decade, but
without success)

In this context Michael Beer (2001) provides an excellent case of U.K. supermarket retailer
ASDA Stores Limited that found itself in a similar situation as Company A, with declining
performance rooted in headquarters dominance and lack of ownership to engage activities at the
actual point of meeting the customer. The ASDA case illustrates that a turnaround with
engagement of downstream entrepreneurial resources and capabilities is possible, but there are
important differences to be noted. ASDA is a supermarket retailer and therefore does not have
the same long-linked interdependency to a manufacturing (supply) base. A manufacturing firm
operates a long-linked technology where manufacturing depends on the performance of the
distribution (Thompson, 1967). In the ASDA case, the headquarters could make credible threats
of closing non-performing integrated distributors. This threat of closure is much more difficult
with a long-linked manufacturing firm where large upstream capital investments in R&D,
manufacturing plants, and dependent scale economy will be impacted from volume

misalignment from closure.

Alternatively, one might ask — why not just divest the distribution? Here it is important to
remember that both directional and complex distribution involves mutual asset specificity
between manufacturing and distribution (Klein et al., 1978; Williamson, 1979) where the
incentive for a 3" party to acquire the specialized distribution assets is the potential sharing of
quasi-rents they generate. So, to realize this value potential, an acquirer should be able to
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effectively integrate the distribution. Conversely, the incentive misalignment from sequential
monopolies where the manufacture carries the cost of volume misalignment may simply not

make a divesture viable.

1.5 Limitations

This thesis builds on two conceptual papers (chapter 2 and 3), and two empirical papers based
on two single embedded case studies. The purpose of this thesis is not to advocate one
governance type over another, but point to the importance of aligning distribution context with
integration rationales and governance. Although these two cases point to important differences
and scholars advocate the importance that can be extracted from case studies (Gioia, 2012;
Welch et al., 2011; Yin, 2018), the question remains as to what extent the findings can be
generalized. The thesis has used multiple information sources to ensure rigor in the triangulation
of data (Yin, 2018), although the collected data remain confined to one industrial setting.
However, the findings are consistent with other empirical studies of forward integration
(Brickley and Dark, 1987; Woodruff, 2004) that observe the increased importance of

entrepreneurial engagement of idiosyncratic knowledge and capabilities.

1.6 Future Research

One great advantage of conducting case studies lies in the uncovering of contextual insights that
is not readily visible to quantitative studies. In the current study, an example of this is the way
Company A’s headquarters use transfer pricing to effectively minimize distributional moral
hazard but also to create a ‘pseudo’ profit center, and in this way, disregard important resources,
competences, and the need for incentives. The creation of internal profit centers also has other
implications which should require further inquiry. Opportunism is usually connected to market
transactions but with the creation of profit centers this can also take place internally. The way
the costs are derived from integration of markets also seems a promising avenue to understand

integrated firms’ governance and competitiveness.

There are however, also limitations to case studies. The correlation between how costs from
different organizational and market transactions affects integration rationales interaction, and
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how this further shapes the governance instruments that are used, needs further understanding.
Broadening studies into multiple industries and distribution contexts — using the uncovered
governance instruments as proxies and using grading or scoring questionnaires to assess these —
can provide additional and much needed insight into governance of forward integrated
manufacturing firms. Substituting contracts with hierarchies also means that we should ask if
segregation into different profit centers has occurred, and if they actually function as true profit
centers. In this way, qualitative and quantitative research could complement each other and lead

to new insight.

With the continued trend of manufacturing firms’ forward integration into the growing
servitized industries this seems a promising research avenue for considering governance. This
growing body of literature often jumps directly into topics like, business models, organizational
transformation and structures and herby implicitly basing forward integration on the profit
potential without considering the often conflicting economic boundary rationales that often
seems the root cause of integration costs. By integrating firm boundary literature and in
particular the emerging ‘resource and stakeholder perspective’ this could advance the discussion
relating to idiosyncratic resources, capabilities and incentives. This study shows that these

factors are rudimentary to consider when a manufacturing firm integrates forward.
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An empirical study employing data
elicited from Danish EFL learners

Christian Nielsen

Essays on Business Reporting
Production and consumption of
strategic information in the market for
information

Marianne Thejls Fischer
Egos and Ethics of Management
Consultants

Annie Bekke Kjaer

Performance management i Proces-
innovation

— belyst i et social-konstruktivistisk
perspektiv

Suzanne Dee Pedersen
GENTAGELSENS METAMORFOSE

Om organisering af den kreative geren
i den kunstneriske arbejdspraksis

Benedikte Dorte Rosenbrink
Revenue Management

@konomiske, konkurrencemeaessige &
organisatoriske konsekvenser

Thomas Riise Johansen

Written Accounts and Verbal Accounts
The Danish Case of Accounting and
Accountability to Employees

Ann Fogelgren-Pedersen
The Mobile Internet: Pioneering Users’
Adoption Decisions

Birgitte Rasmussen
Ledelse i faellesskab — de tillidsvalgtes
fornyende rolle

Gitte Thit Nielsen

Remerger

— skabende ledelseskreefter i fusion og
opkeb

Carmine Gioia
A MICROECONOMETRIC ANALYSIS OF
MERGERS AND ACQUISITIONS
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Ole Hinz

Den effektive forandringsleder: pilot,
paedagogq eller politiker?

Et studie i arbejdslederes meningstil-
skrivninger i forbindelse med vellykket
gennemfarelse af ledelsesinitierede
forandringsprojekter

Kjell-Age Gotvassli

Et praksisbasert perspektiv pa dynami-
ske

leeringsnettverk i toppidretten

Norsk ph.d., ej til salg gennem
Samfundslitteratur

Henriette Langstrup Nielsen

Linking Healthcare

An inquiry into the changing perfor-
mances of web-based technology for
asthma monitoring

Karin Tweddell Levinsen

Virtuel Uddannelsespraksis

Master i IKT og Leering — et casestudie
i hvordan proaktiv proceshandtering
kan forbedre praksis i virtuelle lerings-
miljoer

Anika Liversage

Finding a Path

Labour Market Life Stories of
Immigrant Professionals

Kasper EImquist Jargensen
Studier i samspillet mellem stat og
erhvervsliv i Danmark under

1. verdenskrig

Finn Janning
A DIFFERENT STORY
Seduction, Conquest and Discovery

Patricia Ann Plackett

Strategic Management of the Radlcal
Innovation Process

Leveraging Social Capital for Market
Uncertainty Management

Christian Vintergaard
Early Phases of Corporate Venturing
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Niels Rom-Poulsen
Essays in Computational Finance

Tina Brandt Husman

Organisational Capabilities,
Competitive Advantage & Project-
Based Organisations

The Case of Advertising and Creative
Good Production

Mette Rosenkrands Johansen

Practice at the top

— how top managers mobilise and use
non-financial performance measures

Eva Parum
Corporate governance som strategisk
kommunikations- og ledelsesveerktgj

Susan Aagaard Petersen

Culture’s Influence on Performance
Management: The Case of a Danish
Company in China

Thomas Nicolai Pedersen

The Discursive Constitution of Organi-
zational Governance — Between unity
and differentiation

The Case of the governance of
environmental risks by World Bank
environmental staff

Cynthia Selin
Volatile Visions: Transactons in
Anticipatory Knowledge

Jesper Banghgj
Financial Accounting Information and
Compensation in Danish Companies

Mikkel Lucas Overby
Strategic Alliances in Emerging High-
Tech Markets: What's the Difference
and does it Matter?

Tine Aage

External Information Acquisition of
Industrial Districts and the Impact of
Different Knowledge Creation Dimen-
sions
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A case study of the Fashion and
Design Branch of the Industrial District
of Montebelluna, NE Italy

Mikkel Flyverbom

Making the Global Information Society
Governable

On the Governmentality of Multi-
Stakeholder Networks

Anette Grgnning

Personen bag

Tilstedevaer i e-mail som inter-
aktionsform mellem kunde og med-
arbejder i dansk forsikringskontekst

Jorn Helder
One Company — One Language?
The NN-case

Lars Bjerregaard Mikkelsen

Differing perceptions of customer
value

Development and application of a tool
for mapping perceptions of customer
value at both ends of customer-suppli-
er dyads in industrial markets

Lise Granerud

Exploring Learning

Technological learning within small
manuftacturers in South Africa

Esben Rahbek Pedersen
Between Hopes and Realities:
Reflections on the Promises and
Practices of Corporate Social
Responsibility (CSR)

Ramona Samson

The Cultural Integration Model and
European Transformation.

The Case of Romania

Jakob Vestergaard

Discipline in The Global Economy
Panopticism and the Post-Washington
Consensus
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Heidi Lund Hansen

Spaces for learning and working

A qualitative study of change of work,
management, vehicles of power and
social practices in open offices

Sudhanshu Rai

Exploring the internal dynamics of
software development teams during
user analysis

A tension enabled Institutionalization
Model; “Where process becomes the
objective”

Norsk ph.d.
Ej til salg gennem Samfundslitteratur

Serden Ozcan

EXPLORING HETEROGENEITY IN
ORGANIZATIONAL ACTIONS AND
OUTCOMES

A Behavioural Perspective

Kim Sundtoft Hald
Inter-organizational Performance
Measurement and Management in
Action

— An Ethnography on the Construction
of Management, Identity and
Relationships

Tobias Lindeberg

Evaluative Technologies
Quality and the Multiplicity of
Performance

Merete Wedell-Wedellsborg

Den globale soldat

Identitetsdannelse og identitetsledelse
i multinationale militaere organisatio-
ner

Lars Frederiksen

Open Innovation Business Models
Innovation in firm-hosted online user
communities and inter-firm project
ventures in the music industry

— A collection of essays

Jonas Gabrielsen
Retorisk toposleere — fra statisk 'sted’
til persuasiv aktivitet



11.

12.

13.

14.

15.

16.

17.

18.

19.

Christian Moldt-Jargensen

Fra meningslas til meningsfuld
evaluering.

Anvendelsen af studentertilfredsheds-
malinger pa de korte og mellemlange
videregaende uddannelser set fra et
psykodynamisk systemperspektiv

Ping Gao

Extending the application of
actor-network theory

Cases of innovation in the tele-
communications industry

Peter Mejlby

Frihed og feengsel, en del af den
samme drem?

Et phronetisk baseret casestudie af
frigerelsens og kontrollens sam-
eksistens | vaerdibaseret ledelse!

Kristina Birch
Statistical Modelling in Marketing

Signe Poulsen

Sense and sensibility:

The language of emotional appeals in
insurance marketing

Anders Bjerre Trolle
Essays on derivatives pricing and dyna-
mic asset allocation

Peter Feldhtter
Empirical Studies of Bond and Credit
Markets

Jens Henrik Eggert Christensen
Default and Recovery Risk Modeling
and Estimation

Maria Theresa Larsen

Academic Enterprise: A New Mission
for Universities or a Contradiction in
Terms?

Four papers on the long-term impli-
cations of increasing industry involve-
ment and commercialization in acade-
mia
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Morten Wellendorf
Postimplementering af teknologi i den
offentlige forvaltning

Analyser af en organisations konti-
nuerlige arbejde med informations-
teknologi

Ekaterina Mhaanna
Concept Relations for Terminological
Process Analysis

Stefan Ring Thorbjarnsen

Forsvaret i forandring

Et studie i officerers kapabiliteter un-
der pavirkning af omverdenens foran-
dringspres mod @get styring og leering

Christa Breum Amhg;

Det selvskabte medlemskab om ma-
nagementstaten, dens styringstekno-
logier og indbyggere

Karoline Bromose

Between Technological Turbulence and
Operational Stability

— An empirical case study of corporate
venturing in TDC

Susanne Justesen

Navigating the Paradoxes of Diversity
in Innovation Practice

— A Longitudinal study of six very
different innovation processes — in
practice

Luise Noring Henler
Conceptualising successful supply
chain partnerships

— Viewing supply chain partnerships
from an organisational culture per-
spective

Mark Mau

Kampen om telefonen

Det danske telefonveesen under den
tyske besaettelse 1940-45

Jakob Halskov

The semiautomatic expansion of
existing terminological ontologies
using knowledge patterns discovered
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on the WWW - an implementation
and evaluation

Gergana Koleva

European Policy Instruments Beyond
Networks and Structure: The Innova-
tive Medicines Initiative

Christian Geisler Asmussen
Global Strategy and International
Diversity: A Double-Edged Sword?

Christina Holm-Petersen

Stolthed og fordom

Kultur- og identitetsarbejde ved ska-
belsen af en ny sengeafdeling gennem
fusion

Hans Peter Olsen

Hybrid Governance of Standardized
States

Causes and Contours of the Global
Requlation of Government Auditing

Lars Bage Sgrensen
Risk Management in the Supply Chain

Peter Aagaard

Det unikkes dynamikker

De institutionelle mulighedsbetingel-
ser bag den individuelle udforskning i
professionelt og frivilligt arbejde

Yun Mi Antorini

Brand Community Innovation

An Intrinsic Case Study of the Adult
Fans of LEGO Community

Joachim Lynggaard Boll

Labor Related Corporate Social Perfor-
mance in Denmark

Organizational and Institutional Per-
spectives

Frederik Christian Vinten
Essays on Private Equity

Jesper Clement
Visual Influence of Packaging Design
on In-Store Buying Decisions
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Marius Brostream Kousgaard

Tid til kvalitetsmaling?

— Studier af indrulleringsprocesser i
forbindelse med introduktionen af
kliniske kvalitetsdatabaser i speciallae-
gepraksissektoren

Irene Skovgaard Smith
Management Consulting in Action
Value creation and ambiguity in
client-consultant relations

Anders Rom

Management accounting and inte-
grated information systems

How to exploit the potential for ma-
nagement accounting of information
technology

Marina Candi

Aesthetic Design as an Element of
Service Innovation in New Technology-
based Firms

Morten Schnack

Teknologi og tveerfaglighed

—en analyse af diskussionen omkring
indfarelse af EPJ pa en hospitalsafde-
ling

Helene Balslev Clausen

Juntos pero no revueltos — un estudio
sobre emigrantes norteamericanos en
un pueblo mexicano

Lise Justesen

Kunsten at skrive revisionsrapporter.
En beretning om forvaltningsrevisio-
nens beretninger

Michael E. Hansen

The politics of corporate responsibility:
CSR and the governance of child labor
and core labor rights in the 1990s

Anne Roepstorff

Holdning for handling — en etnologisk
underseqgelse af Virksomheders Sociale
Ansvar/CSR
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Claus Bajlum
Essays on Credit Risk and
Credit Derivatives

Anders Bojesen

The Performative Power of Competen-
ce —an Inquiry into Subjectivity and
Social Technologies at Work

Satu Reijonen

Green and Fragile

A Study on Markets and the Natural
Environment

llduara Busta
Corporate Governance in Banking
A European Study

Kristian Anders Hvass

A Boolean Analysis Predicting Industry
Change: Innovation, Imitation & Busi-
ness Models

The Winning Hybrid: A case study of
isomorphism in the airline industry

Trine Paludan

De uvidende og de udviklingsparate
Identitet som mulighed og restriktion
blandt fabriksarbejdere pa det aftaylo-
riserede fabriksqulv

Kristian Jakobsen
Foreign market entry in transition eco-
nomies: Entry timing and mode choice

Jakob Elming
Syntactic reordering in statistical ma-
chine translation

Lars Brgamsge Termansen

Regional Computable General Equili-
brium Models for Denmark

Three papers laying the foundation for
regional CGE models with agglomera-
tion characteristics

Mia Reinholt
The Motivational Foundations of
Knowledge Sharing
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Frederikke Krogh-Meibom

The Co-Evolution of Institutions and
Technology

— A Neo-Institutional Understanding of
Change Processes within the Business
Press — the Case Study of Financial
Times

Peter D. @rberg Jensen

OFFSHORING OF ADVANCED AND
HIGH-VALUE TECHNICAL SERVICES:
ANTECEDENTS, PROCESS DYNAMICS
AND FIRMLEVEL IMPACTS

Pham Thi Song Hanh

Functional Upgrading, Relational
Capability and Export Performance of
Vietnamese Wood Furniture Producers

Mads Vangkilde

Why wait?

An Exploration of first-mover advanta-
ges among Danish e-grocers through a
resource perspective

Hubert Buch-Hansen

Rethinking the History of European
Level Merger Control

A Critical Political Economy Perspective

Vivian Lindhardsen

From Independent Ratings to Commu-
nal Ratings: A Study of CWA Raters’
Decision-Making Behaviours

Gudrid Weihe
Public-Private Partnerships: Meaning
and Practice

Chris Ngkkentved

Enabling Supply Networks with Colla-
borative Information Infrastructures
An Empirical Investigation of Business
Model Innovation in Supplier Relation-
ship Management

Sara Louise Muhr
Wound, Interrupted — On the Vulner-
ability of Diversity Management
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Christine Sestoft
Forbrugeradfaerd i et Stats- og Livs-
formsteoretisk perspektiv

Michael Pedersen

Tune in, Breakdown, and Reboot: On
the production of the stress-fit self-
manaqging employee

Salla Lutz

Position and Reposition in Networks

— Exemplified by the Transformation of
the Danish Pine Furniture Manu-
facturers

Jens Forssbaeck
Essays on market discipline in
commercial and central banking

Tine Murphy

Sense from Silence — A Basis for Orga-
nised Action

How do Sensemaking Processes with
Minimal Sharing Relate to the Repro-
duction of Organised Action?

Sara Malou Strandvad

Inspirations for a new sociology of art:
A sociomaterial study of development
processes in the Danish film industry

Nicolaas Mouton

On the evolution of social scientific
metaphors:

A cognitive-historical enquiry into the
divergent trajectories of the idea that
collective entities — states and societies,
cities and corporations — are biological
organisms.

Lars Andreas Knutsen
Mobile Data Services:
Shaping of user engagements

Nikolaos Theodoros Korfiatis
Information Exchange and Behavior
A Multi-method Inquiry on Online
Communities
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Jens Albaek

Forestillinger om kvalitet og tvaerfaglig-
hed pa sygehuse

— skabelse af forestillinger i lsege- og
plejegrupperne angaende relevans af
nye idéer om kvalitetsudvikling gen-
nem tolkningsprocesser

Maja Lotz
The Business of Co-Creation — and the
Co-Creation of Business

Gitte P. Jakobsen

Narrative Construction of Leader Iden-
tity in a Leader Development Program
Context

Dorte Hermansen

“Living the brand” som en brandorien-
teret dialogisk praxis:

Om udvikling af medarbejdernes
brandorienterede demmekraft

Aseem Kinra
Supply Chain (logistics) Environmental
Complexity

Michael Ngrager

How to manage SMEs through the
transformation from non innovative to
innovative?

Kristin Wallevik
Corporate Governance in Family Firms
The Norwegian Maritime Sector

Bo Hansen Hansen
Beyond the Process
Enriching Software Process Improve-
ment with Knowledge Management

Annemette Skot-Hansen

Franske adjektivisk afledte adverbier,
der tager praepositionssyntagmer ind-
ledt med praepositionen a som arqu-
menter

En valensgrammatisk undersagelse

Line Gry Knudsen
Collaborative R&D Capabilities
In Search of Micro-Foundations
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Christian Scheuer
Employers meet employees
Essays on sorting and globalization

Rasmus Johnsen

The Great Health of Melancholy

A Study of the Pathologies of Perfor-
mativity

Ha Thi Van Pham

Internationalization, Competitiveness
Enhancement and Export Performance
of Emerging Market Firms:

Evidence from Vietnam

Henriette Balieu

Kontrolbegrebets betydning for kausa-
tivalternationen i spansk

En kognitiv-typologisk analyse

Yen Tran

Organizing Innovationin Turbulent
Fashion Market

Four papers on how fashion firms crea-
te and appropriate innovation value

Anders Raastrup Kristensen
Metaphysical Labour

Flexibility, Performance and Commit-
ment in Work-Life Management

Margrét Sigrun Sigurdardottir
Dependently independent
Co-existence of institutional logics in
the recorded music industry

Asta Dis Oladottir

Internationalization from a small do-
mestic base:

An empirical analysis of Economics and
Management

Christine Secher

E-deltagelse i praksis — politikernes og
forvaltningens medkonstruktion og
konsekvenserne heraf

Marianne Stang Valand
What we talk about when we talk
about space:
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End User Participation between Proces-
ses of Organizational and Architectural
Design

Rex Degnegaard

Strategic Change Management
Change Management Challenges in
the Danish Police Reform

Ulrik Schultz Brix

Veerdi i rekruttering — den sikre beslut-
ning

En pragmatisk analyse af perception
og synliggarelse af veerdi i rekrutte-
rings- og udvaelgelsesarbejdet

Jan Ole Simila

Kontraktsledelse

Relasjonen mellom virksomhetsledelse
oq kontraktshandtering, belyst via fire
norske virksomheter

Susanne Boch Waldorff

Emerging Organizations: In between
local translation, institutional logics
and discourse

Brian Kane

Performance Talk

Next Generation Management of
Organizational Performance

Lars Ohnemus

Brand Thrust: Strategic Branding and
Shareholder Value

An Empirical Reconciliation of two
Critical Concepts

Jesper Schlamovitz
Handtering af usikkerhed i film- og
byggeprojekter

Tommy Moesby-Jensen

Det faktiske livs forbindtlighed
Forsokratisk informeret, ny-aristotelisk
MBoc-teenkning hos Martin Heidegger

Christian Fich

Two Nations Divided by Common
Values

French National Habitus and the
Rejection of American Power
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Peter Beyer

Processer, sammenhaengskraft

oq fleksibilitet

Et empirisk casestudie af omstillings-
forlob i fire virksomheder

Adam Buchhorn

Markets of Good Intentions
Constructing and Organizing
Biogas Markets Amid Fragility
and Controversy

Cecilie K. Moesby-Jensen

Social leering og feelles praksis

Et mixed method studie, der belyser
leeringskonsekvenser af et lederkursus
for et praksisteellesskab af offentlige
mellemledere

Heidi Boye

Fadevarer og sundhed i sen-
modernismen

— En indsigt i hyggefeenomenet og
de relaterede fadevarepraksisser

Kristine Munkgard Pedersen
Flygtige forbindelser og midlertidige
mobiliseringer

Om kulturel produktion pa Roskilde
Festival

Oliver Jacob Weber

Causes of Intercompany Harmony in
Business Markets — An Empirical Inve-
stigation from a Dyad Perspective

Susanne Ekman

Authority and Autonomy
Paradoxes of Modern Knowledge
Work

Anette Frey Larsen

Kvalitetsledelse pa danske hospitaler

— Ledelsernes indflydelse pa introduk-
tion og vedligeholdelse af kvalitetsstra-
tegier i det danske sundhedsvaesen

Toyoko Sato

Performativity and Discourse: Japanese
Advertisements on the Aesthetic Edu-
cation of Desire
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Kenneth Brinch Jensen

Identifying the Last Planner System
Lean management in the construction
industry

Javier Busquets
Orchestrating Network Behavior
for Innovation

Luke Patey

The Power of Resistance: India’s Na-
tional Oil Company and International
Activism in Sudan

Mette Vedel

Value Creation in Triadic Business Rela-
tionships. Interaction, Interconnection
and Position

Kristian Tarning
Knowledge Management Systems in
Practice — A Work Place Study

Qingxin Shi

An Empirical Study of Thinking Aloud
Usability Testing from a Cultural
Perspective

Tanja Juul Christiansen
Corporate blogging: Medarbejderes
kommunikative handlekraft

Malgorzata Ciesielska

Hybrid Organisations.

A study of the Open Source — business
setting

Jens Dick-Nielsen
Three Essays on Corporate Bond
Market Liquidity

Sabrina Speiermann

Modstandens Politik
Kampagnestyring i Velfaerdsstaten.

En diskussion af trafikkampagners sty-
ringspotentiale

Julie Uldam

Fickle Commitment. Fostering political
engagement in 'the flighty world of
online activism’



36.

37.

38.

2011

Annegrete Juul Nielsen
Traveling technologies and
transformations in health care

Athur Mihlen-Schulte

Organising Development

Power and Organisational Reform in
the United Nations Development
Programme

Louise Rygaard Jonas

Branding pa butiksgulvet

Et case-studie af kultur- og identitets-
arbejdet i Kvickly

Stefan Fraenkel

Key Success Factors for Sales Force
Readiness during New Product Launch
A Study of Product Launches in the
Swedish Pharmaceutical Industry

Christian Plesner Rossing
International Transfer Pricing in Theory
and Practice

Tobias Dam Hede

Samtalekunst og ledelsesdisciplin
—en analyse af coachingsdiskursens
genealogi og governmentality

Kim Pettersson
Essays on Audit Quality, Auditor Choi-
ce, and Equity Valuation

Henrik Merkelsen

The expert-lay controversy in risk
research and management. Effects of
institutional distances. Studies of risk
definitions, perceptions, management
and communication

Simon S. Torp

Employee Stock Ownership:

Effect on Strategic Management and
Performance

Mie Harder
Internal Antecedents of Management
Innovation
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Ole Helby Petersen

Public-Private Partnerships: Policy and
Requlation — With Comparative and
Multi-level Case Studies from Denmark
and Ireland

Morten Krogh Petersen
‘Good’ Outcomes. Handling Multipli-
city in Government Communication

Kristian Tangsgaard Hvelplund
Allocation of cognitive resources in
translation - an eye-tracking and key-
logging study

Moshe Yonatany
The Internationalization Process of
Digital Service Providers

Anne Vestergaard

Distance and Suffering

Humanitarian Discourse in the age of
Mediatization

Thorsten Mikkelsen
Personligsheds indflydelse pa forret-
ningsrelationer

Jane Thostrup Jagd

Hvorfor fortsaetter fusionsbalgen ud-
over “the tipping point”?

— en empirisk analyse af information
og kognitioner om fusioner

Gregory Gimpel

Value-driven Adoption and Consump-
tion of Technology: Understanding
Technology Decision Making

Thomas Stengade Sgnderskov

Den nye mulighed

Social innovation i en forretningsmaes-
sig kontekst

Jeppe Christoffersen
Donor supported strategic alliances in
developing countries

Vibeke Vad Baunsgaard
Dominant Ideological Modes of
Rationality: Cross functional
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integration in the process of product
innovation

Throstur Olaf Sigurjonsson
Governance Failure and Icelands’s
Financial Collapse

Allan Sall Tang Andersen
Essays on the modeling of risks in
interest-rate and inflation markets

Heidi Tscherning
Mobile Devices in Social Contexts

Birgitte Gorm Hansen

Adapting in the Knowledge Economy
Lateral Strateqgies for Scientists and
Those Who Study Them

Kristina Vaarst Andersen

Optimal Levels of Embeddedness
The Contingent Value of Networked
Collaboration

Justine Grgnbaek Pors

Noisy Management

A History of Danish School Governing
from 1970-2010

Stefan Linder

Micro-foundations of Strategic
Entrepreneurship

Essays on Autonomous Strategic Action

Xin Li

Toward an Integrative Framework of
National Competitiveness

An application to China

Rune Thorbjgrn Clausen

Veerdifuld arkitektur

Et eksplorativt studie af bygningers
rolle i virksomheders vaerdiskabelse

Monica Viken
Markedsundersokelser som bevis i
varemerke- og markedstaringsrett

Christian Wymann

Tattooing

The Economic and Artistic Constitution
of a Social Phenomenon
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Sanne Frandsen

Productive Incoherence

A Case Study of Branding and
Identity Struggles in a Low-Prestige
Organization

Mads Stenbo Nielsen
Essays on Correlation Modelling

lvan Hauser

Folelse og sprog

Etablering af en ekspressiv kateqori,
eksemplificeret pa russisk

Sebastian Schwenen
Security of Supply in Electricity Markets

Peter Holm Andreasen

The Dynamics of Procurement
Management

- A Complexity Approach

Martin Haulrich
Data-Driven Bitext Dependency
Parsing and Alignment

Line Kirkegaard

Konsulenten i den anden nat
En undersagelse af det intense
arbejdsliv

Tonny Stenheim
Decision usefulness of goodwill
under IFRS

Morten Lind Larsen
Produktivitet, veekst og velferd
Industriradet og efterkrigstidens
Danmark 1945 - 1958

Petter Berg
Cartel Damages and Cost Asymmetries

Lynn Kahle

Experiential Discourse in Marketing
A methodical inquiry into practice
and theory

Anne Roelsgaard Obling
Management of Emotions
in Accelerated Medical Relationships
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Thomas Frandsen
Managing Modularity of
Service Processes Architecture

Carina Christine Skovmgller

CSR som noget szerligt

Et casestudie om styring og menings-
skabelse i relation til CSR ud fra en
intern optik

Michael Tell

Fradragsbeskeaering af selskabers
finansieringsudgifter

En skatteretlig analyse af SEL §§ 11,
11Bog 11C

Morten Holm

Customer Profitability Measurement
Models

Their Merits and Sophistication
across Contexts

Katja Joo Dyppel
Beskatning af derivater
En analyse af dansk skatteret

Esben Anton Schultz
Essays in Labor Economics
Evidence from Danish Micro Data

Carina Risvig Hansen
“Contracts not covered, or not fully
covered, by the Public Sector Directive”

Anja Svejgaard Pors

Iveerksaettelse af kommunikation

- patientfigurer | hospitalets strategiske
kommunikation

Frans Bévort
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